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LETTER OF TRANSMITTAL

December 28, 2010
UNITED STATES SENATE
COMMITTEE ON THE BUDGET
WASHINGTON, DC

To the Members of the Committee on the Budget:

The Congressional Budget and Impoundment Control Act of 1974 (as
amended) requires the Budget Committees to examine tax expenditures as
they develop the Congressional Budget Resolution. Section 3(3) of the
Budget Act of 1974 defines tax expenditures as those revenue losses
attributable to provisions of the federal tax laws which allow a special
exclusion, exemption, or deduction from gross income or provide a special
credit, a preferential rate of tax, or a deferral of tax liability.

Tax expenditures are often enacted as permanent legislation and can
be compared to direct spending on entitlement programs. There are over
200 separate tax expenditures in current law, costing the Treasury more than
$1 trillion each year. Given the nation’s unsustainable long-term budget
outlook, all tax expenditures and spending deserve increased scrutiny.
Recent deficit and debt reduction proposals included tax reform options that
eliminated or scaled back tax expenditures in order to simplify the tax code,
lower tax rates, and raise needed revenue.

This print was prepared by the Congressional Research Service (CRS)
and was coordinated by Steve Bailey and Joel Friedman of the Senate
Budget Committee staff. All tax code changes through the end of the 111"
Congress are included.

The CRS has produced an extraordinarily useful document which
incorporates not only a description of each provision and an estimate of its
revenue cost, but also a discussion of its impact, a review of its underlying
rationale, an assessment which addresses the arguments for and against the
provision, and a set of bibliographic references. Nothing in this print should
be interpreted as representing the views or recommendations of the Senate
Budget Committee or any of its members.

Kent Conrad
Chairman
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CONGRESSIONAL RESEARCH SERVICE
THE LIBRARY OF CONGRESS
Washington, D.C., December 30, 2010

Honorable Kent Conrad

Chairman, Committee on the Budget
U.S. Senate

Washington, DC 20510

Dear Mr. Chairman:

I am pleased to submit a revision of the December 2008 Committee
Print on Tax Expenditures.

As in earlier versions, each entry includes an estimate of each tax
expenditure’s revenue cost, its legal authorization, a description of the tax
provision and its impact, the rationale at the time of adoption, an assessment,
and bibliographic citations. The impact section includes quantitative data
on the distribution of tax expenditures across income classes where such
data are relevant and available. The rationale section contains some detail
about the historical development of each provision. The assessment section
summarizes major issues surrounding each tax expenditure.

The revision was written under the general direction of Jane Gravelle,
Senior Specialist in Economic Policy, Thomas Hungerford, Specialist in
Public Finance, and Donald Marples, Section Research Manager.
Contributors of individual entries include Andrew Austin, James Bickley,
Jane Gravelle, Gary Guenther, Thomas Hungerford, Mark Keightley, Mindy
Levit, Linda Levine, Steven Maguire, Donald Marples, Nonna Noto, and
Molly Sherlock of the Government and Finance Division; Janemarie
Mulvey, Christine Scott, David Smole and Scott Syzmendera of the
Domestic Social Policy Division; and Jennifer Teefy of the Knowledge
Services Group. Jennifer Scrafford and Jasmine Marcellus provided
editorial review and prepared the document for publication.

DANIEL P. MULHOLLAN, Director
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INTRODUCTION

This compendium gathers basic information concerning approximately
250 federal tax provisions currently treated as tax expenditures. They
include those listed in Tax Expenditure Budgets prepared for fiscal years
2010-2014 by the Joint Committee on Taxation,' although certain separate
items that are closely related and are within a major budget function may be
combined. The Joint Committee on Taxation also lists 31 additional tax
expenditures with de minimis revenue losses (i.e., less that $50 million over
5 years).

With respect to each tax expenditure, this compendium provides:

The estimated federal revenue loss associated with the provision
for individual and corporate taxpayers, for fiscal years
2010-2014, as estimated by the Joint Committee on Taxation;

The legal authorization for the provision (e.g., Internal Revenue
Code section, Treasury Department regulation, or Treasury
ruling);

A description of the tax expenditure, including an example of its
operation where this is useful,;

A brief analysis of the impact of the provision, including
information on the distribution of benefits where data are
available;

A brief statement of the rationale for the adoption of the tax
expenditure where it is known, including relevant legislative
history;

An assessment, which addresses the arguments for and against
the provision; and

'us. Congress, Joint Committee on Taxation. Estimates of Federal Tax
Expenditures for Fiscal Years 2010-2014, December 15,2010 (JCS-3-10).

(1)



References to selected bibliography.

The information presented for each tax expenditure is not intended to
be exhaustive or definitive. Rather, it is intended to provide an introductory
understanding of the nature, effect, and background of each provision.
Useful starting points for further research are listed in the selected bibliogra-
phy following each provision.

Defining Tax Expenditures

Tax expenditures are revenue losses resulting from tax provisions that
grant special tax relief designed to encourage certain kinds of behavior by
taxpayers or to aid taxpayers in special circumstances. These provisions
may, in effect, be viewed as spending programs channeled through the tax
system. They are, in fact, classified in the same functional categories as the
U.S. budget.

Section 3(3) of the Congressional Budget and Impoundment Control
Act of 1974 specifically defines tax expenditures as:

... those revenue losses attributable to provisions of the Federal tax laws which
allow a special exclusion, exemption, or deduction from gross income or which
provide a special credit, a preferential rate of tax, or a deferral of tax liability;

In the legislative history of the Congressional Budget Act, provisions
classified as tax expenditures are contrasted with those provisions which are
part of the “normal structure” of the individual and corporate income tax
necessary to collect government revenues.

The listing of a provision as a tax expenditure in no way implies any
judgment about its desirability or effectiveness relative to other tax or non-
tax provisions that provide benefits to specific classes of individuals and
corporations. Rather, the listing of tax expenditures, taken in conjunction
with the listing of direct spending programs, is intended to allow Congress
to scrutinize all federal programs relating to the same goals — both non-tax
and tax — when developing its annual budget. Only when tax expenditures
are considered will congressional budget decisions take into account the full
spectrum of federal programs.
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Because any qualified taxpayer may reduce tax liability through use of
a tax expenditure, such provisions are comparable to entitlement programs
under which benefits are paid to all eligible persons. Since tax expenditures
are generally enacted as permanent legislation, it is important that, as
entitlement programs, they be given thorough periodic consideration to see
whether they are efficiently meeting the national needs and goals for which
they were established.

Tax expenditure budgets which list the estimated annual revenue losses
associated with each tax expenditure first were required to be published in
1975 as part of the Administration budget for fiscal year 1976, and have
been required to be published by the Budget Committees since 1976. The
tax expenditure concept is still being refined, and therefore the classification
of certain provisions as tax expenditures continues to be discussed.
Nevertheless, there has been widespread agreement for the treatment as tax
expenditures of most of the provisions included in this compendium.’

As defined in the Congressional Budget Act, the concept of tax
expenditure refers to the corporate and individual income taxes. Other parts
of the Internal Revenue Code — excise taxes, employment taxes, estate and
gift taxes — also have exceptions, exclusions, refunds and credits (such as
a gasoline tax exemption for non-highway uses) which are not included here
because they are not parts of the income tax.

The Joint Committee on Taxation Pamphlet
on Tax Expenditure Analysis

The need for analysis of tax expenditures has long been recognized.
Walter Blum in a 1955 Joint Economic Committee report stated that tax
expenditures are “hidden in technicalities of the tax law; they do not show
up in the budget; their cost frequently is difficult to calculate; and their

’For a discussion of the conceptual problems involved in defining tax
expenditures and some of the differences between the Administration and Joint
Committee on Taxation approaches, see The Budget of the United States
Government, Fiscal Year 2009, Analytical Perspectives, “Tax Expenditures,” pp.
285-325. See also Linda Sugin, “What is Happening to the Tax Expenditure
Budget?” Tax Notes, August 16,2004, pp. 763-766; Thomas L. Hungerford, Tax
Expenditures: Trends and Critiques, Library of Congress, Congressional Research
Service Report RL33641, September 13, 2006; and Thomas L. Hungerford, “Tax
Expenditures: Good, Bad, or Ugly?” Tax Notes, October 23, 2006, pp. 325-334.
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accomplishments are even more difficult to assess.”” As a result of this lack
of transparency, analysts argue that tax expenditure analysis is a critical tool
in achieving a more accountable process for enacting and tracking
government programs.’ In May 2008, the Joint Committee on Taxation
(JCT) released a pamphlet suggesting there may be a need to reconsider their
implementation of tax expenditure analysis.’

The JCT acknowledged the criticisms of the use of a normal tax system
and argued for modification of tax expenditure analysis so it will serve as an
“effective and neutral analytical tool for policymakers.”® Their approach
was to revise the classification of tax expenditures without reference to the
normal tax system. The revised classification created two broad categories
of tax expenditures: tax subsidies and tax-induced structural distortions.’

Tax subsidies are tax provisions that are “deliberately inconsistent with
an identifiable general rule of the present tax law.” Tax subsidies are
further divided into three subcategories. The first is tax transfers, which are
transfers to taxpayers regardless of their tax liability and would include the
refundable portions of various tax credits (for example, the earned income
credit (EIC) and the child tax credit). The second subcategory is social
spending, which is designed to induce behaviors unconnected to the
production of business income. Examples would include the charitable
giving deduction, deductions and exclusions for individual retirement

SWalter J. Blum, “The Effects of Special Provisions in the Income Tax on
Taxpayer Morale,” in U.S. Congress, Joint Economic Committee, Federal Tax
Policy for Economic Growth and Stability, report, 84" Cong., 1 sess. (Washington,
DC: GPO, 1955), 251-252.

4See, for example, J. Clifton Fleming and Robert J. Peroni, “Reinvigorating Tax
Expenditure Analysis and its International Dimension,” Virginia Tax Review, vol. 27,
no. 3 (Winter 2008), pp. 437-562.

U.s. Congress, Joint Committee on Taxation, 4 Reconsideration of Tax
Expenditure Analysis, May 12, 2008 (JCX-37-08), hereafter referred to as
Reconsideration.

6 . .
Reconsideration, p. 7.

"The JCT also proposed to have a third category that included tax expenditures
as defined under their current methodology but don’t fit into either of these two
categories.

8 . .
Reconsideration, p. 9.
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accounts (IRAs), and the nonrefundable portions of the EIC and child tax
credit. The final subcategory is business synthetic spending, which includes
subsidies designed to induce behaviors directly related to the production of
business income (for example, various energy tax subsidies).

Tax-induced structural distortions contain the elements of the tax code
that “materially affect economic decisions in a manner that imposes
substantial economic efficiency costs.” An example of this category of tax
expenditure is the differential taxation of debt and equity financing. Since
interest on debt is a deductible business expense, corporations may be
encouraged to raise capital as debt rather than equity.

Administration Fiscal Year 2011 Expenditure Budget
There are several differences between the tax expenditures shown in
this publication and the tax expenditure budget found in the
Administration’s FY2011 budget document. In some cases tax expenditures
are combined in one list, but listed separately in the other.
Major Types of Tax Expenditures

Tax expenditures may take any of the following forms:

(1) exclusions, exemptions, and deductions, which reduce taxable
Income;

(2) preferential tax rates, which apply lower rates to part or all of a
taxpayer’s income;

(3) credits, which are subtracted from taxes as ordinarily computed;
and

(4) deferrals of tax, which result from delayed recognition of income
or from allowing deductions in the current year that are properly
attributable to a future year.

The amount of tax relief per dollar of each exclusion, exemption, and
deduction increases with the taxpayer’s tax rate. A tax credit is subtracted

9Reconsiderati0n, p- 10.
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directly from the tax liability that would otherwise be due; thus the amount
of tax reduction is the amount of the credit — which does not depend on the
marginal tax rate. (See Appendix A for further explanation.)

Largest Tax Expenditures

While JCT lists and estimates 250 items in their tax expenditure
publication, relatively few account for most of the aggregate cost. The
following two tables list the top individual and corporate tax expenditures.
The first table lists the 10 largest tax expenditures (in terms of revenue lost)
directed to individuals. In several instances, one item in the table includes
two or more items listed by JCT. For example, JCT includes an item for the
refundable portion of the earned income tax credit and another for the
nonrefundable portion. We combine these two items into one. The 10 items
listed here account for 16 separate items in JCT’s list. Overall, these 10
items account for almost 70 percent of the total dollars of tax expenditures
directed to individuals.

10 Largest Tax Expenditures, 2010: Individuals
[In billions of dollars]

Tax Expenditure Amount

Exclusion of employer 105.7
contributions for health care

Deduction for mortgage interest 90.8

Exclusion of contributions and 83.8
earnings to retirement plans

Reduced rates of tax on dividends 77.7
and long term capital gains

Making work pay tax credit 59.7

Earned income tax credit 56.2

Child tax credit 55.1

Exclusion for Medicare benefits 54.6

Deduction for charitable 36.8
contributions

Deduction of state and local taxes 30.7

The next table reports the 10 largest tax expenditures (in terms of
revenue lost) directed to corporations. Again, some of the JCT tax
expenditure items have been combined into a single item. Overall, these 10
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tax expenditure items account for about 80 percent of the total dollars of tax
expenditures directed to corporations.

10 Largest Tax Expenditures, 2010: Corporations
[In billions of dollars]

Tax Expenditure Amount
Depreciation of equipment in excess 24.1
of the alternative depreciation
system
Inclusion of income arising from 21.1

business indebtedness
discharged by the reacquisition
of a debt instrument

Deferral for active income of 12.5
controlled foreign corporations
Exclusion of interest on public 7.5

purpose state and local
government bonds

Inventory property sales source rule 7.2

Deduction of income attributable to 7.0
domestic production activities

Credit for low income housing 4.9

Expensing of research and 4.3
experimental expenditures

Inventory methods and valuation 4.0

Credit for increasing research 4.0
activities

Order of Presentation

The tax expenditures are presented in an order which generally
parallels the budget functional categories used in the congressional budget,
i.e., tax expenditures related to “national defense” are listed first, and those
related to “international affairs” are listed next. In a few instances, two or
three closely related tax expenditures derived from the same Internal
Revenue Code provision have been combined in a single summary to avoid
repetitive references even though the tax expenditures are related to different
functional categories. This parallel format is consistent with the require-
ment of section 301(d)(6) of the Budget Act, which requires the tax
expenditure budgets published by the Budget Committees as parts of their
April 15 reports to present the estimated levels of tax expenditures “by
major functional categories.”
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Impact (Including Distribution)

The impact section includes information on the direct effect of the
provisions and, where available, the distributional effect across individuals.
Unless otherwise specified, distributional tables showing the share of the tax
expenditure received by income class are calculated from data in the Joint
Committee on Taxation’s committee print on tax expenditures for 2010-
2014. This distribution uses an expanded income concept that is composed
of adjusted gross income (AGI), plus (1) tax-exempt interest, (2) employer
contributions for health plans and life insurance, (3) employer share of FICA
tax, (4) workers’ compensation, (5) nontaxable Social Security benefits, (6)
insurance value of Medicare benefits, (7) alternative minimum tax
preferences, and (8) excluded income of U.S. citizens abroad.

These estimates were made for 12 tax expenditures. For other tax
expenditures, a distributional estimate or information on distributional
impact is provided, when such information could be obtained.

The following table shows the estimated distribution of returns by
income class, for comparison with those tax expenditure distributions:

Distribution by Income Class of Tax Returns at 2009

Income Levels

Income Class Percentage

(in thousands of $) Distribution
Below $10 18.3
$10 to $20 14.8
$20 to $30 11.6
$30 to $40 9.8
$40 to $50 8.1
$50 to $75 14.7
$75 to $100 9.1
$100 to $200 10.5
$200 and over 3.0

The Tax Policy Center has simulated the effect across the income
distribution of eliminating tax expenditures;'® their results are reproduced

1OLeonard E. Burman, Christopher Geissler, and Eric J. Toder, “How Big Are
Total Individual Income Tax Expenditures, and Who Benefits from Them?”
American Economic Review, papers and proceedings, v. 98, no. 2, May 2008, pp.
79-83.
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in the table below. The table shows the percentage decrease in after-tax
income from eliminating tax expenditures by income quintile. Overall, tax
expenditures tend to benefit higher income taxpayers — they have an
“upside down” distributional pattern. The distribution pattern, however,
differs by the type of tax expenditure. Exclusions, preferential tax rates on
capital gains and dividends, and itemized deductions benefit higher income
taxpayers, while refundable tax credits benefit lower income taxpayers.

Tax Expenditures as a Percentage of After-Tax Income,

2007
Poorest Middle Richest Top 1

Type Quintile Quintile Quintile Percent
Exclusions 0.5 3.8 4.7 2.9
Above-line

deductions 0.0 0.1 0.1 0.1
Capital

gains, 0.0 0.0 2.1 5.9

dividends
Itemized

deductions 0.0 0.4 2.9 32
Nomrefund ) 4 0.3 0.1 0.0

credits
Refund 5.5 22 0.3 0.0

credits
All 6.5 6.8 114 13.5

Source: Burman, Geissler, and Toder.

Many tax expenditures are corporate and thus do not directly affect the
taxes of individuals. Most analyses of capital income taxation suggest that
such taxes are likely to be borne by capital given reasonable behavioral
assumptions.'' Capital income is heavily concentrated in the upper-income
levels. For example, the Congressional Budget Office'” reports in 2005 that
the top 1 percent of taxpayers accounted for 59 percent of corporate income
tax liability, the top 5 percent accounted for 75 percent, the top 10 percent
accounted for 82 percent, and the top 20 percent accounted for 88 percent.
The distribution of corporate income tax liabilities across the first four

"See Jane G. Gravelle and Thomas L. Hungerford, Corporate Tax Reform:

Issues for Congress, Library of Congress, Congressional Research Service Report
RL34229, July 24, 2008.

2yus. Congress, Congressional Budget Office. Effective Federal Tax Rates for
1979-2005, December 2007, Table 1B.
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quintiles was less than 1 percent, 1 percent, 3 percent, and 6 percent.
Corporate tax expenditures would, therefore, tend to benefit higher-income
individuals.

Rationale

Each tax expenditure item contains a brief statement of the rationale for
the adoption of the expenditure, where it is known. They are the principal
rationales publicly given at the time the provisions were enacted. The
rationale also chronicles subsequent major changes in the provisions and the
reasons for the changes.

Assessment

The assessment section summarizes the arguments for and against the
tax expenditures and the issues they raise. These issues include effects on
economic efficiency, on fairness and equity, and on simplicity and tax
administration. Further information can be found in the bibliographic
citations.

Estimating Tax Expenditures

The revenue losses for all the listed tax expenditures are those
estimated by the Joint Committee on Taxation.

In calculating the revenue loss from each tax expenditure, it is assumed
that only the provision in question is deleted and that all other aspects of the
tax system remain the same. In using the tax expenditure estimates, several
points should be noted.

First, in some cases, if two or more items were simultaneously
eliminated, the combination of changes would probably produce a lesser or
greater revenue effect than the sum of the amounts shown for the individual
items. Thus, the arithmetical sum of all tax expenditures (reported below)
may be different from the actual revenue consequences of eliminating all tax
expenditures."

Second, the amounts shown for the various tax expenditure items do
not take into account any effects that the removal of one or more of the items

BA recent study estimates that the sum of revenues lost under the separate tax
expenditures is about 8 percent less than the revenue loss when the tax expenditures
are taken as a group. See Burman, Geissler, and Toder.
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might have on investment and consumption patterns or on any other aspects
of individual taxpayer behavior, general economic activity, or decisions
regarding other federal budget outlays or receipts.

Finally, the revenue effect of new tax expenditure items added to the
tax law may not be fully felt for several years. As a result, the eventual
annual cost of some provisions is not fully reflected until some time after
enactment. Similarly, if items now in the law were eliminated, it is unlikely
that the full revenue effects would be immediately realized.

These tax expenditure estimating considerations are, in many ways,
similar to estimating considerations involving entitlement programs. First,
like tax expenditures, annual budget estimates for each transfer and income-
security program are computed separately. However, if one program, such
as veterans pensions, were either terminated or increased, this would affect
the level of payments under other programs, such as welfare payments.
Second, like tax expenditure estimates, the elimination or curtailment of a
spending program, such as military spending or unemployment benefits,
would have substantial effects on consumption patterns and economic
activity that would directly affect the levels of other spending programs.
Finally, like tax expenditures, the budgetary effect of terminating certain
entitlement programs would not be fully reflected until several years later
because the termination of benefits is usually only for new recipients, with
persons already receiving benefits continued under “grandfather” provisions.

The table below shows tax expenditure estimates by year for
individuals and corporations. All revenue loss estimates are based upon the
tax law enacted through December 15, 2010. As a result, they do not reflect
the enactment of P.L. 111-312, the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010, which extended dozens of
expiring provisions. For a provision that was assumed to expire, its
extension would typically add to its projected cost. On the other hand, P.L.
111-312 also continued lower individual income tax rates in 2011 and 2012,
which would have the effect of lowering the cost of some tax expenditures
in those years. Revenue estimates for these extenders presented in this
document are from the Joint Committee on Taxation, JCX-54-10.
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Sum of Tax Expenditure Estimates by Type of Taxpayer,
Fiscal Years 2010-2014

[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 952.8 123.5 1,076.3
2011 952.6 99.5 1,052.1
2012 977.6 87.7 1,065.3
2013 1,079.3 78.8 1,158.1
2014 1,160.1 84.0 1,244.1

Note: These totals are the mathematical sum of the estimated fiscal year effect
of each of the tax expenditure items included in this publication as appearing in the
Joint Committee on Taxation’s December 2010 list.
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National Defense

EXCLUSION OF BENEFITS AND ALLOWANCES TO ARMED
FORCES PERSONNEL

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 4.3 - 43
2011 4.7 - 4.7
2012 4.9 - 4.9
2013 5.1 - 5.1
2014 5.7 - 5.7

Authorization

Sections 112 and 134, and court decisions [see Jones v. United States,
60 Ct. CI. 552 (1925)].

Description

Military personnel are provided with a variety of in-kind benefits (or
cash payments given in lieu of such benefits) that are not taxed. These
benefits include medical and dental benefits, group term life insurance,
professional education and dependent education, moving and storage,
premiums for survivor and retirement protection plans, subsistence
allowances, uniform allowances, housing allowances, overseas cost-of-living
allowances, evacuation allowances, family separation allowances, travel for
consecutive overseas tours, emergency assistance, family counseling and
defense counsel, burial and death services, travel of dependents to a burial
site, and a number of less significant items.

Other benefits include certain combat-zone compensation and combat-
related benefits. In addition, any member of the armed forces who dies
while in active service in a combat zone or as a result of wounds, disease, or
injury incurred while in service is excused from all tax liability. Any unpaid
tax due at the date of the member’s death (including interest, additions to the
tax, and additional amounts) is abated. If collected, such amounts are

A7)
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credited or refunded as an overpayment. (Medical benefits for dependents
are discussed subsequently under the Health function.) Families of members
ofthe armed forces receive a $100,000 death gratuity payment for deceased
members of the armed forces. The full amount of the death gratuity payment
is tax-exempt.

The personal use of an automobile is not excludable as a qualified
military benefit.

The rule that the exclusion for qualified scholarships and qualified
tuition reductions does not apply to amounts received that represent
compensation for services no longer applies in the case of amounts received
under the Armed Forces Health Professions Scholarship and Financial
Assistance Program or the F. Edward Hebert Armed Forces Health
Professions Scholarship and Financial Assistance Program. Recipients of
these scholarships are obligated to serve in the military at an armed forces
medical facility.

Impact

Many military benefits qualify for tax exclusion and, thus, the value of
the benefit is not included in gross income. Since these exclusions are not
counted in income, the tax savings are a percentage of the amount excluded,
dependent upon the marginal tax bracket of the recipient. One recent study,
estimated that the tax advantage of this treatment is, on average, equivalent
to $2,600 in after tax income for each enlisted service member and $5,310
for each officer.

The value of the exclusion rises as income rises and, thus, reduces the
progressivity of the income tax system. For example, the value of each $100
excluded from income is $10 for an individual in the 10-percent tax bracket
(the lowest income tax bracket) and $35 for an individual in the 35-percent
tax bracket (the highest income tax bracket). The effect of the exclusion,
thus, counteracts the progressive rate structure of the income tax system,
resulting in a less progressive overall system.

The exclusion of qualified medical scholarships will primarily benefit
students, therefore most beneficiaries are likely to have low tax rates. As
noted earlier, the tax benefit of an exclusion varies according to the marginal
tax rate of the individual.

Rationale
In 1925, the United States Court of Claims in Jones v. United States,

60 Ct. CI. 552 (1925), drew a distinction between the pay and allowances
provided military personnel. The court found that housing and housing
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allowances were reimbursements similar to other non-taxable expenses
authorized for the executive and legislative branches.

Prior to this court decision, the Treasury Department had held that the
rental value of quarters, the value of subsistence, and monetary
commutations were to be included in taxable income. This view was
supported by an earlier income tax law, the Tax Act of August 27, 1894,
(later ruled unconstitutional by the Courts) which provided a two- percent
tax “on all salaries of officers, or payments to persons in the civil, military,
naval, or other employment of the United States.”

The principle of exemption of armed forces benefits and allowances
evolved from the precedent set by Jomes v. United States, through
subsequent statutes, regulations, or long-standing administrative practices.

The Tax Reform Act of 1986 (P.L. 99-514) consolidated these rules so
that taxpayers and the Internal Revenue Service could clearly understand
and administer the tax law consistent with fringe benefit treatment enacted
as part of the Deficit Reduction Act of 1984 (P.L. 98-369). Provisions
added by the Military Family Tax Relief Act of 2004 (P.L. 108-121) in
November 2003 clarified uncertainty concerning the U.S. Treasury
Department’s authority to add dependent care assistance programs to the list
of qualified military benefits.

For some benefits, the rationale was a specific desire to reduce tax
burdens of military personnel during wartime (as in the use of combat pay
provisions); other allowances were apparently based on the belief that
certain types of benefits were not strictly compensatory, but rather intrinsic
elements in the military structure.

The Economic Growth and Tax Reconciliation Relief Act of 2001 (P.L.
107-16) simplified the definition of earned income by excluding nontaxable
employee compensation, which included combat zone pay, from the
definition of earned income. The amount of earned income that armed
forces members reported for tax purposes was reduced and caused a net loss
in tax benefits for some low-income members of the armed forces. The
Working Families Tax Relief Act of 2004 (P.L. 108-311) provided that
combat pay that was otherwise excluded from gross income could be treated
as earned income for the purpose of calculating the earned income tax credit
and the child tax credit, through 2005, a provision that was extended through
2006 by the Gulf Opportunity Zone Act of 2005 (P.L. 109-135),2007 by the
Tax Relief and Health Care Act of 2006 (P.L. 109-432), and made
permanent by the Heroes Earnings Assistance and Relief Tax Act of 2008
(P.L. 110-245).
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Assessment

Some military benefits are akin to the “for the convenience of the
employer” benefits provided by private enterprise, such as the allowances
for housing, subsistence, payment for moving and storage expenses,
overseas cost-of-living allowances, and uniforms. Other benefits are
equivalent to employer-provided fringe benefits such as medical and dental
benefits, education assistance, group term life insurance, and disability and
retirement benefits.

Some see the provision of compensation in a tax-exempt form as an
unfair substitute for additional taxable compensation. The tax benefits that
flow from an exclusion do provide the greatest benefits to high- rather than
low-income military personnel. Administrative difficulties and
complications could be encountered in taxing some military benefits and
allowances that currently have exempt status; for example, it could be
difficult to value meals and lodging when the option to receive cash is not
available. By eliminating exclusions and adjusting military pay scales
accordingly, a result might be to simplify decision-making about military
pay levels and make “actual” salary more apparent and satisfying to armed
forces personnel. If military pay scales were to be adjusted upward, it could
increase the retirement income of military personnel. However, elimination
of the tax exclusions could also lead service members to think their benefits
were being cut, or provide an excuse in the “simplification” process to
actually cut benefits, affecting recruiting and retention negatively.
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EXCLUSION OF MILITARY DISABILITY BENEFITS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.2 - 0.2
2011 0.2 - 0.2
2012 0.2 - 0.2
2013 0.2 - 0.2
2014 0.2 - 0.2

Authorization

Section 104(a)(4) or (5) and 104(b).

Description

Members of the armed forces on or before September 24, 1975, are
eligible for tax exclusion of disability pay. The payment from the
Department of Defense is based either on the percentage-of-disability or
years-of-service methods.

In the case of the percentage-of-disability method, the pension is the
percentage of disability multiplied by the terminal monthly basic pay. These
disability pensions are excluded from gross income.

In the years-of-service method, the terminal monthly basic pay is
multiplied by the number of service years times 2.5. Only that portion that
would have been paid under the percentage-of-disability method is excluded
from gross income.

Members of the United States armed forces joining after September 24,
1975, and who retire on disability, may exclude from gross income
Department of Defense disability payments equivalent to disability
payments they could have received from the Department of Veterans
Affairs. Otherwise, Department of Defense disability pensions may be

(23)
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excluded only if the disability is directly attributable to a combat-related
injury.

Under the Victims of Terrorism Tax Relief Act of 2001 an exclusion
from gross income for disability income is extended to any individual
(civilian or military) when attributable to a terrorist or military action
regardless of where the activity occurs (inside or outside the United States).

Impact

Disability pension payments that are exempt from tax provide more net
income than taxable pension benefits at the same level. The tax benefit of
this provision increases as the marginal tax rate increases, and is greater for
higher-income individuals.

Rationale

Typically, acts which provided for disability pensions for American
veterans also provided that these payments would be excluded from
individual income tax. In 1942, the provision was broadened to include
disability pensions furnished by other countries (many Americans had joined
the Canadian armed forces). It was argued that disability payments, whether
provided by the United States or by Canadian governments, were made for
essentially the same reasons and that the veteran’s disability benefits were
similar to compensation for injuries and sickness, which at that time was
already excludable from income under Internal Revenue Code provisions.

In 1976, the exclusion was repealed, except in certain instances.
Congress sought to eliminate abuses by armed forces personnel who were
classified as disabled shortly before becoming eligible for retirement in
order to obtain tax-exempt treatment for their pension benefits. After
retiring from military service, some individuals would earn income from
other employment while receiving tax-free military disability benefits.
Since present armed forces personnel may have joined or continued their
service because of the expectation of tax-exempt disability benefits,
Congress deemed it equitable to limit changes in the tax treatment of
disability payments to those joining after September 24, 1975.

Assessment

The exclusion of disability benefits paid by the federal government
alters the distribution of net payments to favor higher income individuals.
If individuals had no other outside income, distribution could be altered
either by changing the structure of disability benefits or by changing the tax
treatment.
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The exclusion causes the true cost of providing for military personnel
to be understated in the budget.
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National Defense

DEDUCTION FOR OVERNIGHT-TRAVEL EXPENSES OF
NATIONAL GUARD AND RESERVE MEMBERS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 - 0.1
2011 0.1 - 0.1
2012 0.1 - 0.1
2013 0.1 - 0.1
2014 0.1 - 0.1

Authorization

Sections 162(p) and 62(a)(2)(E).

Description

An above-the-line deduction is available for un-reimbursed overnight
travel, meals, and lodging expenses of National Guard and Reserve
members. In order to qualify for the provision, he or she must have traveled
more than 100 miles away from home and stayed overnight as part of an
activity while on official duty. The deduction applies to all amounts paid or
incurred in tax years beginning after December 31, 2002. No deduction is
generally permitted for commuting expenses to and from drill meetings and
the amount of expenses that may be deducted may not exceed the general
federal Government per diem rate applicable to that locale.

This deduction is available to taxpayers regardless of whether they
claim the standard deduction or itemize deductions when filing their income
tax return. The deduction is not restricted by the overall limitation on
itemized deductions.

27)
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Impact

The value of the benefit (or cash payment made in lieu of the benefit)
is not included in gross income. Since these deductions are not counted in
income, the tax savings are a percentage of the amount excluded, dependent
upon the marginal tax bracket of the recipient.

An individual in the 10-percent tax bracket (federal tax law’s lowest
tax bracket) would not pay taxes equal to $10 for each $100 excluded.
Likewise, an individual in the 35-percent tax bracket (federal law’s highest
tax bracket) would not pay taxes of $35 for each $100 excluded. Hence, the
same exclusion can be worth different amounts to different military
personnel, depending on their marginal tax bracket. By providing military
compensation in a form not subject to tax, the benefits have greater value for
members of the armed services with high income than for those with low
income.

One of the benefits of an “above-the-line” deduction is that it reduces
the taxpayer’s adjusted gross income (AGI). As AGI increases, it can cause
other tax deductions and credits to be reduced or eliminated. Therefore,
deductions that reduce AGI will often provide a greater tax benefit than
deductions “below-the-line” that do not reduce AGIL.

Rationale

The deduction was authorized by the Military Family Tax Relief Act
of 2003 (P.L. 108-121) which expanded tax incentives for military
personnel. Under previous law, the expenses could have been deducted as
itemized deductions only to the extent that they and other miscellaneous
deductions exceeded 2 percent of adjusted gross income. Thus reservists
who did not itemize were not able to deduct these expenses and reservists
who did itemize could deduct the expenses only in reduced form.

In enacting the new deduction, Congress identified the increasing role
that Reserve and National Guard members fulfill in defending the nation and
a heavy reliance on service personnel to participate in national defense.
Congress noted that more than 157,000 reservists and National Guard were
on active duty status — most assisting in Operation Iraqi Freedom at the
time of enactment.
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Assessment

Some military benefits are akin to the “for the convenience of the
employer” benefits provided by private enterprise, such as the allowances
for housing, subsistence, payment for moving and storage expenses,
overseas cost-of-living allowances, and uniforms. Other benefits are
equivalent to employer-provided fringe benefits such as medical and dental
benefits, education assistance, group term life insurance, and disability and
retirement benefits. The tax deduction can be justified both as a way of
providing support to reservists and as a means of easing travel expense
burdens.
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National Defense

EXCLUSION OF COMBAT PAY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 1.2 - 1.2
2011 1.0 - 1.0
2012 0.9 - 0.9
2013 0.9 - 0.9
2014 1.0 - 1.0

Authorization

Section 112.

Description

Compensation received by active members of the Armed Forces is
excluded from gross income for any month the service member served in a
combat zone or was hospitalized as the result of an injury or illness incurred
while serving in a combat zone. For commissioned officers, the exclusion
is limited to the maximum compensation for active enlisted military
personnel. For hospitalized service members, the exclusion is limited to two
years after the service member ended service in the combat zone.

Impact
Section 112 excludes from gross income the compensation received by

service members while on active duty in a combat zone. Compensation
received by service members is generally taxable.

(3D
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Rationale

The exclusion for combat pay began during World War I, when
military compensation up to $3,500 was exempt from income. During
World War II, compensation of all active duty military personnel and certain
federal government agency employees was exempt from income taxes.
During the Korean War, the exclusion was limited to active military
personnel in a combat zone, and the amount of the exclusion was limited for
commissioned officers. By the end of the Korean War, the exclusion was
made permanent. Generally, compensation paid to active military personnel
in a combat zone is increased to reflect the hazards inherent to duty in a
combat zone. Excluding combat pay from taxation may reflect general
public recognition of such military service.

Assessment

The exclusion of combat pay significantly reduces, or eliminates the tax
burden, for active military personnel serving in a combat zone.
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International Affairs

EXCLUSION OF INCOME EARNED ABROAD
BY U.S. CITIZENS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total

Housing  Salary

2010 1.1 5.1 - 6.2
2011 1.1 52 - 6.3
2012 1.2 5.4 - 6.6
2013 1.2 5.6 - 6.8
2014 1.3 5.8 - 7.1
Authorization
Section 911.
Description

Alone among the major industrialized countries, the United States taxes
its citizens and permanent residents on their worldwide income. Worldwide
income includes foreign-source income as well as domestic-source income.
Section 911 of the tax code, however, permits U.S. taxpayers who live and
work abroad a capped exclusion of their wage and salary income. The
maximum amount of wage and salary income that can be excluded has been
indexed for U.S. inflation since tax year 2006; the exclusion was $91,500 for
2010. Qualifying individuals can also exclude certain excess foreign
housing costs. Section 911 does not apply to federal employees working
abroad. (See the entry on “Exclusion of Certain Allowances for Federal
Employees Abroad.”) Foreign tax credits (section 901) cannot be claimed
for foreign taxes paid on excluded income.

To qualify for either the income or housing cost exclusion, a person
must be a U.S. citizen or permanent resident, must have their tax home in a
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foreign country, and must either be a bona fide resident of a foreign country
or have lived abroad for at least 330 days of any 12 consecutive months.
Qualified income must be “earned” income rather than investment income.
If a person qualifies for only part of the tax year, only part of the annual
exclusion can be claimed. The housing cost exclusion is designed to offset
higher housing costs of living abroad. According to the tax code, the
housing exclusion is equal to the excess of actual foreign housing costs over
16 percent of the applicable year’s earned income exclusion amount, but is
capped at 30 percent of the taxpayer’s maximum foreign earned income
exclusion. In practice, however, the Treasury Department has the authority
to raise the maximum housing exclusion to reflect actual housing costs in
particular foreign cities. While a taxpayer can claim both the housing and
income exclusions, the combined exclusions cannot exceed total foreign-
earned income, including housing allowances.

Impact

U.S. taxpayers who work overseas benefit from section 911 if they can
use it to reduce their U.S. tax liability. The impact of the exclusions on
Americans working abroad depends partly on whether their foreign taxes are
higher or lower than their U.S. taxes (before taking the exclusion into
account). For expatriates who pay high foreign taxes, the exclusion holds
little importance, because they can use the foreign tax credit to offset their
U.S. tax liability. (The foreign tax credit deals with the problem of double
taxation of income.) For expatriates who pay little or no foreign taxes,
however, the exclusion can reduce or eliminate their U.S. tax liability.

Many employers offer their overseas employees “tax equalization”
packages whereby the employer guarantees that the employees will not pay
more taxes working overseas than they would pay if they were working in
the U.S. The section 911 provisions relieve the employer from having to
reimburse employees for U.S. tax on the amounts that are excluded under the
income and housing exclusions. In this way, section 911 subsidizes
employers sending employees overseas.

Data suggest that U.S. citizens who work abroad have higher real
incomes, on average, than people working in the United States. If that is
true, where it does reduce taxes, the exclusion reduces the progressivity of
the income tax.

The effect of the exclusion on horizontal equity is more complicated.
The U.S. tax liability of Americans working abroad can differ from the tax
on people with identical real income living in the United States, because of
differences in the cost of living and corresponding differences in nominal
income. A person working in a high-cost country needs a higher nominal
income to match the real income of a person in the United States. In
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contrast, an expatriate in a low-cost country needs a lower nominal income
than in the U.S. Because tax brackets, exemptions, and the standard
deduction are expressed in nominal dollars in the tax code, people living in
low-cost countries, who have low nominal incomes, would consequently
have a lower tax bill than people with identical real income living in the
United States. And, if not for the foreign- earned income exclusion, U.S.
citizens working in high-cost countries, with high nominal incomes, would
likely pay higher taxes than their U.S. counterparts.

The maximum income exclusion for a particular year is a set dollar
amount for all taxpayers and is not linked to the actual cost of living in a
particular geographic location. For low-cost foreign locations, it may
overcompensate. In that case, the exclusion may have the unintended effect
of increasing horizontal inequity in the tax system. Some point out that the
tax code does not take into account variations in living costs within the
United States; they argue that the appropriate equity comparison would be
between an expatriate and a person living in the highest cost area within the
United States.

The Internal Revenue Code sets the limit on the housing cost exclusion
based on a formula. However, legislation enacted in 2005 granted the
Treasury Department authority to adjust the statutory housing cost exclusion
cap upward to reflect unusually high costs in particular foreign real estate
markets. For tax year 2007, more than 100 foreign cities or regions had
housing cost allowances that exceeded the statutory maximum of $25,710
for that year (equal to 30 percent of the maximum income exclusion of
$85,700 for 2007). For example, the maximum housing exclusion for Dubai
was $42,452; for Paris, $87,200; and for Hong Kong, $114,300.

For 2006, approximately 335,000 taxpayers living abroad reported
approximately $36.7 billion in foreign-earned income. Nearly $18.4 billion,
or half of that, was claimed as a foreign-earned income exclusion on their
tax returns. Roughly 57 percent of taxpayers who reported foreign-earned
income had no U.S. tax liability for 2006, after claiming the foreign-earned
income exclusion and the foreign tax credit.
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Rationale

The Revenue Actof 1926 (P.L. 69-20) provided an unlimited exclusion
for foreign earned income for persons residing abroad for an entire tax year.
Supporters of the exclusion argued that the provision would bolster U.S.
trade performance, since it would provide tax relief to U.S. expatriates
engaged in trade promotion.

The subsequent history of the exclusion shows a continuing attempt by
policymakers to find a balance between the provision’s perceived beneficial
effects on U.S. trade and economic performance and perceptions of tax
equity. In 1962, the Kennedy Administration recommended eliminating the
exclusion in some cases and scaling it back in others in order to “support the
general principles of equity and neutrality in the taxation of U.S. citizens at
home and abroad.” The final version of the Revenue Act of 1962 (P.L. 87-
834) simply capped the exclusion in all cases at $20,000. The Tax Reform
Act of 1976 (P.L. 94-455) would have pared the exclusion further (to
$15,000), again for reasons of tax equity.

However, the Foreign Earned Income Act of 1978 (P.L. 95-615)
completely revamped the exclusion such that the 1976 provisions never took
effect. The 1978 Act sought to provide tax relief more closely tied to the
actual costs of living abroad. It replaced the single exclusion with a set of
separate deductions that were linked to various components of the cost of
living abroad, such as the excess cost-of-living in general, excess housing
expenses, schooling expenses, and home-leave expenses.

In 1981, the emphasis again shifted to the perceived beneficial effects
of encouraging U.S. employment abroad; the Economic Recovery Tax Act
(ERTA, P.L. 97-34) provided a large flat income exclusion and a separate
housing exclusion. ERTA’s income exclusion was $75,000 for 1982, but
was scheduled to increase to $95,000 by 1986. However, concern about the
revenue consequences of the increased exclusion led Congress to
temporarily freeze the exclusion at $80,000 under the Deficit Reduction Act
of 1984 (P.L. 98-369); annual $5,000 increases were to resume in 1988. In
1986, as part of its general program of broadening the tax base, the Tax
Reform Act (P.L. 99-514) fixed the exclusion at $70,000. The Taxpayer
Relief Act of 1997 (P.L. 105-34) provided the gradual increase in the
exclusion to $80,000 by 2002, as well as indexing for U.S. inflation,
beginning in 2008.

The Taxpayer Increase Prevention and Reconciliation Act of 2006
(TIPRA; P.L. 109-222) contained new restrictions on both the housing and
earned income exclusions as a revenue-raising element designed to partly
offset unrelated revenue-losing items in the act. The act contained four
principal changes. First, it moved up from 2008 to 2006 the scheduled
indexation of the exclusion. (While the combined, net impact of TIPRA’s
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changes was expected to reduce the benefit’s revenue loss, the indexation
provision, taken alone, likely increases it.) Second, TIPRA changed the
way tax rates apply to a taxpayer’s income that exceeds the exclusion.
Under prior law, if a person had income in excess of the maximum
exclusion, tax rates applied to the additional income beginning with the
lowest marginal rate. Under TIPRA, marginal rates apply beginning with
the rate that would apply if the taxpayer had not used the exclusion. Third,
TIPRA changed the “base amount” related to the housing exclusion. Under
prior law, the housing exclusion applied to housing expenses exceeding 16
percent of the salary level applicable to the GS-14 federal grade level,
TIPRA set the base amount at 16 percent of the foreign earning income
exclusion amount ($91,500 for 2010). In addition, TIPRA capped the
housing exclusion at 30 percent of the maximum excludable income; there
was no cap under prior law. TIPRA also gave the Treasury Department the
authority to adjust the 30 percent housing cost cap upward for individual
cities around the world with unusually high housing costs.

Assessment

The foreign-earned income and housing costs exclusions likely increase
the number of Americans willing to work overseas in countries with high
living costs (in particular, high housing costs) and in countries with low
taxes. Without section 911 or a similar provision, U.S. taxes on Americans
working abroad would generally be higher than taxes on domestic workers
with equivalent real economic income. The higher taxes would discourage
Americans from accepting employment overseas. While the uniformly
applied income exclusion eases this distortion for some countries, it
overcompensates in others, thereby introducing new distortions.

Historically, the foreign-earned income and housing cost exclusions
have been defended on the grounds that they help increase U.S. exports,
because Americans working abroad play an important role in promoting the
sale of U.S. goods abroad. The impact of the provision is uncertain,
however. U.S. citizens do not need to be employed by a U.S.-based
corporation in order to qualify for the exclusions; they can be employed by
foreign corporations. Self-employed Americans working abroad also qualify
for the exclusions. Recently, scholars have argued that the exclusions may
actually work against U.S. domestic economic interests by encouraging
highly compensated U.S. citizens to work overseas, thereby both
expatriating U.S. intellectual capital and reducing U.S. tax revenue.

Selected Bibliography
Association of the Bar of the City of New York, Committee on

Taxation of International Transactions. “The Effect of Changes in the Type
of United States Tax Jurisdiction Over Individuals and Corporations:



38

Residence, Source and Doing Business.” Record of the Association of the
Bar of the City of New York 46 (December 1991), pp. 914-925.

Bonache, Jaime, Juan I. Sanchez, and Celia Zarraga-Oberty. “The
Interaction of Expatriate Pay Differential and Expatriate Inputs on Host
Country Nationals’ Pay Unfairness.” The International Journal of Human
Resource Management, vol. 20, no. 10 (October 2009), pp. 2135-2149.

Cluett, Ronald. “United States: Sound and Fury, Signifying What?
The U.S. Foreign Eamed Income Exclusion Debate.” Tax Notes
International, September 15, 2008, p. 943 ff.

Curry, Jeff, and Maureen Keenan Kahr. “Individual Foreign-Earned
Income and Foreign Tax Credit, 2001.” Internal Revenue Service (IRS),
Statistics of Income Bulletin (Spring 2004), pp. 98-120.

Dhanda, Michelle. “International Taxation: A Guide for Academics
Abroad.” Suffolk Transnational Law Review, vol. 32, no. 3, September 22,
2009.

Evans, Jeffrey. “911: The Foreign Earned Income Exclusion — Policy
and Enforcement.” Virginia Journal of International Law 37 (Summer
1997), pp. 891-918.

Gravelle, Jane G., and Donald W. Kiefer. U.S. Taxation of Citizens
Working in Other Countries: An Economic Analysis. Library of Congress,
Congressional Research Service Report 78-91 E. Washington, DC, 1978.

Hollenbeck, Scott, and Maureen Keenan Kahr. “Individual Foreign-
Earned Income and Foreign Tax Credit. Internal Revenue Service, Statistics
of Income Bulletin, vol. 28, no. 4 (Spring 2009), pp. 54-84.

Hrechak, Andrew, and Richard J. Hunter, Jr. “Several Tax Breaks
Available for those Working Abroad.” Taxation for Accountants 52 (May
1994), pp. 282-286.

Oliver, Joseph R. “The Foreign Earned Income Exclusion: An
Update” CPA Journal 69 (August 1999), pp. 46-50.

U.S. Congress, Conference Committees, 2006. Tax Increase
Prevention and Reconciliation Act of 2005. Conference report to
accompany H.R. 4297. H. Rpt. 109-455, 109" Cong., 2™ sess. Washington,
U.S. Government Printing Office, 2006, pp. 307-310.

U.S. Congress, Senate, Committee on Finance. Background Fact Sheet
on Section 911 Prepared by Chairman Grassley’s Finance Committee Staff.
Washington, May 25, 2006. Posted on the committee’s web site at
[http://finance.senate.gov/newsroom/chairman/release/?id=caab3c6c-81cl-
4edb-b619-7af28c32b25¢]. (Visited October 15, 2010.)

U.S. Congress, Joint Committee on Taxation. Options to Improve Tax
Compliance and Reform Tax Expenditures. Prepared by the Staff of the
Joint Committee on Taxation. Publication JCS-02-05, 109" Cong., 1*' sess.
Washington, January 27, 2005, pp. 174-177.

U.S. Department of the Treasury. Taxation of Americans Working
Overseas: the Operation of the Foreign Earned Income Exclusion in 1987.
Washington, DC, 1993.



International Affairs

APPORTIONMENT OF RESEARCH AND DEVELOPMENT
EXPENSES FOR THE DETERMINATION OF FOREIGN TAX
CREDITS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.3 0.3
2011 - 0.3 0.3
2012 - 0.4 0.4
2013 - 0.4 0.4
2014 - 0.4 0.4

Authorization

Sections 861to 863 and 904 and IRS Regulation 1.861-17.

Description

The federal government taxes firms incorporated in the United States
on their worldwide income but taxes foreign-based firms on their U.S.
income only. When a U.S. firm earns foreign income through a foreign
subsidiary, U.S. taxes apply to that income only when it is repatriated to the
U.S. parent firm in the form of dividends, royalties, or other income; the
foreign income is exempt from U.S. taxation as long as it remains in the
control of the foreign subsidiary.

When the foreign-source income is repatriated, the U.S. parent
corporation can claim a credit against its U.S. tax liability for any foreign
taxes the subsidiary has paid on that income. The credit cannot exceed the
U.S. tax due on the foreign-source income. It is intended to avoid double
taxation of repatriated foreign income. Excess credits incurred in tax years
beginning after October 22, 2004 may be carried back one year and then
carried forward up to 10 years.
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U.S. corporations with foreign-source income face an overall limitation
on the foreign tax credit they may use in a tax year. The limitation is
designed to prevent the credit from being used to lower U.S. tax liability on
U.S.-source income. Under the limitation, the foreign tax credit cannot
exceed a taxpayer’s U.S. income tax liability multiplied by a fraction equal
to the taxpayer’s foreign-source taxable income divided by its worldwide
taxable income. For tax years starting after 2006, this limitation must be
calculated separately for two categories (or baskets) of foreign-source
income: passive income and general income. In this case, passive income
refers to investment income such as dividends and interest and income from
what are known as qualified electing funds. Any foreign-source income not
considered passive generally is treated as belonging to the general-income
basket. In determining its taxable income for each basket, a taxpayer must
take into account the expenses, losses, and deductions related to the gross
income related to each basket.

Federal tax law requires U.S. multinational corporations to allocate
deductible expenses that could be related to both foreign and domestic
income, such as interest payments and spending on research and
development (R&D), between U.S. and foreign earnings. This allocation is
not necessarily inconsequential, as the more costs a firm can assign to U.S.
sources, the greater its foreign-source income as a share of total income and
the larger its foreign tax credit limitation. For firms subject to lower tax
rates on their foreign-source income than on their U.S.-source income, a
change in the allocation of a small amount of expenses would not affect the
foreign taxes it could claim as a credit. But in the case of firms that have
excess foreign tax credits because they pay relatively high taxes on foreign-
source income, a shift in the allocation of a small amount of expenses could
increase the foreign taxes that are creditable, and thus reduce their U.S.
taxes.

This requirement does not apply to research expenses that are incurred
to satisfy some legal requirement or government regulation.

While research expenses are capital in nature in that they create assets
that earn future income, section 174 allows firms to deduct them as a current
expense as an incentive to invest in R&D. Most expenses are allocated to
U.S. or foreign income on the basis of their relationship to the sources of
gross income. But this matching principle is of little use in allocating
research expenses, as they are not closely related to gross income in the
current tax year. So a different approach is needed.

The allocation of research expenses between foreign-source and U.S.-
source income is governed by a set of regulations (Reg. §1.861-17) issued
by the Internal Revenue Service (IRS) in 1995. They proceed on the
assumption that research expenses ordinarily deducted under section 174 are
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related to all income associated with broad product categories and can be
allocated to all sources of that income, such as sales, royalties, or dividends.

The regulations set forth a two-step process for making this allocation.
In the first step, research expenses are allocated to a particular class of
income, such as sales, royalties, and dividends. Each class of income is then
divided among product categories identified by three-digit standard
industrial classification (SIC) codes.

The second step is more complicated. It involves apportioning the
research expenses allocated to each product category between foreign-source
income (or the statutory grouping) and U.S.-source income (or the residual
grouping), using either the sales method or the gross-income method. Both
methods allocate a fixed (or exclusive) percentage of the research expenses
to the geographic location where more than 50 percent of the expenses were
incurred. If that location is the United States, then 50 percent of the
expenses are apportioned to U.S.-source income under the sales method, and
25 percent are apportioned to U.S. income under the gross-income method.
(If that location happens to be another country, then the same percentages
would apply to foreign-source income.) A larger fixed allocation can be
made if a taxpayer can demonstrate the R&D related to the expenses is likely
to have limited or long-delayed commercial applications outside the United
States. If a taxpayer chooses the sales method, the amount of research
expenses apportioned to foreign-source income for each product category,
after subtracting the 50 percent of expenses assigned to U.S. income, is
determined by multiplying the remaining expenses by a fraction equal to the
taxpayer’s foreign sales divided by its total sales for that category. If the
taxpayer chooses the gross-income method, the apportionment is done the
same way for each product category, except that gross income is used in lieu
of sales in the fraction. An allocation using the gross-income method may
not reduce the amount of research expenses allocated to foreign-source
income to less than 50 percent of the foreign-source allocation produced by
the sales method.

Impact

The regulations require U.S.-based multinational corporations to
attribute part of their research expenses to foreign-source income, even if
their R&D was performed entirely in the United States. This rule raises both
their U.S.-source income and their tax liability on that income. But since
most foreign governments evidently do not allow subsidiaries earning
income in their territories to deduct from their taxable income any research
expenses attributable to U.S. operations, the required allocation does not
lower by a similar amount the foreign taxes paid by the U.S. parent
corporations. As a result, the regulations have the effect of making the
foreign tax credits claimed by the average U.S. multinational corporation
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with R&D investments larger than they would be if research expenses were
allocated strictly according to the location of R&D activity.

The tax expenditure associated with the regulations lies in the larger
foreign tax credits that some corporations can use as a result of the required
allocation of research expenses to foreign-source income.

Rationale

In issuing regulations on the allocation of research expenses for the
determination of the foreign tax credit limitation, the IRS appears to have
been guided by the notion that if R&D conducted in the United States often
contributes to the development of goods and services sold in foreign
markets, then the accurate measurement of foreign income for U.S.
multinational companies requires that part of their domestic R&D expenses
be deducted from foreign income.

The current regulations under sections 861 to 863 trace their origin to
a set of final regulations (Reg. §1.861-8) issued by the IRS in 1977. They
required that a multinational firm’s research expenses be allocated according
to either the proportion of sales that occurred in each country or the
proportion of gross income that had its source in each country. This meant,
for example, thatif a firm received 25 percent of its worldwide revenue from
the sale of a product in the United States, then it had to allocate 25 percent
of the research costs associated with that product to U.S.-source income and
the remaining 75 percent to foreign-source income. The regulations also
contained a so-called “place-of-performance” option that allowed a taxpayer
to allocate 30 percent of its research expenses to any location where it
performed over half of its R&D, before applying the sales formula for the
allocation of its remaining research expenses.

The 1977 regulations proved controversial from the start. Critics
charged that they reduced domestic R&D spending and encouraged U.S.
firms to transfer some of their R&D activities to foreign locations.

Congress responded to these criticisms by adopting a two-year
suspension of the regulations through the Economic Recovery Tax Act of
1981 (ERTA). During that period, U.S. firms were allowed to allocate all
of their U.S. research costs as they saw fit.

In a report on the regulations mandated by ERTA and issued in 1983,
the Treasury Department recommended that the suspension be extended an
additional two years to allow more time to assess their likely effects.
Congress agreed with the recommendation and suspended the regulations for
another two years through the Deficit Reduction Act of 1984. In extending
the suspension, it noted that its assessment of the regulations would focus
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on whether a repeal would be more effective than other options in boosting
domestic business R&D investment.

But when Congress passed the Tax Reform Act of 1986, it indicated
that the issue of whether to retain, repeal, or modify the regulations still
needed more time for analysis and discussion. So the act extended the
suspension through 1987. It also altered the regulations to permit taxpayers
using the place-of-performance option to allocate 50 percent of its research
expenses to the location where more than half of its R&D was done, and to
use the gross-income method to allocate the remaining expenses.

The Technical and Miscellaneous Revenue Act of 1988 temporarily
replaced the regulations with a set of more liberal rules that applied in 1988
only. Under the act, firms were required to allocate 64 percent of their
domestic research expenses to U.S. income and 64 percent of their foreign
research expenses to foreign income for the first four months of the year.
The remaining 36 percent of expenses could be allocated using either the
gross-income or sales method. For the remaining eight months of 1988,
taxpayers were required to use the allocation methods specified in the 1977
regulations.

From 1988 to 1991, Congress passed three measures that retained the
requirement that 64 percent of research expenses be allocated to U.S.
income: the Omnibus Budget Reconciliation Act of 1989, the Omnibus
Budget Reconciliation Act of 1990, and the Tax Extension Act of 1991.
This treatment expired on August 1, 1992.

Under the Omnibus Budget Reconciliation Act of 1993, taxpayers were
allowed to allocate up to 50 percent of research expenses to U.S. income,
and they could allocate the remaining 50 percent between U.S. and foreign
income using either the sales or gross-income method. This provision
expired on December 31, 1994.

In December 1995, the IRS issued proposed regulations that made three
significant changes in the 1977 regulations. First, the proposed regulations
would allow taxpayers to identify product categories by using three-digit
SIC codes instead of two-digit codes. Second, the percentage of research
expenses that could be exclusively allocated to a location under the sales
method would rise from 30 percent to 50 percent. Third, a decision to use
the sales or gross-income method would be treated as a binding election to
use the same method in future tax years. The current regulations emerged
from these proposed regulations.

Assessment

The current regulations under sections 861 to 863 governing the
allocation of research expenses for the determination of the foreign tax
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credit limitation still provoke controversy. One source of controversy
concerns their economic rationale.

Proponents argue the regulations are justified mainly because R&D
performed by U.S.-based firms in the United States leads to the development
of goods and services that they sell profitably at the same time in the United
States and in other countries through subsidiaries. Under these
circumstances, the accurate measurement of the foreign taxable income of
these firms requires that part of their U.S. research expenses be deducted
from foreign income.

Critics say this view of the process through which U.S.-based
multinational companies earn foreign income from goods and services
developed largely through their U.S. R&D activities is unrealistic. In their
view, technological innovations generally are exploited commercially first
in the country where they were developed, and only after a lengthy and often
unpredictable delay are they then sold or used in other countries. Under this
scenario, the regulations cannot be justified, as the accurate measurement of
U.S. income requires that all (or nearly all) U.S. research expenses be
deducted from U.S. income.

A policy issue raised by these differing perspectives relates to the
geographic spread of the spillover benefits of R&D investments. If the
spillover is primarily international in scope, then the argument made by
proponents of the regulations would appear to have merit. But if the
spillover is primarily local in scope, then critics would appear to be justified
in calling for the repeal of the regulations and their replacement with a set
of rules more favorable to the allocation of research expenses to U.S.
income.

Another major source of controversy is the impact of the regulations on
domestic business investment in R&D and the incentives for U.S. firms to
transfer R&D activities overseas.

Critics have long argued that the regulations have the effect of lowering
this investment and encouraging U.S. companies to transfer some of their
R&D to foreign locations with higher tax rates than U.S. tax rates. Such an
undesirable outcome, critics say, results from the impact of the regulations
on the worldwide tax liabilities of U.S. multinational corporations,
especially those with excess foreign tax credits. Most foreign governments
do not allow a deduction for the cost of R&D conducted in the United
States. Therefore, allocating a U.S. business expense to foreign rather than
U.S. income has the same effect on a firm’s net tax liability under federal tax
law as denying it a deduction for this expense. If a foreign government
allows a deduction for this expense, a U.S. firm’s foreign taxes would
decline but its total tax liability would remain about the same. But if the
foreign government disallows a deduction, the increase in the firm’s U.S.
taxes would not be offset by a reduction in its foreign taxes. In this case,
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both the U.S. and foreign governments are taxing income equal in amount
to the denied deduction.

According to critics, this double taxation could be a problem for U.S.
companies with excess foreign tax credits. It could lead them to reduce
domestic business R&D investment and a shift of investment funds to less
productive uses. For such companies, the regulations create a tax incentive
for shifting R&D operations abroad that is equal to the difference between
U.S. tax rates and the tax rates in foreign locations.

In contrast, supporters of the regulations see no compelling reason for
the U.S. government to get rid of them and instead permit taxpayers to
deduct the entire amount of their U.S. research expenses from U.S. income.
They point out that doing so could create a situation that U.S. tax law tries
mightily to avoid: the use of foreign tax credits against a firm’s tax liability
on U.S.-source income. In the view of supporters, if action should be taken
to eliminate any double taxation caused by the regulations, it should be taken
by foreign governments that disallow a deduction for U.S. research
expenses. They also dispute the claim that few foreign governments (if any)
permit such a deduction. To the extent that these governments do allow
those expenses to be deducted, supporters say that allocating the entire
amount of U.S. research expenses to U.S. income would be tantamount to
allowing a double deduction and creating a tax subsidy for domestic R&D
investment, not a tax penalty as critics charge.

A policy issue raised by these opposing arguments concerns the net
effect of current tax law on the incentive to invest in domestic R&D. There
seems to be lingering uncertainty over how the regulations have affected this
incentive. So additional research on this issue seems warranted. Lawmakers
may also wish to know how the regulations have affected the incentive to
undertake domestic R&D investment provided by the research tax credit
under section 41 and the expensing of eligible research costs under section
174. Given the compelling economic rationale for providing government
support for domestic R&D investment, it might be useful to find out if the
regulations tend to bolster or undercut the stimulative effect of these two
research tax incentives.

Some specialists in international tax policy argue that the rules for the
sourcing of income and the allocation of research expenses should be
designed to accomplish three aims: 1) to avoid the double taxation of
income; 2) to avoid imposing too little tax on income; and 3) to achieve an
equitable distribution of tax revenue from the operations of multinational
companies among sovereign governments. In their view, the only way to
accomplish all three objectives simultaneously is to come to an international
consensus on a set of such rules. A harmonization of tax systems among
countries that are major players in the global economy would probably be
needed to achieve such an understanding. Lawmakers may want to explore
such an option in finding a solution to the problems posed by the current
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regulations for allocating research expenses for U.S.-based multinational
corporations.
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International Affairs

EXCLUSION OF CERTAIN ALLOWANCES
FOR FEDERAL EMPLOYEES ABROAD

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 1.6 - 1.6
2011 1.7 - 1.7
2012 1.8 - 1.8
2013 1.9 - 1.9
2014 2.0 - 2.0
Authorization
Section 912.
Description

U.S. federal civilian employees who work abroad are allowed to
exclude from income certain special allowances they receive that are
generally linked to the cost-of-living. These federal employees are not
eligible for the foreign earned income or housing exclusion provided to
private-sector individuals under section 911. (See the entry on section 911,
“Exclusion of Income Earned Abroad by U.S. Citizens.”) Like other U.S.
citizens, federal employees working abroad are subject to U.S. taxes and can
credit foreign taxes against their U.S. taxes. However, federal employees
are usually exempt from foreign taxes.

Specifically, section 912 excludes certain amounts received under
provisions of the Foreign Service Act of 1980, the Central Intelligence Act
of 1949, the Overseas Differentials and Allowances Act, and the
Administrative Expenses Act of 1946. The allowances are primarily for the
higher cost of living abroad, housing, education, and travel. Section 912
also excludes cost-of-living allowances received by federal employees
stationed in U.S. possessions, Hawaii, and Alaska. Travel, housing, food,
clothing, and certain other allowances received by members of the Peace
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Corps also are excluded. However, special allowances for hardship posts
are not eligible for the exclusion.

Impact

Federal employees abroad may receive a significant portion of their
compensation in the form of housing allowances, cost-of-living differentials,
and other allowances. The income exclusions permitted under section 912
can substantially reduce their taxes. Data suggest that real incomes for
federal workers abroad are generally higher than real incomes in the United
States. Consequently, section 912 exclusions probably reduce the
progressivity of the income tax.

Section 912°s impact on horizontal equity (the equal treatment of equals)
is more ambiguous. Without section 912 or a similar provision, federal
employees in high-cost countries would likely pay higher taxes than persons
with identical real incomes who work in the United States. The higher
nominal income needed to offset higher living costs abroad would place
federal employees stationed abroad in a higher tax bracket. It would also
reduce the value of personal exemptions and the standard deduction, which
are set at the same nominal dollar amount, regardless of where the taxpayer
lives or works.

The complete exclusion of cost-of-living allowances probably
overcompensates for this effect. U.S. citizens employed abroad in the
private sector are permitted to exclude up to $91,500 in 2010, rather than an
amount explicitly linked to cost-of-living allowances. Given the flat
amount, whether the tax treatment of federal workers is more or less
favorable than that of private-sector workers depends on the size of the
federal worker’s cost-of-living allowance.

Some have argued that because no tax reliefis provided for people who
work in high-cost areas in the United States, horizontal equity requires only
that persons abroad be taxed no more heavily than a person in the highest-
costarea inthe U.S. It might also be argued that the cost-of-living exclusion
for employees in Alaska and Hawaii violates horizontal equity, since
private-sector workers in those states do not receive a tax exclusion for cost-
of-living allowances.

Rationale

The section 912 exclusions were first enacted by the Revenue Act of
1943. Apparently the costs of living abroad were rising. Congress
determined that federal personnel overseas were engaged in “highly
important” duties and that the allowances merely offset the extra costs of
working and living abroad. Congress determined that the Government
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should bear the full burden of the excess living costs, including any income
taxes that would otherwise be imposed on cost-of-living allowances.

The Foreign Service Act of 1946 expanded the list of excluded
allowances beyond cost-of-living allowances to include housing, travel, and
certain other allowances. In 1960, the exclusions were further expanded to
include allowances received under the Central Intelligence Agency Act. In
1961, certain allowances received by Peace Corps members were added to
the list of exclusions.

Assessment

The benefit from the section 912 exclusions is largest for federal
employees abroad who receive a substantial part of their income as cost-of-
living, housing, education, or other allowances. Beyond this, the effects of
the exclusions are uncertain. The exclusions may encourage employees to
request that a greater portion of their compensation be paid in the form of
these tax-favored benefits.

It could be argued that the federal agency that employs a person who
claims a section 912 exclusion does not directly bear the cost of the
exclusion. That is, the exclusion reduces the income tax revenue of the
federal government in general, but that revenue cost is not reflected in the
budgets of the particular federal agencies with overseas employees. As a
consequence, section 912 may enable individual federal agencies to employ
more U.S. citizens abroad than they otherwise would or could if they were
held accountable for the full cost of those employees, including the income
tax forgiven on qualifying allowances.
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DEFERRAL OF ACTIVE INCOME OF CONTROLLED FOREIGN
CORPORATIONS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 12.5 12.5
2011 - 13.3 13.3
2012 - 14.1 14.1
2013 - 14.9 14.9
2014 - 15.8 15.8

Authorization

Sections 11(d), 882, and 951-964.

Description

The United States taxes firms incorporated in the United States on their
worldwide income but taxes foreign-chartered corporations only on their
U.S.-source income. Thus, when a U.S. firm earns foreign-source income
through a foreign subsidiary, U.S. taxes apply to the income only when it is
repatriated to the U.S. parent firm as dividends or other income; the income
is exempt from U.S. taxes as long as it remains in the hands of the foreign
subsidiary. At the time the foreign income is repatriated, the U.S. parent
corporation can credit foreign taxes the subsidiary has paid on the remitted
income against U.S. taxes, subject to certain limitations. Because the
deferral principle permits U.S. firms to delay any residual U.S. taxes that
may be due after foreign tax credits, it provides a tax benefit for firms that
invest in countries with low tax rates.

Subpart F of the Internal Revenue Code (sections 951-964) provides an
exception to the general deferral principle. Under its provisions, certain
income earned by foreign corporations controlled by U.S. shareholders is
deemed to be distributed whether or not it actually is, and U.S. taxes are
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assessed on a current basis rather than deferred. Income subject to Subpart
F is generally income related to passive investment rather than income from
active business operations. Also, certain types of sales, services, and other
income whose geographic source is relatively easily shifted is included in
Subpart F.

While U.S. tax (less foreign tax credits) generally applies when tax-
deferred income is ultimately repatriated to the United States, a provision of
the American Jobs Creation Act of 2004 (P.L. 108-357) provided a
temporary (one-year) 85% deduction for repatriated dividends. For a
corporation subject to the top corporate tax rate of 35%, the deduction had
an effect similar to a reduction in the tax rate on repatriations to 5.25%. The
deduction applied to a one-year period consisting (at the taxpayer’s election)
of either the first tax year beginning on or after P.L. 108-357’s date of
enactment (October 22, 2004) or the taxpayer’s last tax year beginning
before the date of enactment.

Impact

Deferral provides an incentive for U.S. firms to invest in active
business operations in low-tax foreign countries rather than the United
States, and thus probably reduces the stock of capital located in the United
States. Because the U.S. capital-labor ratio is therefore probably lower than
it otherwise would be and U.S. labor has less capital with which to work,
deferral likely reduces the general U.S. wage level. At the same time, U.S.
capital and foreign labor probably gain from deferral. Deferral also
probably reduces world economic efficiency by distorting the allocation of
capital in favor of investment abroad.

The one-year deduction for repatriations enacted in 2004 likely
increased the repatriation of funds from foreign subsidiaries. However, at
least part of the increase likely consisted of a shift in the timing of
repatriations from future periods towards the present, as firms took
advantage of the one-year window. While the provision was intended, in
part, to increase domestic investment — its supporters argued that
repatriated funds would be invested in the United States — firms’
disposition of the repatriations is not certain.

Rationale

Deferral has been part of the U.S. tax system since the origin of the
corporate income tax in 1909. While deferral was subject to little debate in
its early years, it later became controversial. In 1962, the Kennedy
Administration proposed a substantial scaling-back of deferral in order to
reduce outflows of U.S. capital. Congress, however, was concerned about
the potential effect of such a step on the position of U.S. multinationals vis-
a-vis firms from other countries and on U.S exports. Instead of repealing
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deferral, the Subpart F provisions were adopted in 1962, and were aimed at
taxpayers who used deferral to accumulate funds in so-called “tax haven”
countries. (Hence, Subpart F’s concern with income whose source can be
easily manipulated.)

In 1975, Congress again considered eliminating deferral, and in 1978
President Carter proposed its repeal, but on both occasions the provision was
left essentially intact. Subpart F, however, was broadened by the Tax
Reduction Act of 1975, the Tax Reform Act of 1976, the Tax Equity and
Fiscal Responsibility Act of 1982, the Deficit Reduction Act of 1984, the
Tax Reform Act of 1986, and the Omnibus Reconciliation Act of 1993
(OBRA93). OBRA93 added section 956A to the tax code, which expanded
Subpart F to include foreign earnings that firms retain abroad and invest in
passive assets beyond a certain threshold.

In recent years, however, the trend has been incremental restrictions of
Subpart F and expansions of deferral. For example, the Small Business Job
Protection Act of 1996 repealed section 956A. And the Tax Relief
Extension Actof 1999 (P.L. 106-170) extended a temporary exemption from
Subpart F for financial services income. In 2004, the American Jobs
Creation Act relaxed Subpart F in the area of shipping income and provided
a one-year temporary tax reduction for income repatriated to U.S. parents
from overseas subsidiaries.

Assessment

The U.S. method of taxing overseas investment, with its worldwide
taxation of branch income, limited foreign tax credit, and the deferral
principle, can either pose a disincentive, present an incentive, or be neutral
towards investment abroad, depending on the form and location of the
investment. For its part, deferral provides an incentive to invest in countries
with tax rates that are lower than those of the United States.

Defenders of deferral argue that the provision is necessary to allow
U.S. multinationals to compete with firms from foreign countries; they also
maintain that the provision boosts U.S. exports. However, economic theory
suggests that a tax incentive such as deferral does not promote the efficient
allocation of investment. Rather, capital is allocated most efficiently — and
world economic welfare is maximized — when taxes are neutral and do not
distort the distribution of investment between the United States and abroad.
Economic theory also holds that while world welfare may be maximized by
neutral taxes, the economic welfare of the United States would be
maximized by a policy that goes beyond neutrality and poses a disincentive
for U.S. investment abroad.
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Supporters of a “territorial” tax system would permanently exempt U.S.
tax on repatriated dividends, thus eliminating U.S. tax even on a postponed
basis. Several arguments have been made in support of territorial taxation.
One is based on the notion that changes in the international economy have
made economic theory’s traditional notions of efficiency and neutrality
obsolete. (This analysis, however, is not the consensus view of economists
expert in the area.) This argument maintains that efficiency is promoted if
taxes do not inhibit U.S. multinationals’ ability to compete for foreign
production opportunities or interfere with their ability to exploit the returns
to research and development. Another argument holds that the current tax
system produces so many distortions in multinationals’ behavior that simply
exempting foreign-source business income from tax would improve
economic efficiency.
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INVENTORY PROPERTY SALES SOURCE RULE EXCEPTION

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 7.2 7.2
2011 - 7.4 7.4
2012 - 7.6 7.6
2013 - 7.8 7.8
2014 - 8.0 8.0

Authorization

Sections 861, 862, 863, and 865.

Description

The tax code’s rules governing the source of inventory sales interact
with its foreign tax credit provisions in a way that can effectively exempt a
portion of a firm’s export income from U.S. taxation.

In general, the United States taxes U.S. corporations on their worldwide
income. The United States also permits firms to credit foreign taxes they
pay against U.S. taxes they would otherwise owe.

Foreign taxes, however, are only permitted to offset the portion of U.S.
taxes due on foreign-source income. Foreign taxes that exceed this
limitation are not creditable and become so-called “excess credits.” It is
here that the source of income becomes important: firms that have excess
foreign tax credits can use these credits to reduce U.S. taxes if they can shift
income from the U.S. to the foreign operation. This treatment effectively
exempts such income from U.S. taxes.

The tax code contains a set of rules for determining the source
(“sourcing”) of various items of income and deduction. In the case of sales
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of personal property, gross income is generally sourced on the basis of the
residence of the seller. U.S. exports covered by this general rule thus
generate U.S. — rather than foreign — source income.

The tax code provides an important exception, however, in the case of
sales of inventory property. Inventory that is purchased and then resold is
governed by the so-called “title passage” rule: the income is sourced in the
country where the sale occurs. Since the country of title passage is generally
quite flexible, sales governed by the title passage rules can easily be
arranged so that the income they produce is sourced abroad.

Inventory that is both manufactured and sold by the taxpayer is treated
as having a divided source. Unless an independent factory price can be
established for such property, half of the income it produces is assigned a
U.S. source and half is governed by the title passage rule. As a result of the
special rules for inventory, up to 50 percent of the combined income from
export manufacture and sale can be effectively exempted from U.S. taxes.
A complete tax exemption can apply to export income that is solely from
sales activity.

Impact

When a taxpayer with excess foreign credits is able to allocate an item
of income to foreign rather than domestic sources, the amount of foreign
taxes that can be credited is increased and the effect is identical to a tax
exemption for a like amount of income. The effective exemption that the
source rule provides for inventory property thus increases the after-tax return
on investment in exporting. In the long run, however, the burden of the
corporate income tax (and the benefit of corporate tax exemptions) probably
spreads beyond corporate stockholders to owners of capital in general.

Thus, the source-rule benefit is probably shared by U.S. capital in
general, and therefore probably disproportionately benefits upper-income
individuals. To the extent that the rule results in lower prices for U.S.
exports, a part of the benefit probably accrues to foreign consumers of U.S.
products.

Rationale

The tax code has contained rules governing the source of income since
the foreign tax credit limitation was first enacted as part of the Revenue Act
of 1921. Under the 1921 provisions, the title passage rule applied to sales
of personal property in general; income from exports was thus generally
assigned a foreign source if title passage occurred abroad. In the particular
case of property both manufactured and sold by the taxpayer, income was
treated then, as now, as having a divided source.
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The source rules remained essentiallyunchanged until the advent of tax
reform in the 1980s. In 1986, the Tax Reform Act’s statutory tax rate
reduction was expected to increase the number of firms with excess foreign
tax credit positions and thus increase the incentive to use the title passage
rule to source income abroad.

Congress was also concerned that the source of income be the location
where the underlying economic activity occurs. The Tax Reform Act of
1986 thus provided that income from the sale of personal property was
generally to be sourced according to the residence of the seller. Sales of
property by U.S. persons or firms were to have a U.S. source.

Congress was also concerned, however, that the new residence rule
would create difficulties for U.S. businesses engaged in international trade.
The Actthus made an exception for inventory property, and retained the title
passage rule for purchased-and-resold items and the divided-source rule for
goods manufactured and sold by the taxpayer.

More recently, the Omnibus Budget Reconciliation Act of 1993
repealed the source rule exception for exports of raw timber.

Assessment

Like other tax benefits for exporting, the inventory source-rule
exception probably increases exports. At the same time, however, exchange
rate adjustments probably ensure that imports increase also. Thus, while the
source rule probably increases the volume of U.S. trade, it probably does not
improve the U.S. trade balance. Indeed, to the extent that the source rule
increases the federal budget deficit, the provision may actually expand the
U.S. trade deficit by generating inflows of foreign capital and their
accompanying exchange rate effects. In addition, the source-rule exception
probably reduces U.S. economic welfare by transferring part of its tax
benefit to foreign consumers.
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DEFERRAL OF CERTAIN FINANCING INCOME

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 1.0 1.0
2011 - - -
2012 - - -
2013 - - -
2014 - - -

Note: This provision was extended by P.L. 111-312 for 2010 and
2011 ata cost of $5.2 billion in FY2011 and $4.0 billion in
FY2012.

Authorization

Sections 953 and 954.

Description

Under the U.S. method of taxing overseas investment, income earned
abroad by foreign-chartered subsidiary corporations that are owned and
controlled by U.S. investors or firms is generally not taxed if it is reinvested
abroad. Instead, a tax benefit known as “deferral” applies: U.S. taxes on the
income are postponed until the income is repatriated to the U.S. parent as
dividends or other income.

The deferral benefit is circumscribed by several tax code provisions;
the broadest in scope is provided by the tax code’s Subpart F. Under
Subpart F, certain types of income earned by certain types of foreign
subsidiaries are taxed by the United States on a current basis, even if the
income is not actually remitted to the firm’s U.S. owners. Foreign
corporations potentially subject to Subpart F are termed Controlled Foreign
Corporations (CFCs); they are firms that are more than 50% owned by U.S.
stockholders, each of whom own at least 10% of the CFC’s stock. Subpart
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F subjects each 10% shareholder to U.S. tax on some (but not all) types of
income earned by the CFC. In general, the types of income subject to
Subpart F are income from a CFC’s passive investment — for example,
interest, dividends, and gains from the sale of stock and securities — and a
variety of types of income whose geographic source is thought to be easily
manipulated.

Ordinarily, income from banking and insurance could in some cases be
included in Subpart F. Much of banking income, for example, consists of
interest; investment income of insurance companies could also ordinarily be
taxed as passive income under Subpart F. Certain insurance income is also
explicitly included in Subpart F, including income from the insurance of
risks located outside a CFC’s country of incorporation. However, Congress
enacted a temporary exception from Subpart F for income derived in the
active conduct of a banking, financing, or similar business by a CFC
predominantly engaged in such a business. Congress also enacted a
temporary exception for investment income of an insurance company earned
on risks located within its country of incorporation.

In short, Subpart F is an exception to the deferral tax benefit, and the
tax expenditure at hand is an exception to Subpart F itself for a range of
certain financial services income. Prior to enactment of the Tax Increase
Prevention and Reconciliation Act of 2006 (TIPRA; P.L. 109-222), the
exception was scheduled to expire at the end of 2006. TIPRA extended the
provision for two years, through 2008. The Emergency Economic
Stabilization Act of 2008 (P.L. 110-343) subsequently extended the
provision through 2009. The Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Actof 2010, (P.L. 111-312) extended this
provision through 2011.

Impact

The temporary exceptions pose an incentive in certain cases for firms
to invest abroad; in this regard its effect is parallel to that of the more
general deferral principle, which the exception restores in the case of certain
banking and insurance income.

The provision only poses an incentive to invest in countries with tax
rates lower than those of the United States; in other countries, the high
foreign tax rates generally negate the U.S. tax benefit provided by deferral.
In addition, the provision is moot (and provides no incentive) even in low-
tax countries for U.S. firms that pay foreign taxes at high rates on other
banking and insurance income. In such cases, the firms have sufficient
foreign tax credits to offset U.S. taxes that would be due in the absence of
deferral. (In the case of banking and insurance income, creditable foreign
taxes must have been paid with respect to other banking and insurance
income. This may accentuate the importance of the exception to Subpart F.)
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Rationale

Subpart F itself was enacted in 1962 as an effort to curtail the use of tax
havens by U.S. investors who sought to accumulate funds in countries with
low tax rates — hence Subpart F’s emphasis on passive income and income
whose source can be manipulated. The exception for banking and insurance
was likewise in the original 1962 legislation (though not in precisely the
same form as the current version). The stated rationale for the exception
was that interest, dividends, and like income were not thought to be
“passive” income in the hands of banking and insurance firms.

The exceptions for banking and insurance were removed as part of the
broad Tax Reform Act of 1986 (Public Law 99-514). In removing the
exception (along with several others), Congress believed they enabled firms
to locate income in tax haven countries that have little “substantive
economic relation” to the income. As passed by Congress, the Taxpayer
Relief Act of 1997 (Public Law 105-34) generally restored the exceptions
with minor modifications. In making the restoration, Congress expressed
concern that without them, Subpart F extended to income that was neither
passive nor easily movable. However, the Act provided for only a temporary
restoration, applicable to 1998. Additionally, the Joint Committee on
Taxation identified the exceptions’ restoration as a provision susceptible to
line-item veto under the provisions of the 1996 Line-Item Veto Act because
of its applicability to only a few taxpaying entities, and President Clinton
subsequently vetoed the exceptions’ restoration. The Supreme Court,
however, ruled the line-item veto to be unconstitutional, thus making the
temporary restoration effective for 1998, as enacted.

The banking and insurance exceptions to Subpart F were extended with
a few modifications for one year by the Tax and Trade Relief Extension Act
of 1998. (The Act was part of Public Law 105-277, the omnibus budget bill
passed in October, 1998.) The modifications include one generally designed
to require that firms using the exceptions conduct “substantial activity” with
respect to the financial service business in question and added a “nexus”
requirement under which activities generating eligible income must take
place within the CFC’s home country. In 1999, Public Law 106-170
extended the provision through 2001. In 2002, Public Law 107-147
extended the provision for five additional years, through 2006. The
American Jobs Creation Act of 2004 (P.L. 108-357) added rules permitting,
in some circumstances, certain qualifying activities to be undertaken by
related entities. TIPRA (P.L. 109-222) extended the provision for two years,
through 2008, and the Emergency Economic Stabilization Act of 2008 (P.L.
110-343) extended the provision through the end of 2009. The Tax Relief,
Unemployment Insurance Reauthorization and Job Creation Act (P.L. 111-
312) extended the provision through 2011.
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Assessment

Subpart F attempts to deny the benefits of tax deferral to income that
is passive in nature or that is easily movable. It has been argued that the
competitive concerns of U.S. firms are not as much an issue in such cases
as they are with direct overseas investment. Such income is also thought to
be easy to locate artificially in tax haven countries with low tax rates. But
banks and insurance firms present an almost insoluble technical problem; the
types of income generated by passive investment and income whose source
is easily manipulated are also the types of income financial firms earn in the
course of their active business. The choice confronting policymakers, then,
is whether to establish an approximation that is fiscally conservative or one
that places most emphasis on protecting active business income from
Subpart F. The exceptions’ repeal by the Tax Reform Act of 1986 appeared
to do the former, while the recent restoration of the exceptions appears to do
the latter.

It should be noted that traditional economic theory questions the merits
of the deferral tax benefit itself. Its tax incentive for investment abroad
generally results in an allocation of investment capital that is inefficient
from the point of view of both the capital exporting country (in this case the
United States) and the world economy in general. Economic theory instead
recommends a policy known as “capital export neutrality” under which
marginal investments face the same tax burden at home and abroad. From
that vantage, then, the exceptions to Subpart F likewise impair efficiency.
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AVAILABILITY OF FOREIGN TAX DEDUCTION INSTEAD OF
CREDIT

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.2 0.2
2011 - 0.2 0.2
2012 - 0.3 0.3
2013 - 0.3 0.3
2014 - 0.3 0.3
Authorization
Section 901.
Description

For taxes paid on income earned abroad, taxpayers may elect to either
claim a deduction against taxable income or a credit against taxes due. In
general, the credit is more advantageous than the deduction, because a credit
reduces taxes paid on a dollar-for-dollar basis, while a deduction only
reduces income subject to tax. However, in cases where the taxpayer is
facing the foreign tax credit limit claiming the deduction will result in a
lower tax liability.

Impact
The deduction reduces the U.S. taxes due by some taxpayers who are

either unable to claim the foreign tax credit or are constrained by the foreign
tax credit limit.
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Rationale

The opportunity to deduct foreign taxes paid was a feature in the
original 1913 tax code. One possible motivation for the deduction could
have been to recognize foreign taxes, like state taxes, as a possible cost
associated with earning income. As such, the provision would help correct
for mismeasurement of adjusted gross income and be justified on ability to
pay or horizontal equity arguments.

Assessment

Deductibility of foreign taxes is consistent with the economic concept
of national neutrality. Under this regime, foreign taxes are treated as a
business expense and, thus, deductible from taxable income. This results in
the foreign return net of foreign tax equaling the domestic before tax return
and a nationally efficient allocation of capital. While this maximizes the
income or output in the domestic market, it also alters the division of income
between capital and labor, shifting income towards labor and away from
capital. Because national neutrality distorts the location of investment, it
produces an inefficient “deadweight” reduction in world economic welfare.
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INTEREST EXPENSE ALLOCATION

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - -1.5 -1.5
2011 - -1.6 -1.6
2012 - -1.7 -1.7
2013 - -1.8 -1.8
2014 - -1.9 -1.9

Authorization
Section 864.
Description

The United States, in principle, taxes its resident corporations and
individuals on their worldwide income, regardless of where it is earned,
under the residence rule. The foreign tax credit and deferral are the key
structural pieces of the U.S. taxation of foreign-source income. The foreign
tax credit provisions generally permit U.S. taxpayers to credit foreign taxes
they pay against U.S. taxes they would otherwise owe — on a dollar-for-
dollar basis. This credit is, however, limited.

In order to protect its domestic tax base, the U.S. imposes a limitation
on the foreign tax credit. In effect, the tax code only allows foreign tax
credits to offset the U.S. tax on foreign source-income. Any foreign taxes
paid in excess of the limit become “excess credits” and can be carried back
one year and carried forward up to 10 years. When a firm is in an excess
credit position, the rules surrounding the sourcing of fungible sources of
income, such as interest, become important.

Current law applies the fungibility principle to interest allocation in a
manner sometimes referred to as “water’s edge” allocation. Under this
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system, foreign subsidiaries are not explicitly included in the allocation.
This has two implications for the allocation formula. First, only a domestic
parent’s equity stake in its foreign subsidiary is counted as an asset —
excluding the foreign subsidiary’s assets financed by debt. The parent’s
assets, in contrast, are all included in the calculation — whether financed by
equity or debt. Secondly, the subsidiary’s interest expense is automatically
allocated to foreign sources. This occurs since the subsidiary’s interest
expense reduces dividend payments to the parent, which are all allocated to
foreign source income.

Under current law, beginning in 2021, the U.S. will allocate interest
expense using a “worldwide”allocation regime. Under a “worldwide”
allocation, the borrowing of foreign subsidiaries would be taken into
account. The switch to a “worldwide” regime was originally scheduled to
take place in 2009 as a result of the American Jobs Creation Act of 2004
(P.L. 108-357). The implementation was then first delayed until 2011 by the
Housing and Economic Recovery Act of 2008 (P.L. 110-289), and then until
2018 by the Worker, Homeownership, and Business Assistance Act of 2009
(P.L. 111-92), and finally to 2021 by the Hiring Incentives To Restore
Employment Act (P.L. 111-147).

Current law contains a subgroup election for firms that are banks. This
election allows the interest allocation rules to be applied separately to the
bank and non-bank subsidiaries of a U.S. corporation. Beginning in 2021,
this election is available to a wider range of financial intermediaries,
including finance companies and insurance firms.

Impact

Under the water’s edge interest allocation formula, foreign subsidiaries
are not explicitly included in the allocation. This has two implications for
the allocation formula. First, only a domestic parent’s equity stake in its
foreign subsidiary is counted as an asset — excluding the foreign
subsidiary’s assets financed by debt. The parent’s assets, in contrast, are all
included in the calculation — whether financed by equity or debt. Secondly,
the subsidiary’s interest expense is automatically allocated to foreign
sources. This occurs since the subsidiary’s interest expense reduces
dividend payments to the parent, which are all allocated to foreign sources.

In contrast, the basic result of the worldwide interest allocation
formula, if elected, is to increase the weight given to foreign assets in the
allocation formula. This should in turn result in a greater proportion of the
interest expense being allocated to U.S.-source income under the foreign tax
credit formula, leading to higher foreign source income and a higher foreign
tax credit for firms with excess credits.



69

The availability of subgroup elections runs counter to the principle of
fungibility that is embodied by the interest allocation rules. This result
follows from the fact that firms could distribute their borrowing among
related subsidiaries to minimize foreign allocations of interest. The
expansion of this election beginning in 2021, under current law, could move
the U.S. system further from the principle of fungibility.

Rationale

Prior to 1986, each separately incorporated entity allocated its interest
expenses separately, based upon its assets. This practice allowed companies
to isolate debt offshore, thus allowing U.S. related interest to offset foreign
income.

The Tax Reform Act of 1986 (P.L. 99-514) modified the interest
allocation rules by adopting a one-taxpayer rule to address concerns that
prior law allowed affiliated corporations to reduce U.S. tax on U.S. income
by borrowing money through one corporation rather than another.

The American Jobs Creation Act 0f 2004 (P.L. 108-357) modified the
interest allocation rules significantly. The Act mandated a switch from a
waters edge to a worldwide view on the fungibility starting in 2009 and
created a financial institution group election. Congress enacted these
changes in response to concerns that the prior view left taxpayers
excessively exposed to double taxation of foreign-source income and
reduced their incentive to invest in the United States. As mentioned above,
the switch to a worldwide view is currently delayed to until 2021.

Assessment

Assuming debt is fungible, worldwide allocation is a more accurate
method of ensuring that the U.S. foreign tax credit is used for its intended
purpose: allowing the foreign tax credit to offset the full share of U.S. pre-
credit tax that falls on foreign source income, than waters edge based rules.
Absent additional rules, however, opportunities for tax planning may limit
the achievement of this objective. Also, like the foreign tax credit limit
itself, allocation rules tend to contribute to the distortions that discourage
equity investment abroad. Worldwide interest allocation rules could, in
several ways, increase these distortions relative to current law. The
distortions created by current law can be viewed as a cost of collecting taxes
— since they increase U.S. revenue — but the potential increased distortion
associated with worldwide rules cannot since they decrease U.S. revenue.
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The subgroup election provisions in the interest allocation rules do not
appear consistent with the general objective of the interest allocation rules.
The subgroup election may permit firms to reduce the current domestic
interest allocation costs, while achieving foreign interest allocation benefits.
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SPECIAL RULE FOR INTEREST CHARGE DOMESTIC
INTERNATIONAL SALES CORPORATIONS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.5 0.5
2011 - 0.1 0.1
2012 - 0.1 0.1
2013 - 0.1 0.1
2014 - 0.1 0.1

Authorization

Sections 991-997.
Description

An Interest Charge Domestic Sales Corporations (IC-DISC) is a
domestic corporation, usually formed by parent shareholders (e.g.,
corporations, individuals, and trusts) to be a tax-exempt subsidiary, which
exports U.S. products. The parent company pays the IC-DISC a tax
deductible commission attributable to qualified export sales. Because the IC-
DISC pays no tax, distributions (actual or “deemed”) to IC-DISC
shareholders are taxed only once, often at the lower individual dividend and
capital gains tax rates. As a result, the after tax return to sharcholders is
enhanced.

IC-DISC shareholders may defer up to $10 million that is attributable
to qualified export sales. An interest charge is imposed on shareholders,
however, based on the distribution that would have occurred had deferral not
been elected. The $10 million deferral restriction was intended to limit the
benefit of IC-DISC activity to smaller businesses.
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Impact

IC-DISC reduces the effective tax rate on export income. The benefit
therefore accrues to the owners of export firms as well as IC-DISC
shareholders.

The budgetary impact IC-DISC is relatively small when compared to
recent and existing export subsidies. For example, the revenue loss in 2010
from the inventory property sales source rule exception is estimated at $7.2
billion, compared to an estimated $0.5 billion loss stemming from IC-DISC.
In 2006, the exclusion of extraterritorial income (ETI) provision, which has
been repealed, resulted in an estimated $4.0 billion revenue loss.

Rationale

IC-DISC was intended to increase U.S. exports and provide an
incentive for U.S. firms to operate domestically rather than abroad.
Additionally, IC-DISC (and DISC in general) was adopted as a way to
partially offset export subsidies offered by foreign countries.

The provision allowing the formation of Domestic International Sales
Corporations (DISCs) was enacted as part of the Revenue Act of 1971.
Shortly after enactment, several European countries argued that the DISC
provision violated the General Agreement of Tarriffs and Trade (GATT) by
allowing unlimited tax deferral. A GATT panel concluded that DISC was a
prohibited export subsidy. The United States never formally recognized the
illegality of DISC.

In response to the GATT panel ruling on DISC, the Tax Reform Act of
1986 enacted a provision allowing for the creation of Interest Charge
Domestic International Sales Corporations (IC-DISC) and Foreign Sales
Corporations (FSC). A FSC was similar to a DISC in that exporters were
required to establish a specially qualified subsidiary corporation to which
they sold their products. Unlike DISC, FSC was designed to provide a
GATT compliant export benefit by classifying FSC income as foreign-
source income not connected with US trade or business, effectively
exempting it from U.S. income tax. Although FSCs were foreign-chartered
corporations they were allowed a 100% dividends-received deduction, as
well as having their income exempted from Subpart F’s anti-deferral rules.

In early 2000, the WTO Appellate Body confirmed an earlier ruling
that FSC were a prohibited export subsidy. As a result, the FSC provision
was repealed and a provision excluding extraterritorial income (ETI) was
included in the FSC Repeal and Extraterritorial Income Exclusion Act of
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2000 enacted later in the year. The ETI provision provided US exporters
with a similar tax benefit offered by FSC, while no longer requiring the FSC
foreign management requirement. The benefit, however, was based on
“extraterritorial income,” and therefore not based solely on exports, making
the ETI provision WTO compliant.

Amid complaints from the European Union and another finding that
the ETI provision violated WTO rule, the ETI provision was repealed by
the American Jobs Creation Act of 2004. A year earlier, the Jobs and
Growth Tax Relief Reconciliation Act of 2003 had cut taxes on dividend
and capital gains, re-establishing the attractiveness of IC-DISC, which
had been introduced nearly two decades earlier.

Assessment

IC-DISC is a tax incentive that is intended to increase U.S. exports and
discourage U.S. corporations from establishing subsidiaries in foreign
countries. Proponents argue that IC-DISC stimulates exports and job
creation. Economic theory suggests a less optimistic view. With flexible
exchange rates, an increase in U.S. exports resulting from IC-DISC likely
causes an appreciation of the U.S. dollar relative to foreign currencies. In
response, U.S. citizens could be expected to increase their consumption of
imported goods, possibly at the expense of domestically produced
substitutes. As a result, no improvement in the balance of trade occurs and
domestic employment could decrease.

Economic theory also highlights the inefficiencies that IC-DISC may
introduce into the allocation of productive economic resources within the
U.S. economy, as only domestic exporters may benefit from the subsidy.
Additionally, because the tax benefit is related to the production of exported
goods and services, domestic consumers receive no direct consumption
benefit. Foreign consumers, on the other hand, benefit from lower priced
goods.
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TAXATION OF REAL PROPERTY GAINS OF FOREIGN
PERSONS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - - -
2011 - - -
2012 - - -
2013 - - -
2014 - - -

Note: This provision was included in an earlier tax expenditure list
with a negative tax expenditure of less than $50 million, but was not
included in the December 2010 list.

Authorization

Sections 897, 1445, 6039C, and 6652

Description

The Foreign Investment in Real Property Tax Act of 1980 (FIRPTA)
explicitly classifies the disposition of a U.S. real property interest as
effectively connected with U.S. trade or business. Therefore, the net capital
gain or loss from the disposition of US real property by a foreigner is subject
to U.S. personal and/or corporate income taxes. U.S. real property interests
include parcels of real property as well as certain shares in U.S. real property
holding corporations.

FIRPTA also requires income tax withholding for the disposition of a
U.S. real property interest by a foreign person. The withholding is a deposit
towards expected taxes arising from the sale of U.S. real property. In
general, the purchaser is responsible for withholding equal to 10% of the
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purchase price of the property. The 10% withholding is then paid to the
Internal Revenue Service. Some foreign entities, for example, partnerships,
trusts, and estates, may be subject to a higher withholding. Failure to
withhold the tax may result in the purchaser being liable for the tax.

A number of exemptions from the withholding requirement exist. The
most common applies to U.S. buyers that purchase a principal residence with
a sales price of less than $300,000.

Impact

FIRPTA effectively classifies realized real U.S. property appreciation
as connected with U.S. business or trade. As a result, real property
investment by foreigners is taxed. While the statutory tax incidence (burden)
falls on the seller of the property, where the actual incidence of the tax falls
will depend on the relative price elasticity of sellers and buyers. If buyers are
less responsive to changes in the price of property, sellers may be able to
raise prices to compensate for the tax. As a result, the actual burden of the
tax will be split between buyers and sellers.

The quantitative impact on the budget of taxing the disposition of U.S.
real property by foreigners appears to be small, as indicated by the estimated
negative tax expenditures listed in the table above.

Rationale

Prior to the enactment of FIRPTA, foreign investors had used several
methods to avoid taxation on the sale of appreciated U.S. real property.
FIRPTA was enacted to prevent tax-free dispositions of U.S. real property
by foreign investors. By treating real property interests as effectively
involved in U.S. trade or business, FIRPTA taxes the capital gain realized
by a foreign investor upon sale of U.S. real property. FIRPTA also prevents
tax-free disposition through investment in a corporation with sufficient U.S.
real property interests.

Assessment

The requirement under FIRPTA that foreign and domestic investors in
U.S. property are subject to the same tax treatment increases equity between
taxpayers. As a result, the preferential tax treatment provided to foreign
investors prior to the enactment of FIRPTA has likely been reduced.
Economic theory suggests that, all else equal, the increased tax discourages
investment in U.S. real property by foreigners.
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The FIRPTA tax withholding requirement reduces the ability of foreign
investors to avoid paying taxes on the sale of appreciated U.S. property. The
required withholding amounts to a deposit on the expected tax liability. Prior
to the passage of FIRPTA it was possible for foreign investors to avoid
paying taxes through U.S. tax treaties, nonrecognition provisions, or by
structuring investments through corporations.
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TONNAGE TAX

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.1 0.1
2011 - 0.1 0.1
2012 - 0.1 0.1
2013 - 0.1 0.1
2014 - 0.1 0.1

Authorization

Sections 1352-1359.
Description

All domestic corporations in the United States are subject to tax on
their worldwide income. To limit the extent of double taxation, U.S. firms
with foreign-source income are allowed a credit against foreign paid taxes.
The U.S. also only taxes foreign corporate income sufficiently connected to
trade or business in the U.S. Such foreign corporate income is subject to the
same tax as domestic corporate income.

Corporations involved in shipping trade and business operations may,
as an alternative to the conventional corporate income tax, elect to pay the
“tonnage tax”’. The tonnage tax is a tax on a notional shipping income (rather
than on corporate income); the tax rate is equal to the highest corporate
income tax rate, which is currently 35%. Notional shipping income is
calculated as daily notional shipping income multiplied by the number of
days a vessel operates in U.S. foreign trade. Daily notional income is $0.40
per 100 tons of a ship’s weight up to 25,000 net tons, and then $0.20 per 100
tons in excess of 25,000 tons. Corporations electing to pay the tonnage tax
are allowed no deductions against notional shipping income, and no credits
against tonnage taxes paid.
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Impact

For corporations electing to pay the tonnage tax, the expected tax
burden is smaller than under the conventional corporate income tax. The
expected tax burden is reduced because taxes are no longer directly tied to
profitability, but rather to a ship’s fixed tonnage. Thus, as profitability
increases taxes remain constant.

While the expected tax burden is reduced under the tonnage tax, the
actual tax burden may not be. Corporations that suffer losses or that are less
profitable than expected may end up paying a tonnage tax that is higher than
they would have under the corporate income tax. Again, this is because the
tonnage tax is not directly related to profitability.

The direct benefit of a higher after tax return to investment accrues to
the owners and shareholders of domestic shipping operators involved in U.S.
foreign trade. Owners and shareholders also benefit fromincreased certainty
and clarity with respect to a company’s future tax liabilities. U.S. consumers
also benefit indirectly in the form of lower priced traded goods. The
estimated revenue losses reported in the table above indicate a relatively
small budgetary impact from this provision.

Finally, because notional shipping income per ton decreases above the
25,000 ton threshold, the tonnage tax is more beneficial to larger vessels.

Rationale

Enacted as part of the American Jobs Creation Act of 2004 (P.L. 108-
357), the tonnage tax was intended to provide relief to U.S. based shipping
operators competing with foreign shipping operators registered in countries
with tonnage tax regimes. Examples of other countries offering a tonnage
based corporate tax include: Belgium, China, Greece, India, Ireland, and the
United Kingdom. Proponents of the provision believed U.S. shippers to be
at a disadvantage without a comparable tax subsidy. Aside from several
small technical changes made by the Gulf Opportunity Zone Act of 2005
(P.L. 109-135), the tonnage tax as enacted remains unchanged.

Assessment

The tonnage tax is intended to assist U.S. based shipping operators by
reducing the effective U.S. corporate tax to that found in other countries. By
reducing the effective tax rate, economic theory predicts a positive effect on
the number of vessels that register within the U.S. In addition, any
investment in new vessels that occurs should be expected to also increase the
number of U.S. registered ships.
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With respect to the tonnage tax’s effect on employment, Section 46 of
the United States Code (pertaining to manning requirements) generally
requires the officers of U.S. registered ships and most other crew members
to be U.S. citizens. Therefore, any increase in the number of U.S. registered
vessels that is the result of the tonnage tax could have a positive effect on
employment among corporations involved in shipping trade and business.
The net effect on aggregate employment within the U.S. economy, however,
will be determined by the amount to which the increase in shipping trade and
business employment represents new job creation.
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EXPENSING OF RESEARCH AND EXPERIMENTAL
EXPENDITURES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 4.3 4.4
2011 0.1 4.2 4.3
2012 0.1 4.4 4.5
2013 0.1 5.8 5.9
2014 0.1 6.9 7.0

Authorization

Section 174.

Description

As a general rule, business expenditures to acquire an asset with a
useful life longer than a single tax year, such as a machine tool or computer
system, must be capitalized, which means that they cannot be deducted in
full in the year when they were made or incurred. Capital costs typically are
recovered through depreciation deductions taken according to schedules
permitted under current law or through the sale of the asset.

There are a few exceptions to this general rule, however. Under section
174, a business taxpayer may deduct, as a current expense, certain research
expenditures that are paid or incurred in connection with the taxpayer's trade
or business. This treatment is available even though eligible expenditures
are likely to produce intangible assets (especially patents) with useful lives
that extend far beyond a single tax year. Alternatively, a taxpayer may treat
these expenditures as deferred expenses and amortize them on a straight-line
basis over 60 or more months, beginning in the month that benefits from the
expenditures are first realized; or amortize the expenditures over 10 years,
starting with the tax year in which they are paid or incurred. If a taxpayer
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fails to account for research expenditures using one of these methods, it
generally is required to capitalize the expenditures. A taxpayer is deemed to
have begun to realize benefits from research expenditures when the asset(s)
derived from them are first used to earn income.

In general, non-corporate taxpayers (e.g., partnerships or S
corporations) must amortize over 10 years research expenditures that were
deducted as a current expense, in computing their alternative minimum
taxable income. For tax years after 1990, this adjustment is not required for
expenses paid or incurred in the conduct of research in which a taxpayer
“materially participates.” A taxpayer may also avoid the adjustment by
choosing to amortize the expenditures over 60 or more months.

Treasury regulations define the expenditures eligible for the section
174 deduction as "research and development costs in the experimental or
laboratory sense.” The regulations also specify that eligible research
expenditures include all costs related to “the development of an
experimental or pilot model, a plant process, a product, a formula, an
invention, or similar property, and the improvement of already existing
property.”

Still, not all costs arising from research projects may be deducted under
section 174. Most notably, expenditures for the acquisition or improvement
of land or depreciable or depletable property to be used in connection with
research, do not qualify. Outlays for structures and equipment used in
research and development (R&D) must be recovered over 15 years and 3
years, respectively, using the appropriate depreciation schedules under
section 167. In addition, expenditures to determine the existence, location,
extent, or quality of mineral deposits, including oil and gas, may not be
deducted under section 174.

To prevent business taxpayers from receiving a double tax benefit for
the same research expenditures, the deduction allowed under section 174
must be reduced by the amount of any credit claimed under section 41 for
increases in qualified research expenditures. Taxpayers have the option of
taking a reduced credit equal to 65% of the credit that could be taken in lieu
of lowering their deduction of research expenditures.
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Impact

The expensing of research spending under section 174 has the effect of
deferring taxes on the returns to investment from the assets generated by this
spending. Such a deferral can yield a significant tax savings, after
adjustment for inflation, for a firm over the life of a depreciable asset. For
example, if a profitable corporation subject to a marginal corporate tax rate
of 35 percent were to spend $1 million on wages and supplies related to
R&D in the current tax year, it would reduce its tax liability by $350,000.
The value to the corporation of this reduction in taxes is the amount by
which the $350,000 exceeds the present value of the reduction in taxes
arising from the series of deductions that would be taken over the useful life
of any asset (such as a patent) generated by the $1 million in research ex-
penditures. Indeed, expensing has the effect of taxing the returns to an asset
at a marginal effective rate of zero, which is to say that it equalizes the after-
tax and pre-tax rates of return for an investment.

The main beneficiaries of the section 174 deduction are larger
manufacturing corporations primarily engaged in developing, producing, and
selling technically advanced products. As a corporate tax deduction, the
benefits of expensing any capital cost are likely to accrue mainly to upper-
income individuals (see discussion in the Introduction).

Rationale

Section 174 was enacted as part of the revision of the Internal Revenue
Code in 1954. The legislative history of the act indicates that Congress was
pursuing two related objectives in enacting section 174. One was to
encourage firms (especially smaller ones) to invest more in R&D. A second
objective was to eliminate or lessen the difficulties and uncertainties facing
business taxpayers seeking to write off research expenditures under previous
tax law.

The Tax Equity and Fiscal Responsibility Act of 1982 modified the
individual alternative minimum tax to allow individuals to amortize
research, mining exploration and development, and magazine circulation
expenses over 10 years in computing their alternative minimum taxable
income. Individuals who choose this option avoid having those expenditures
treated as a preference item.
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And the Omnibus Budget Reconciliation Act of 1989 clarified the
reasonableness requirement for the deduction of research expenditures as
current expenses under section 174. Specifically, the act specified that such
expenditures should be held to the same requirement for reasonableness that
applies to salaries and other compensation under section 162(a)(1). In
drawing this parallel, Congress was intending to prevent taxpayers from
disguising dividends, gifts, loans, or other similar payments as research
expenditures.

Assessment

No controversy has arisen over the desirability of the provision,
reflecting a broad consensus that its benefits outweigh its costs. Section 174
simplifies tax compliance and accounting for business taxpayers, mainly by
eliminating or attenuating the difficulties of identifying qualified R&D
expenditures and assigning useful lives to any assets created through these
expenditures. It can also be argued that the provision encourages more
business R&D investment than otherwise would occur by boosting after-tax
returns to such investment and increasing the cash flow of firms engaged in
qualified R&D. This effect addresses a perennial concern that firms in
general invest too little in R&D when left to their own devices, owing to the
spillover effects of R&D. There is considerable evidence that the social
returns to R&D exceed the private returns.

While these considerations may present a strong case for subsidizing
business R&D investments on economic grounds, they do not necessarily
call for the use of a tax preference like section 174. A principal shortcoming
with tax subsidies like section 174 is that they do not target the R&D
investments that are likely to generate the largest social benefits.
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TAX CREDIT FOR INCREASING RESEARCH EXPENDITURES;
THERAPEUTIC RESEARCH CREDIT

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 4.1 4.2
2011 0.1 3.1 3.2
2012 0.1 24 2.5
2013 0.1 1.9 2.0
2014 0.1 1.0 1.1

Note: $0.1 billion of the cost in each category and each year
is for the therapeutic research credit. P.L. 111-312 extends the
basic credit through 2011 at a cost of $6.0, $2.1, $0.9 and 0.8
billion respectively for FY2011-FY2014.

Authorization

Section 41, 48D.

Description

A non-refundable tax credit is allowed for qualified research
expenditures paid or incurred in carrying on the trade or business of a
taxpayer. Though often referred to as a single credit, the research credit is
the sum of four discrete credits: a regular credit, an alternative simplified
incremental credit (ASIC), a credit for basic research, and a credit for energy
research. The credit expires at the end of 2011.

The regular credit is equal to 20 percent of a business taxpayer's
qualified research expenditures for the current tax year above a base amount.
Computing this amount hinges on whether a business taxpayer is regarded
as an established or startup firm under the rules governing the use of the
credit. For an established firm, which is a firm that had taxable income and
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qualified research expenditures in at least three of the four years from 1984
to 1988, the base amount is the product of its “fixed-base percentage
(FBP)”and its average gross receipts in the past four tax years; its FBP is the
ratio of its total research expenditures to total gross receipts in that period.
Under no circumstances can the base amount fall below 50 percent of
current-year qualified research expenditures (QREs), nor can the FBP
exceed 0.16. Startup firms, which are firms whose first tax year occurred
after 1983 or had fewer than three tax years from 1984 to 1988 with both
gross receipts and QREs, are assigned an initial FBP of 0.03 during their
first five tax years in which they earn gross receipts and invest in qualified
research.

Firms had the option of claiming the AIRC instead of the regular credit.
The AIRC was equal to the sum of 3 percent of a firm’s qualified research
expenditures above 1 percent but below 1.5 percent of its average gross
receipts in the four previous years, 4 percent of its qualified research
expenditures above 1.5 percent but below 2.0 percent of the same receipts,
and 5 percent of its qualified research expenditures above 2.0 percent of the
same receipts. Under the Emergency Economic Stabilization Act of 2008
(P.L. 110-343), the AIRC was not available in 2009and it was not included
in the extension of the research creditin P.L. 111-312. In general, firms were
likely to benefit more from the AIRC than the regular credit if their qualified
research expenditures in the current tax year are slightly above their base
amounts for the regular credit.

Firms may claim the ASIC, which is equal to 12 percent of expenses
that exceed 50 percent of spending in the last three years, or 6 percent if
there are no expenditures in at least one of those years. In 2009, the
maximum rate for the ASIC rose to 14 percent.

Payments for basic research conducted by universities and non-profit
scientific research organizations are eligible for a basic research tax credit.
The credit is equal to 20 percent of such payments above a base amount,
which is equal to the sum of 1 percent of a taxpayer’s in-house and contract
research spending in the base period and any excess of its average non-basic
research contributions to qualified organizations in the base period, adjusted
for increases in the cost of living, over its contributions in the current tax
year. Research expenditures used to compute the basic research credit may
not also be used to compute the regular credit or the AIRC or ASIC.

Firms may also claim a 20 percent credit for the entire amount of
payments for contract research they make to an energy research consortium.

The definition of qualified research has been a contentious issue since
the credit first entered the tax code in July 1981. As it now stands, research
must satisfy three criteria in order to qualify for the credit. First, the
research must involve activities that can be expensed under section 174,
which is to say that the research must be “experimental” in the laboratory
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sense. Second, the research must be done to discover information that is
“technological in nature” and useful in the development of a new or
improved product, process, computer software technique, formula, or
invention that is to be sold, leased, licensed, or used by the firm performing
the research. Finally, the research must entail a process of experimentation
whose goal is the development of a product or process with a “new or
improved function, performance, or reliability or quality.”

Not all spending on qualified research qualifies for the incremental or
alternative credits. Specifically, only outlays for the following purposes can
be used to compute the credit:

(1) wages, salaries, and supplies used in research conducted in house;
(2) certain time-sharing costs for computers used in research; and

(3) 65 percent of amounts paid by the taxpayer for contract research;
the share rises to 75 percent if non-profit scientific research consortia
perform the research, and to 100 percent if the research is performed
by qualified small firms, certain universities, or federal laboratories.

The credit does not apply to expenditures for equipment and structures
used in qualified research, the fringe benefits of employees involved in this
research, and overhead costs related to research activities (e.g., rent, utility
costs, leasing fees, administrative and insurance costs, and property taxes).
Nor can it be claimed for research done after the start of commercial
production, research aimed at adapting existing products to a specific
customer’s needs, research that duplicates existing products, surveys, routine
testing, research to modify computer software for internal use, foreign
research, research funded by others, and research in the social sciences, arts,
or humanities.

If a taxpayer claims both the research tax credit and a deduction for
research expenditures under section 174, the deduction must be reduced by
the amount of the credit. This reduction, which is also referred to as a basis
adjustment, has the effect of including the credit in a firm’s taxable income,
thereby lowering the marginal effective rate of the credit. Alternatively, a
taxpayer can elect to take a reduced credit, one that is 65% of the credit it
could otherwise claim.

The credit may not be claimed for eligible expenses paid or incurred
after June 30, 1995 and before July 1, 1996, as the credit had expired for that
period and has not been renewed retroactively to cover it.

A 50 percent nonrefundable investment tax credit is available for
investments in qualifying therapeutic discovery projects. The amounts are
awarded by certificate and were $1 billion during the two-year period 2009
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through 2010. The credit is available only to companies having 250 or fewer
employees.

Impact

The credit is intended to reduce the after-tax or net cost to a business
of performing more qualified research than it would without the subsidy.
Though the statutory rate of the regular credit is 20 percent for qualified
research expenses above the base amount, the marginal effective rate is
considerably less in many cases. The reason lies in the rules governing the
computation of the credit. One such rule requires that any deduction taken
for research expenditures under section 174 be reduced by the amount of the
credit. Doing so lowers the credit’s marginal effective rate to 13 percent:
[0.20 x (1-0.35)]. Another rule stipulates that a firm’s base amount for the
credit must be equal to 50 percent or more of qualified research expenses in
the current tax year. As a result, the marginal effective rate of the credit can
fall to 6.5 percent for current-year research expenditures above twice the
base amount. This rate can be lower still when outlays for structures and
equipment, which do not qualify for the credit, account for a large share of
the total cost of an R&D investment. Further diminishing the incentive
effect of the credit are the limitations of the general business credit (GBC)
under IRC section 38; the credit is one of the numerous credits making up
the GBC. Research credits that cannot be used in the current tax year
because of the limitations may be carried back one year or forward up to 20
years.

So because of its design, the credit does not benefit all firms
undertaking increasing amounts of qualified research. For instance, it is of
no benefit to firms whose research intensity (i.e., research expenditures as
a share of gross receipts in a certain period) is declining. If the decline in
research intensity is due to faster growth in sales than research expenditures,
then the credit could conceivably operate as a minor implicit tax on sales
growth.

By contrast, in a sign that the credit may be serving its intended
purpose, it provides the largest subsidies to firms whose investment in
research and development (R&D) is rising faster than their sales revenue.

Individuals to whom the credit is properly allocated from a partnership
or subchapter S corporation may use the credit in a particular year to offset
only the tax on their taxable income derived from that business. This is to
say that owners of partnerships or S corporations cannot use research tax
credits earned by these entities to offset the tax on income from other
sources.
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The credit is claimed mostly by large C corporations, while its direct
tax benefits accrue largely to higher-income individuals (see discussion in
the introduction).

Rationale

The research tax credit has never been a permanent part of the federal
tax code. Rather, it has been extended 13 times and significantly modified
several times.

Section 41 first entered the federal tax code through the Economic
Recovery Tax Act of 1981. Under the act, the credit rate was initially set at
25 percent, there was no basis adjustment, and the base amount was equal
to average research expenditures in the previous three tax years. Such a
design was intended to serve two purposes: (1) to give U.S.-based firms a
robust incentive to invest more in R&D than they otherwise would, and (2)
to offset some of the significant costs associated with initiating or expanding
business R&D programs.

The original credit was supposed to expire at the end of 1985, to give
Congress an opportunity to evaluate its effects before deciding whether or
not to extend it. It was extended retroactively through 1988, at a reduced
rate of 20 percent, by the Tax Reform Act of 1986. The Technical and
Miscellaneous Revenue Act of 1988 extended the credit for another year and
a half and added a basis adjustment equal to 50 percent of the credit.

Additional changes were made in the credit through the Omnibus
Reconciliation Act of 1989. Specifically, the act extended the credit through
1990, allowed the base amount to increase in step with rises in gross receipts
rather than research expenditures, expanded the credit to apply to research
intended to explore future lines of business as well as to develop current
ones, and instituted a full basis adjustment.

The Omnibus Reconciliation Act of 1990 extended the credit through
the end of 1991, and the Tax Extension Act of 1991 further extended it
through June 1992. After the credit expired and remained in abeyance for
about one year, the Omnibus Budget Reconciliation Act of 1993
retroactively extended it through June 1995.

After the credit again expired and lapsed for about one year, the Small
Business Job Production Act of 1996 reinstated it retroactively to July 1,
1996 and extended it through May 31, 1997, leaving a one-year gap in
coverage that remains intact. The act also introduced a three-tiered
alternative credit and allowed 75 percent of payments to non-profit research
consortia to qualify for the credit.

The Taxpayer Relief Act of 1997 further extended the credit through
June 1998, and the omnibus budget bill passed in 1998 (P.L. 105-277)
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extended the credit through June 1999. After expiring yet again, the credit
was extended to June 30, 2004 by the Ticket to Work and Work Incentives
Improvement Act of 1999 (P.L. 106-170). In October 2004, President Bush
signed into law a tax bill (the Working Families Tax Relief Act of2004, P.L.
108-311) that included an extension of the credit through December 31,
2005.

H.R. 6111, adopted in December 2006, extended the credit through
2007, increased the alternative rates for 2007, and added the ASIC.

The Emergency Economic Stabilization Act of 2008 (P.L. 110-343)
retroactively renewed the credit through 2009. It also increased the rate for
the ASIC to 14 percent and abolished the AIRC for the 2009 tax year.

The therapeutic research credit was adopted in the Patient Protection
and Affordable Care Act of 2010, P.1. 111-148. The Tax Relief,
Unemployment Insurance Reauthorization, and Job Creation Act of 2010
(P.L. 111-312) extended the credit for two years, through 2011, but did not
extend the AIRC.

Assessment

Among economists and policymakers, it is almost taken for granted that
investment in research and development (R&D) is a major driving force
behind long-term economic growth through the multitude of useful
innovations it spawns. At the same time, there is reason to believe that
private R&D investment is, on the whole, less than optimal in economies
dominated by competitive markets. This is mainly because firms other than
the innovators can and do capture part of the economic benefits from this
investment. These leakages occur in spite of the widespread use of patents
and other forms of intellectual property protection. For example, when a
group of research scientists and engineers decides to separate from a
successful startup venture and form a company of their own to develop a
new technology that is derived from technologies developed by their former
employer, it is reasonable to attribute at least some of any returns they earn
to the R&D investments made by their former employer. Various economists
have estimated that the social returns to R&D are much larger than the
private returns. So in the absence of government support for R&D, the
private sector is likely to invest less in R&D than its potential social returns
would warrant. Public subsidies for R&D (e.g., research tax credits) can
help to remedy this market failure, improving social welfare.

Since its enactment in 1981, the research tax credit has provided over
$1 billion a year in tax subsidies for business R&D investment. The credit’s
effectiveness hinges on the sensitivity of this investment to declines in its
real after-tax cost. Available evidence suggests that in the 1980s, a decline
in this cost of one dollar was associated with an increase in business R&D
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investment of one to two dollars. Because this sensitivity may shift over
time, it is not clear whether R&D investment remains as responsive to cost
declines today.

Although the credit can be justified on economic grounds and is
thought to be cost-effective, it has been the target of several criticisms.
First, some question whether a tax subsidy is the most efficient way to
encourage increased investment in basic research; in their view, an open-
ended subsidy like the credit is not likely to target research with the greatest
social returns. Second, the lack of a clear and widely accepted definition of
the qualified research makes it possible for firms to claim the credit for
expenses that may have little or nothing to do with such research. Third, the
credit’s incentive effect may be insufficient to boost business R&D to levels
commensurate with its purported social benefits. Fourth, some critics of the
credit contend that it mostly subsidizes research that would be performed in
the absence of the credit. Finally, the credit’s lack of permanence is thought
to deter some R&D investment by compounding the uncertainty surrounding
the expected after-tax returns on prospective research projects.
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Energy

DEDUCTION OF EXPENDITURES ON ENERGY-EFFICIENT
COMMERCIAL BUILDING PROPERTY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 0.1 0.2
2011 0.1 0.1 0.2
2012 0.1 0.1 0.2
2013 0.1 0.1 0.2
2014 0.1 0.1 0.2

Authorization

Section 179D.

Description

Internal Revenue Code section (IRC §) 179D provides a formula-based
tax deduction for all or part of the cost of energy-efficient commercial
building property (i.e., certain major energy-savings improvements made to
domestic commercial buildings) placed in service after December 31, 2005
and before January 1, 2014. The maximum cost of energy-efficient
commercial building property that may be deducted in any tax year is limited
to the product of $1.80 and the square footage of the building, over
deductions claimed for energy efficient commercial building property in any
prior tax years (Code Sec. 179D(b)). In other words, the deduction is the
lesser of: (1) the cost of the energy efficient commercial building property
placed in service during the tax year or (2) the product of $1.80 and the
square footage of the building, reduced by all deductions claimed with
respect to the building in any prior tax years.

In order to qualify as “energy-efficient commercial building property,”

several criteria must be met. First, the costs must be associated with
depreciable or amortizable property that is installed in a domestic building

99)
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that is within the scope of Standard 90.1-2001 of the American Society of
Heating, Refrigerating, and Air Conditioning Engineers and the [lluminating
Engineering Society of North America (as in effect on April 2, 2003).
Second, the property in question must be installed as part of: (1) the interior
lighting system, (2) the heating, cooling, ventilation and hot water systems,
or (3) the building envelope. Third, the property must be installed pursuant
to a plan intended to reduce the total annual energy and power costs of the
building (with respect to interior lighting, heating, cooling, ventilation and
hot water supply systems) by 50% or more in comparison to a reference
building that meets the minimum requirements of Standard 90.1-2001.

Note finally, that the basis or the depreciable cost of any property
generating a deduction must be reduced by the amount deducted. Thus,
depreciation may not be claimed on any amount that is deducted under the
provision.

A qualified professional must certify that the property reduces the total
annual energy and power costs of the building’s heating, cooling,
ventilation, hot water, and interior lighting systems by 50% or more when
compared to a similar reference building that meets minimum specified
energy standards described in Standard 90.1-2001, Energy Standard for
Buildings Except Low-Rise Residential Buildings, of the American Society
of Heating, Refrigerating, and Air Conditioning Engineers and the
[luminating Engineering Society of North America. If the overall 50%
energy reduction standard is not satisfied, but improvements to one of the
three energy efficient commercial building property types described above
reduce energy usage by 16 2/3%, then the cost of the improvements to that
particular subsystem may also be deducted in the tax year placed in service,
but the deduction is limited to 60¢ per square foot of building space less
total deductions claimed in prior tax years.

The taxpayer must receive a certificate with respect to the property
before the deduction may be claimed. The required certification, which
includes a statement that the applicable energy reduction requirement has
been satisfied, must be provided by a professional engineer or contractor
who is unrelated to the taxpayer and has represented in writing to the
taxpayer that he or she has the qualifications necessary to provide the
certification. The engineer or contractor must be licensed in the jurisdiction
in which the building is located. The certification must also include a
statement that field inspections conducted after the building was placed in
service confirm that the building has met, or will meet, the energy-savings
targets. The certification must include a list identifying the components of
the interior lighting systems, heating, cooling, ventilation, and hot water
systems, and building envelope installed on or in the building, the energy
efficiency features of the building, and its projected annual energy costs.
This list may aid in the identification of the property that qualifies for the
deduction. However, the list is not required to specify the cost of the
property. This information may need to be obtained separately from the



101

contractor or a cost segregation study. The certification need not be included
with the taxpayer’s return but should be retained.

Qualification for the deduction for energy efficiency improvements to
commercial buildings also requires calculation of energy savings attributable
to the interior lighting systems, heating, cooling, ventilation, and hot water
systems, and building envelope. The energy savings calculations must be
made using IRS approved software that utilizes the performance rating
method." The energy-efficient commercial building deduction is claimed
by the person who is entitled to depreciate the property (e.g., the owner of
the building or a lessee who pays for and installs the property). Also, under
IRS regulations, if more than one taxpayer installs qualifying property on or
in the same building, the aggregate amount of deductions claimed by all
taxpayers may not exceed the limit based on square footage.'” However, in
the case of a federal, state, or local government building — in which case
the owners of such buildings are tax-exempt entities and cannot therefore
benefit from tax incentives — the person who designs the energy efficient
commercial building property may claim the deduction (IRC § 179D(d)(4)).
Improvements to a tax-exempt property (other than a government building),
such as a church, which is not depreciable, do not qualify for the deduction.
Improvements to a residential rental building qualify for the deduction if it
has four or more stories above ground level.

Impact

In general the types of commercial energy property that qualify for the
deduction are part of a businesses’ assets, and hence are depreciable in
accordance with the guidelines established by law and regulation, which
vary by type of business. Under current depreciation rules (the Modified
Accelerated Cost Recovery System), structures and structural components
— such as heating/cooling systems and lighting — are depreciated over 39
years using the straight line method. Allowing a current deduction for energy
efficient capital goods that would otherwise be depreciated over such a long
period of time — that is, allowing expensing of the costs of such property
— greatly accelerates, and increases the present value of, the deductions.
This reduces effective tax rates and would normally encourage investment.
However, given the 1) long lead time for constructing commercial buildings,

MA list of approved software programs is located on the U.S. Department of
Energy’s Web Site at:
http://www 1.eere.energy.gov/buildings/qualified software.html.

BInternal Revenue Service. Notice 2006-52, Section 2.02(2). Internal Revenue
Bulletin. June 26, 2006.
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and 2) complexity of determining the deduction, there is some question of
its effectiveness in inducing investment in qualifying property.

Rationale

This deduction was introduced by the Energy Policy Act of 2005 (P.L.
109-58), to encourage businesses to retrofit their commercial buildings with
energy conserving components and equipment. The goal was to enhance the
energy efficiency of commercial buildings. The Energy Tax Act of 1978
(P.L. 96-518) provided for a 10 percent investment tax credit for certain
categories of property that conserved energy in industrial processes, which
generally applied to the manufacturing and agricultural sectors. These types
of property — there were actually 13 categories — were called specially
defined energy property, but none included property for conserving energy
in commercial buildings. These credits generally expired at the end of 1982.
The Tax Relief and Health Care Act of 2006 (P.L. 109-432) extended this
deduction by one year. The Emergency Economic Stabilization Act of 2008
(P.L. 110-343) extended it through December 31, 2013.

Assessment

Commercial buildings include a wide variety of building types — such
as offices, hospitals, schools, police stations, places of worship, warehouses,
hotels, barber shops, libraries, and shopping malls. These different
commercial activities all have unique energy needs but, as a whole,
commercial buildings use more than half their energy for heating and
lighting. Electricity and natural gas are the most common energy sources
used in commercial buildings, accounting for 90 percent of total commercial
sector energy use. The commercial sector in the United States uses almost
as much energy as the residential sector but has not generally been the target
of energy conservation incentives. As noted above, the (now expired) energy
tax credits of 1978 targeted the industrial energy sector.

The business profit maximizing (and cost minimizing) objective is
generally sufficient to promote an economically efficient level of investment
in energy-saving capital when the rate of return on such investments is above
the opportunity cost. From an economic perspective, allowing special tax
benefits for certain types of investment or consumption can result in a
misallocation of resources. There are, however, cases where the market
outcome may result in an underinvestment in commercial building energy
efficiency. Specifically, if consumption of energy results in negative effects
on society, such as pollution, the deduction under IRC § 179D might be
justified . In general, however, it would be more economically efficient to
directly tax energy fuels than to subsidize a particular method of achieving
conservation.
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The commercial sector may underinvest in energy efficiency in cases
where the person choosing the energy equipment for the building is not the
same as the person paying the energy bills. In the case where building
owners are not responsible for energy bills, building owners may install less
efficient building components to minimize up-front capital costs, since the
owner does not realize the energy savings directly. If, however, the building
owner is able to recoup the higher installation costs associated with energy-
efficient building components through higher rents, the market should
determine the economically efficient level of investment in commercial
building energy efficiency.

There may be a market failure in tenant-occupied homes, if the tenant
pays for electricity while the landlord makes choices regarding the
building’s energy efficiency. In rental housing, the tenant and the landlord
lack strong financial incentives to invest in energy conservation equipment
and materials, even when the benefits clearly outweigh the costs, because the
benefits from such conservation may not entirely accrue to the party
undertaking the energy-saving expenditure and effort.

Tenants oftentimes lack the economic incentive to improve the energy
efficiency of a residence that does not belong to them. Tenants might make
energy-efficiency improvements if the rate of return (or payback) is
sufficiently large, but most tenants do not occupy rental housing long
enough to reap the full benefits of the energy conservation investments. Part
of the problem is also that it is not always easy to calculate the energy
savings potential (hence rates of return) from the various retrofitting
investments. Landlords may not be able to control the energy consumption
habits of renters to sufficiently recover the full cost of the energy
conservation expenditures, regardless of whether the units are individually
metered. If the units are individually metered, then the landlord would
generally not undertake such investments since all the benefits therefrom
would accrue to the renters, unless a landlord could charge higher rents on
apartments with lower utility costs. If the units are not individually metered,
but under centralized control, the benefits of conservation measures may
accrue largely to the landlord, but even here the tenants may have sufficient
control over energy use to subvert the accrual of any gains to the landlord.
Tenants tend to engage in less energy conservation when utility bills are paid
by landlords. In such cases, from the landlord’s perspective, it may be easier
and cheaper to forgo the conservation investments and simply pass on
energy costs as part of the rents. Individual metering can be quite costly, and
while it may reduce some of the distortions, it is not likely to completely
eliminate them, because even if the landlord can charge higher rents, he may
not be able to recover the costs of energy conservation efforts or
investments.

These market failures may lead to underinvestment in conservation
measures in rental housing and provide the economic rationale for gross
income exclusion under Internal Revenue Code (IRC) §136, as discussed
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elsewhere in this compendium. Without such explicit exclusion, such
subsidies would be treated as gross income and subject to tax. This
exclusion, however, applies both to owner-occupied and to rental housing.
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DEPRECIATION RECOVERY PERIODS FOR SPECIFIC
ENERGY PROPERTY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 " 0.5 0.5
2011 " 0.6 0.6
2012 " 0.6 0.6
2013 " 0.6 0.6
2014 @) 0.6 0.6

(") Positive tax expenditure of less than $50 million.

Authorization

Section 168(e).

Description

Under the Modified Accelerated Cost Recovery System (MACRS), the
cost of tangible depreciable property (capital goods) placed in service after
1986 is recovered using (1) the applicable depreciation method, (2) the
applicable recovery period, and the applicable convention. The recovery
period for certain renewable energy equipment, including solar, wind,
geothermal, fuel cell, combined heat and power (CHP), and microturbine
property is 5 years. Renewable energy generation property that is part of a
“small electric power facility” and certain biomass property is also
recovered over 5 years. Natural gas gathering lines are treated as 7-year
property if the original use commences with the taxpayer after April 11,
2005. A qualified smart meter or qualified smart electric grid system (which
are essentially energy monitoring and management devices) is recovered
over 10 years. Certain electric transmission property and natural gas
distribution lines originally placed in service after April 11, 2005, is
MACRS property recovered over 15 years.

(107)
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As is discussed elsewhere in this compendium, businesses may be eligible
for an investment tax credit (ITC) for qualified investments in renewables
or a production tax credit (PTC) for electricity production using a renewable
resource.

Impact

A more beneficial depreciation method produces a tax subsidy that can
be measured in different ways. One way is to express it as a percentage
reduction in the cost. Based on a 5% real rate of return and a 2% inflation
rate, the present value of 5, 10, 15, and 20-year depreciation per dollar of
investment is, respectively $0.87, $0.77, $0.64, and $0. 57. The differences
between the 5, 10, and 15 year periods and the 20-year period is the
difference between values multiplied by the tax rate. Using a 35% tax rate,
these depreciation periods confer a reduction in the cost of acquiring the
property of 11% for 5-year property, 7% for 10-year property, and 3% for
15 year property. The benefits can also be expressed as effective tax rates
(the difference between the pre-tax required return on the investment and the
after tax return). Assuming an economic depreciation rate of 3% and an
equity financed investment, the effective tax rate using a 20-year life is 27%;
for a 5-year life it is 10%, for a 10-year life, 17%, and for a 15 year life,
23%. Other types of subsidies in the tax law, such as the ITC and PTC,
would further reduce effective tax rates, and could produce negative tax
rates (net subsidies) or even negative investment returns before tax
subsidies.

Rationale

The Tax Reform Act of 1986 (P.L. 99-514) assigned a 5-year recovery
period to solar, wind, geothermal and ocean thermal, and biomass property
that is part of a small electric power facility. This assignment was part of a
major depreciation revision, and no specific justification for this change was
provided, although it was presumably to encourage alternative energy
sources that are less polluting than conventional fuels. The Energy Policy
Act of 2005 (P.L. 109-58) reduced the recovery period for certain electric
transmission property and natural gas distribution lines from 20 years to 15
years; no specific rationale was provided. The Emergency Economic
Stabilization Act of2008 (P.L. 110-343) shortened the depreciationrecovery
period for smart electric meters and smart electric grid equipment from 20
years to 10 years.
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Assessment

Economic theory suggests that capital investments should be treated in
a neutral fashion to maximize economic efficiency. Permanent investment
subsidies, such as accelerated depreciation, may distort the allocation of
capital in the long run. Some justifications may exist for favoring renewable
energy resources on environmental grounds. Negative external costs
associated with conventional fossil fuels, such as pollution, might justify
favoring alternative energy resources. Economic efficiency may be enhanced
by taxing energy sources believed to impose negative external costs, rather
than subsidizing renewable alternatives.
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EXCEPTION FOR PUBLICLY TRADED PARTNERSHIPS WITH
QUALIFIED INCOME DERIVED FROM CERTAIN ENERGY
RELATED ACTIVITIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.5 - 0.5
2011 0.5 - 0.5
2012 0.6 - 0.6
2013 0.6 - 0.6
2014 0.7 - 0.7
Authorization
Section 7704.
Description

Code Sec. 7704, with a noteworthy exception, generally treats a
publicly traded partnership (PTP) as a corporation for federal income tax
purposes. For this purpose, a PTP is any partnership that is traded on an
established securities market or secondary market.

A notable exception to Sec. 7704 occurs if 90 percent of the gross
income of a PTP is passive-type income, such as interest, dividends, real
property rents, gains from the disposition of real property, and similar
income or gains. In these cases, the PTP is exempt from corporate level
taxation, thus allowing it to claim pass-through status for tax purposes.

Qualifying income includes interest, dividends, real property rents, gain
from the disposition of real property, income and gains from certain natural
resource activities, gain from the disposition of a capital asset (e.g., selling
stock), or certain property held for the production of income, as well as
certain income and gains from commodities. In addition, gains related to the
marketing of certain alternative fuels are treated as qualifying income for
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publicly traded partnerships. Qualifying income does not include income
derived from the production of power, or trading and investment activity.

Impact

In general, publicly traded partnerships favor the owners of publicly
traded partnerships whose main source of qualifying income is from energy
related activities. In contrastto an otherwise similar corporation, the owners
of such a publicly traded partnership are not subject to a corporate level tax.
In addition, the owners of PTPs benefit from deferral of income distributed
by the PTP.

Rationale

The rules generally treating publicly traded partnerships as corporations
were enacted by the Revenue Act of 1987 (P.L. 100-203) to address concern
about erosion of the corporate tax base through the use of partnerships.
Congress’s concern was that growth in PTPs signified that activities that
would otherwise be conducted by corporations, and subject to both corporate
and shareholder level taxation, were being done by PTPs for purely tax
reasons — eroding the corporate tax base.

The Technical and Miscellaneous Revenue Actof 1988 (P.L. 100-647)
clarified the definition of qualified income to include income from the
transport of oil and gas and from depletable natural resources. Income from
the marketing of oil and gas to retail customers was excluded from qualified
income. The Emergency Economic Stabilization Actof 2008 (P.L. 110-343)
expands the definition of qualified income to include income or gains from
the transport or storage of certain biofuels.

Assessment

The fundamental issue, from a matter of tax policy, is whether some
PTPs should be exempt from corporate level taxation, based upon the nature
and type of their income. In general, Congress has enacted rules that limit
the ability of untaxed entities to publicly trade their interests and/or restrict
the entities activities. Thus, the exemption of some PTPs from corporate
level taxes may be seen as a departure from general Congressional intent
concerning passthrough entities. Others would argue that the types of
qualifying income listed in statute are sufficient justification for the
passthrough treatment.



113

Selected Bibliography

Fields, Deborah, Holly Belanger, Robert Swiech, and Eric Lee,
“Triangles in a World of Squares: A Primer on Significant U.S. Federal
Income Tax Issues for Natural Resources Publicly Traded Partnerships,”
Taxes—The Tax Magazine, Commerce Clearing House, December 2009, pp.
21-34.

Gentry, William M., “Taxes, Financial Decisions and Organizational
Form: Evidence from Publicly Traded Partnerships,” Journal of Public
Economics, vol. 53, no. 2, (1994), pp.223-244.

Marples, Donald J. Taxation of Private Equity and Hedge Fund
Partnerships: Characterization of Carried Interest. Library of Congress,
Congressional Research Service Report RS22717. Washington, DC: June
3,2010.

Martin, John D., and John W. Kensinger, “Valuation Effects of Rollout
Publicly Traded Partnerships in the Oil and Gas Industry,” Managerial and
Decision Economics, vol. 11, no. 3, (1990), pp. 143-153.

National Association of Publicly Traded Partnerships, “Facts &
Answers about Publicly Traded Partnerships,” 2010, 4 p.

Schisler, Dan L. and James M. Lukawitz. “The Impact of the Omnibus
Budget Reconciliation Act of 1987 on Shareholders of Publicly Traded
Partnerships,” Advances in Taxation, vol. 7, (1995), pp.141-159.

U.S. Congress, House Committee on the Budget, Omnibus Budget
Reconciliation Act of 1987, 100" Congress, 1* Session., October 26, 1987
(Washington, GPO, 1987).

U.S. Congress, Joint Committee on Taxation, Present Law and
Analysis Relating to Tax Treatment of Partnership Carried Interest and
Related Issues, Part I, JCX-62-07, 110" Congress, 1* Session. (Washington,
GPO, 1987).






Energy

EXCESS OF PERCENTAGE OVER COST DEPLETION:
OIL, GAS, AND OTHER FUELS

Estimated Revenue Loss
[In billions of dollars]
Individuals Corporations Total

Fiscal year ~Oil and Other Oil and Other Oil and Other
Gas Fuels Gas Fuels Gas Fuels

2010 " () 05 02 05 02
2011 " () 08 02 08 02
2012 " () 09 02 09 02
2013 " ¢y 09 02 09 02
2014 " () 10 02 10 02

(") Positive tax expenditure of less than $50 million.
Note: Extension of the net income limitation suspension in P.L. 111-
312 increased the expenditure by $0.2 billion in FY2011 and less
than $50 million in FY2012.

Authorization

Sections 611, 612, 613, 613A, and 291.

Description

Firms that extract oil, gas, or other minerals are permitted a deduction
to recover their capital investment in a mineral reserve, which depreciates
due to the physical and economic depletion or exhaustion as the mineral is
recovered (section 611). Depletion, like depreciation, is a form of capital
recovery: An asset, the mineral reserve itself, is being expended in order to
produce income. Under an income tax, such costs are deductible.

There are two methods of calculating this deduction: cost depletion and
percentage depletion. Cost depletion allows for the recovery of the actual
capital investment — the costs of discovering, purchasing, and developing
a mineral reserve — over the period during which the reserve produces
income. Each year, the taxpayer deducts a portion of the adjusted basis
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(original capital investment less previous deductions) equal to the fraction
of'the estimated remaining recoverable reserves that have been extracted and
sold. Under this method, the total deductions cannot exceed the original
capital investment.

Under percentage depletion, the deduction for recovery of capital
investment is a fixed percentage of the “gross income” — i.e., revenue —
from the sale of the mineral. Under this method, total deductions typically
exceed, despite the limitations, the capital invested to acquire and develop
the reserve.

Section 613 states that mineral producers must claim the higher of cost
or percentage depletion. The percentage depletion rate for oil and gas is 15%
and is limited to average daily production of 1,000 barrels of oil, or its
equivalent in gas, and only for wells located in the United States. For
producers of both oil and gas, the limit applies on a combined basis. For
example, an oil producing company with 2006 oil production of 100,000
barrels, and natural gas production of 1.2 billion cubic feet (the equivalent
of 200,000 barrels of oil) has average daily production of 821.92 barrels
(300,000 + 365 days). Percentage depletion is not available to integrated
major oil companies — it is available only for independent producers and
royalty owners. An independent producer is one that does not have refinery
operations that refine more than 75,000 barrels of oil per day, and does not
have retail oil and gas operations grossing more than $5 million per year.
Beginning in 1990, the percentage depletion rate on production from
marginal wells — oil from stripper wells (those producing no more than 15
barrels per day, on average), and heavy oil — was raised. This rate starts at
15% and increases by one percentage point for each whole $1 that the
reference price of oil for the previous calendar year is less than $20 per
barrel (subject to a maximum rate of 25%). This higher rate is also limited
to independent producers and royalty owners, and for up to 1,000 barrels,
determined as before on a combined basis (including non-marginal
production). However, for 2009, high market crude oil prices limited the
percentage depletion rate to 15%. Small independents operate about
400,000 (320,0000) small stripper wells in about 28 states, which produce
about 800,000 barrels of marginal oil/day (1.7 trillion cubic feet of annual
gas production), about 20% (9%) of domestic lower 48 production.

Percentage depletion is limited to 65% of the taxable income from all
properties for each producer. However, for tax years beginning after
December 31, 2008 and before January 1, 2010, this limitation is suspended
for marginal properties. A second limitation is the 100% net-income
limitation, which applies to each individual property rather than to all the
properties. From 1998-2011, the 100% net-income limitation was also
suspended for marginal production. Since 1990, transferred properties have
been eligible for percentage depletion. The difference between percentage
depletion and cost depletion is considered a subsidy. It was once a tax
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preference item for purposes of the alternative minimum tax, but this was
repealed by the Energy Policy Act of 1992 (P.L. 102-486).

The percentage depletion allowance is available for many other types
of fuel minerals, at rates ranging from 10% (coal, lignite) to 22% (uranium).
The rate for regulated natural gas and gas sold under a fixed contract is 22%;
the rate for geo-pressurized methane gas is 10%. Oil shale and geothermal
deposits qualify for a 15% allowance. The net-income limitation to
percentage depletion for coal and other fuels is 50%, as compared to 100%
for oil and gas. Under code section 291, percentage depletion on coal mined
by corporations is reduced by 20% of the excess of percentage over cost
depletion.

Impact

Historically, generous depletion allowances and other tax benefits
reduced effective tax rates in the fuel minerals industry significantly below
tax rates on other industries, which provided additional incentives to
increase investment, exploration, and output, especially of oil and gas. Oil
and gas output, for example, rose from 16% of total U.S. energy production
in 1920 to 71.1% in 1970 (the peak year).

The combination of this subsidy and the deduction of intangible drilling
and other costs (see previous entry) represented a significant boon to mineral
producers who were eligible for both. The deduction of intangible drilling
costs allows up to three-quarters of the original investment to be “written
off” immediately, and under the percentage depletion allowance a portion
of gross revenues can be written off for the life of the investment. It was
possible for cumulative depletion allowances to total many times the amount
of the original investment.

The 1975 repeal of percentage depletion for the major integrated oil
companies, and declining oil production, means that the value of this tax
subsidy has been greatly reduced in the last 30 years. The reduction in the
depletion allowance to 15% in 1984 means that independent producers
benefit from it much less than they used to, although independents have
increased their share of total output, and they qualify for the higher depletion
rate on marginal production. Most recently, high oil and gas prices may have
raised somewhat the subsidy value of percentage depletion to the
independents. In addition, cutbacks in other tax benefits and additional
excise taxes have raised effective tax rates in the mineral industries,
although independent oil and gas producers continue to be favored.
However, the exemption for working interests in oil and gas from the
passive loss limitation rules still creates opportunities for tax shelters in oil
and gas investments. This rule allows losses incurred from exploring for and
producing oil and gas to offset ordinary non-oil and gas income.
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Undoubtedly, these cutbacks in percentage depletion contributed to the
decline in domestic oil production, which peaked in 1970 and recently
dropped to a 30-year low. Percentage depletion for other mineral deposits
was unaffected by the 1975 legislation. Nevertheless, in an average year
more than half the percent revenue loss is a result of oil and gas depletion.
The value of this expenditure to the taxpayer is the amount of tax savings
that results from using the percentage depletion method instead of the cost
depletion method.

Percentage depletion has little, if any, effect on oil prices, which are
determined by supply and demand in the world oil market. However, it may
encourage higher prices for drilling and mining rights.

Rationale

Provisions for a mineral depletion allowance based on the value of a
mine were made under a 1912 Treasury Department regulation (T.D. 1742)
but were never implemented. A court case resulted in the enactment, as part
of the Tariff Act of 1913, of a “reasonable allowance for depletion” not to
exceed 5% of the value of mineral output. Treasury regulation No. 33
limited total deductions to the original capital investment.

This system was in effect from 1913 to 1918, although in the Revenue
Act of 1916, depletion was restricted to no more than the total value of
output, and in the aggregate no more than capital originally invested or fair
market value on March 1, 1913 (the latter so that appreciation occurring
before enactment of income taxes would not be taxed).

The 1916 depletion law marked the first time that the tax laws
mentioned oil and gas specifically. On the grounds that the newer
discoveries that contributed to the war effort were treated less favorably,
discovery value depletion was enacted in 1918. Discovery depletion, which
was in effect through 1926, allowed deductions in excess of capital
investment because it was based on the market value of the deposit after
discovery. Congress viewed oil and gas as a strategic mineral, essential to
national security, and wanted to stimulate the wartime supply of oil and gas,
compensate producers for the high risks of prospecting, and relieve the tax
burdens of small-scale producers.

In 1921, because of concern with the size of the allowances, discovery
depletion was limited to net income; it was further limited to 50% of net
income in 1924. Due to the administrative complexity and arbitrariness of
the method, and due to its tendency to establish high discovery values, which
tended to overstate depletion deductions, discovery value depletion was
replaced in 1926 by the percentage depletion allowance, at the rate of
27.5%.
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In 1932, percentage depletion was extended to coal and most other
minerals. In 1950, President Truman recommended that the depletion rate
be reduced to 15%, but Congress disagreed. In 1969, the top depletion rates
were reduced from 27.5% to 22%, and in 1970 the allowance was made
subject to the minimum tax.

The Tax Reduction Act of 1975 eliminated the percentage depletion
allowance for major oil and gas companies and reduced the rate for
independents to 15% for 1984 and beyond. This was in response to the Arab
oil embargo of 1973-74, which caused oil prices to rise sharply. The
continuation of percentage depletion for independents was justified by
Congress on the grounds that independents had more difficulty in raising
capital than the major integrated oil companies, that their profits were
smaller, and that they could not compete with the majors.

The Tax Equity and Fiscal Responsibility Act of 1982 limited the
allowance for coal and iron ore. The Tax Reform Act of 1986 denied
percentage depletion for lease bonuses, advance royalties, or other payments
unrelated to actual oil and gas production.

The Omnibus Budget and Reconciliation Act of 1990 introduced the
higher depletion rates on marginal production, raised the net income
limitation from 50% to 100%, and made the allowance available to
transferred properties. These liberalizations were based on energy security
arguments. The Energy Policy Act of 1992 repealed the minimum tax on
percentage depletion. The Taxpayer Relief Act of 1997 suspended the 100%
taxable income limitation for marginal wells for two years, and further
extensions were made by the Ticket to Work and Work Incentives
Improvement Act of 1999 and the Job Creation and Worker Assistance Act
of 2002. The Working Families Tax Relief Act of 2004 retroactively
suspended the 100% net-income limitation through December 31,2005. The
Energy Policy Act of 2005 (P.L. 109-58) increased the per-day limitation on
refining, for purposes of determining who is an independent producer, from
50,000 barrels per day to 75,000 barrels per day. The Tax Relief and Health
Care Act of 2006 (P.L. 109-432) extended the suspension of the 100% net-
income limitation through 2007. The Emergency Economic Stabilization
Act of 2008 (P.L. 110-343) extended the 100% net-income limitation for
marginal properties by one year, beginning on January 1, 2008. The Tax
Relief, Unemployment Reauthorization, and Job Creation Act of 2010 (P.L.
111-312) extended the suspension of the 100% net-income limitation for
marginal properties for an additional two years, through December 31,2011.

Assessment
Standard accounting and economic principles state that the appropriate

method of capital recovery in the mineral industry is cost depletion adjusted
for inflation. The percentage depletion allowance permits independent oil
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and gas producers, and other mineral producers, to continue to claim a
deduction even after all the investment costs of acquiring and developing the
property have been recovered. Thus it is a mineral production subsidy rather
than an investment subsidy.

Tax provisions that encourage investment in a specific industry may be
justified in cases where they address a positive externality associated with
either production or consumption of certain goods. For example, oil and
natural gas prices do not reflect the environmental harm caused by the
release of greenhouse gases in the atmosphere associated with oil and gas
production and consumption. However, the percentage depletion tax subsidy
for oil and gas production work against the goal of reducing the negative
externalities associated with oil and gas production.

As a production subsidy, however, percentage depletion is
economically inefficient. It incorrectly measures the income of qualifying
independent oil and gas producers, and it encourages excessive development
of existing properties — the source of the depletion benefit — over
exploration for new ones, which will not produce a flow of depletion
benefits until actual output results. This tax treatment contrasts with capital
subsidies, such as accelerated depreciation for non-mineral assets. Although
accelerated depreciation may lower effective tax rates by speeding up tax
benefits, these assets cannot be used for depreciation deductions in excess
of investment.

Percentage depletion for oil and gas subsidizes independent
producers that are primarily engaged in exploration and production. To
the extent that it stimulates oil production, it reduces dependence on
imported oil in the short run, but it contributes to a faster depletion of the
Nation’s resources in the long run, which may increase long-term oil
import dependence. Arguments have been made over the years to justify
percentage depletion on grounds of unusual risks, the distortions in the
corporate income tax, national security, uniqueness of oil as a
commodity, the industry’s lack of access to capital, and protection of
small producers.

Volatile oil prices make oil and gas investments more risky, but this
would not necessarily justify percentage depletion or other tax subsidies.
The corporate income tax does have efficiency distortions, but from an
economic perspective income tax integration may be a more appropriate
policy to address this problem.

To address national security concerns, one alternative is an oil
stockpile program such as the Strategic Petroleum Reserve.
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EXCLUSION OF ENERGY CONSERVATION SUBSIDIES
PROVIDED BY PUBLIC UTILITIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 " - "
2011 " - "
2012 @) - @)
2013 " - "
2014 @) - @)

(") Positive tax expenditure of less than $50 million.

Authorization

Section 136.

Description

In general, this provision allows a customer to deduct from their gross
income the value of any subsidy provided (directly or indirectly) by a public
utility for the purchase or installation of any energy conservation measure.
An energy conservation measure is any installation or modification primarily
designed to reduce consumption of electricity or natural gas or to improve
the management of energy demand with respect to a dwelling unit. To the
extent that an energy conservation expenditure qualifies for this exclusion,
the taxpayer cannot claim any other tax benefits on the same expenditure.

Impact
The exclusion of these energy subsidies from gross income reduces the
total cost of energy-efficient devices provided under programs sponsored by

public utilities to conserve energy. Absent this provision, the value of any
rebates or other incentives provided by the utility could be included in the
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taxpayer’s gross income and subject to taxation. The tax savings generated
by this provision depend on the marginal tax rate of the taxpayer. This tax
provision is applicable to dwelling units such as houses, apartments,
condominiums, mobile homes, boats, or similar properties.

Rationale

An exclusion for residential customers had originally been enacted as
part of the National Energy Conservation Policy Act of 1978 (P.L. 95-619).
This exclusion was amended by Title V of the Energy Security Act of 1980
(P.L. 96-294), and then expired in mid-1989. The current provision was
adopted as part of the Energy Policy Act of 1992 (P.L. 102-486), to
encourage residential and business customers of public utilities to participate
in energy conservation programs sponsored by the utility. The goal was to
enhance the energy efficiency of dwelling units and encourage energy
conservation in residential and commercial buildings. The Small Business
Job Protection Act of 1996 (P.L. 104-188) repealed the exclusion with
respect to business property, effective on January 1, 1997 (unless a binding
contract was in effect on September 13, 1995). The 1996 amendments also
dropped a part of section 136 that allowed the exclusion to apply to
industrial energy conservation devices and technologies.

Assessment

Utilities sometimes use rebates and other incentives to induce their
customers to invest in more energy efficient heating and cooling equipment,
and other energy-saving devices. Such a program might be justified on the
grounds of conservation, if consumption of energy resulted in negative
effects on society, such as pollution. In general, however, it would be more
efficient to directly tax energy fuels than to subsidize a particular method of
achieving conservation. From an economic perspective, allowing special tax
benefits for certain types of investment or consumption results in a
misallocation of resources.

In rental housing, the tenant and the landlord lack strong financial
incentives to invest in energy conservation equipment and materials because
the benefits from such conservation may not entirely accrue to the party
undertaking the cost of the energy-saving expenditure and effort. Tenants
do not generally have motivation to improve the energy efficiency of a
residence that does not belong to them unless the rate of return (or payback)
is sufficiently large. However, most tenants do not occupy rental housing
long enough to reap the full benefits of the energy conservation investments.
Alternatively, landlords may not be able to control the energy consumption
habits of renters to sufficiently recover the full cost of the energy
conservation expenditures.
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If the units are individually metered and the tenant pays for electricity
separately, the landlord may not undertake energy conservation investments
since all the benefits would accrue to the renters unless higher rents could
be charged on apartments with lower utility costs. If the units are under
centralized control (rather than individually metered), the benefits of
conservation measures may accrue largely to the landlord, but even here the
tenants may have sufficient control over energy use to subvert the accrual of
any gains to the landlord. In such cases, from the landlord’s perspective, it
may be easier and cheaper to forgo the conservation investments and simply
pass on energy costs as part of the rents. Individual metering can be quite
costly, and while it may reduce some of the distortions, it is not likely to
completely eliminate them. Even if the landlord can charge higher rents, he
may not be able to recover the costs of energy conservation efforts or
investments.

These market failures may lead to underinvestment in conservation
measures in rental housing and provide the economic rationale for this
provision. Without such explicit exclusion, such subsidies would be treated
as gross income and subject to tax. This exclusion, however, applies both
to owner-occupied and to rental housing.
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EXPENSING OF EXPLORATION AND DEVELOPMENT COSTS;
AMORTIZATION OF GEOLOGICAL AND GEOPHYSICAL
COSTS: OIL, GAS, AND OTHER FUELS

Estimated Revenue Loss
[In billions of dollars]
Individuals Corporations Total

Fiscal year Oil and Other Oil and Other Oil and Other
Gas  Fuels Gas Fuels Gas Fuels

2010 ") M 08 () 08 ()
2011 " M 08 () 08 ()
2012 " B 10 M 1.0 ()
2013 " O O R S NG
2014 " OO S G

(") Positive tax expenditure of less than $50 million.

Authorization

Section 263(c¢), 291, 616-617, 57(a)(2), 59(e) and 1254.

Description

Firms engaged in the exploration and development of oil, gas, or
geothermal properties have the option of expensing (deducting in the year
paid or incurred) rather than capitalizing (i.e., recovering such costs through
depletion or depreciation) certain intangible drilling and development costs
(IDCs). Expensing is an exception to general tax rules that provide for the
capitalization of costs related to generating income from capital assets. In
lieu of expensing, firms have the option of amortizing IDCs in equal
amounts over a five-year period. This option may reduce or eliminate the
alternative minimum tax on the IDCs, which, as discussed below, is a tax
preference item.

IDCs are amounts paid by the operator for fuel, labor, repairs to drilling
equipment, materials, hauling, and supplies. They are expenditures incident
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to and necessary for the drilling of wells and preparing a site for the
production of oil, gas, or geothermal energy. IDCs include the cost to
operators of any drilling or development work done by contractors under any
form of contract, including a turnkey contract. Amounts paid for casings,
valves, pipelines, and other tangible equipment that have a salvage value are
capital expenditures and they cannot be expensed; they are recovered
through depreciation. (And as discussed in the subsequent entry on
percentage depletion, amounts expended to purchase a property are depleted
using either percentage or cost depletion.) Geological and geophysical
(G&G) costs — exploratory costs associated with determining the precise
location and potential size of a mineral deposit — are amortized by
independents over two years and by major integrated oil companies over
seven years.

The option to expense IDCs applies to domestic properties, which
include certain off-shore wells (essentially those within the exclusive
economic zone of the United States), including generally offshore platforms
subject to certain restrictions. Except for IDCs incurred in the North Sea,
IDCs on foreign properties must be either amortized (deducted in equal
amounts) over 10 years or added to the adjusted cost basis and recovered
through cost depletion. An integrated oil company, generally a large
producer that also has refining and marketing operations, can expense only
70% of the IDCs — the remaining 30% must be amortized over a five-year
period. Dry hole costs for either domestic or foreign properties may be
expensed or capitalized at the discretion of the taxpayer.

For integrated producers, the excess of expensed IDCs over the
amortizable value (over a 10-year period) is a tax preference item that is
subject to the alternative minimum tax to the extent that it exceeds 65% of
the net income from the property. Independent (non-integrated) producers
include only 60% of their IDCs as a tax preference item. As noted above,
instead of expensing, a taxpayer may choose to amortize IDCs over a five-
year period and avoid the alternative minimum tax. The amortization
claimed under IRC section 59(e) is not considered a tax preference item for
alternative minimum tax purposes. Prior to 1993, an independent producer’s
intangible drilling costs were subject to the alternative minimum tax, and
they were allowed a special “energy deduction” for 100% of certain IDCs,
subject to some limitations. If an operator has elected to amortize IDCs on
a well that proves later to be a dry hole, the operator may deduct such costs
as an ordinary loss. The taxpayer is not required to include these costs as an
IDC tax preference item in computing alternative minimum tax. If a property
is disposed of prior to its exhaustion, any expensed IDCs are recaptured as
ordinary income.
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Impact

IDCs and other intangible exploration and development costs represent
a major portion of the costs of finding and developing a mineral reserve. In
the case of oil and gas, which historically accounted for 99% of the revenue
loss from this provision, IDCs typically account for about 66% of the total
exploration and development costs — the cost of creating a mineral asset.

Historically, expensing of IDCs was a major tax subsidy for the oil and
gas industry, and, combined with other tax subsidies such as the depletion
allowance, reduced effective tax rates significantly below tax rates on other
industries. These subsidies provided incentives to increase investment,
exploration, and output, especially of oil and gas. Oil and gas output, for
example, rose from 16% of total U.S. energy production in 1920 to 71.1%
in 1970 (the peak year). Coupled with reductions in corporate income tax
rates, increased limits on expensing, and the alternative minimum tax, the
value of this subsidy has declined over time. And, since the early 1970s,
domestic crude oil production has fallen substantially. However, the subsidy
still keeps effective marginal tax rates on oil and gas (especially for
independent producers) somewhat below the marginal effective tax rates on
other industries in most cases.

Unlike percentage depletion, which may only be claimed by
independent producers, this tax expenditure is shared by both independents
and by the integrated oil and gas producers. However, independent oil
producers, many of which are large, drill 80-90% of the wells and undertake
the bulk of the expenditures for exploration and development, thus receiving
the bulk of the benefits from this tax expenditure. The at-risk, recapture, and
minimum tax restrictions that have since been placed on the use of the
provision have primarily limited the ability of high-income taxpayers to
shelter their income from taxation through investment in mineral
exploration. However, the exemption for working interests in oil and gas
from the passive loss limitation rules still creates opportunities for tax
shelters in oil and gas investments.

Rationale

Expensing of IDCs was originally established in a 1916 Treasury
regulation (T.D. 45, article 223), with the rationale that such costs were
ordinary operating expenses.

In 1931, a court ruled that IDCs were capital costs, but permitted
expensing, arguing that the 15-year precedent gave the regulation the force
of astatute. In 1942, Treasury recommended that expensing be repealed, but
Congress did not take action. A 1945 court decision invalidated expensing,
but Congress endorsed it (on the basis that it reduced uncertainty and
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stimulated exploration of a strategic mineral) and codified it as section
263(c) in 1954. Continuation of expensing has been based on the perceived
need to stimulate exploratory drilling, which can increase domestic oil and
gas reserves, and (eventually) production, reduce imported petroleum, and
enhance energy security. However, none of the four economic rationales for
intervention in the energy markets (the market failures rationales) justify
expensing treatment of IDCs.

The Tax Reform Act of 1976 added expensing of IDCs as a tax
preference item subject to the minimum tax. Expensing of IDCs for
geothermal wells was added by the Energy Tax Act of 1978. The Tax
Equity and Fiscal Responsibility Act of 1982 limited expensing for
integrated oil companies to 85%; the remaining 15% of IDCs had to be
amortized over 3 years.

The Deficit Reduction Act of 1984 limited expensing for integrated
producers to 80% of IDCs. The Tax Reform Act of 1986 established uniform
capitalization rules for the depreciation of property, but IDCs (as well as
mine development and other exploration costs) are exempt from those rules.
The Tax Reform Act further limited expensing for integrated producers to
70% of costs, and also repealed expensing of foreign properties.

In 1990, a special energy deduction was introduced, against the
alternative minimum tax, for a portion of the IDCs and other oil and gas
industry tax preference items. For independent producers, the Energy Policy
Act of 1992 limited the amount of IDCs subject to the alternative minimum
tax to 60% (70% after 1993) and suspended the special energy deduction
through 1998. The Energy Policy Act of 2005 (P.L. 109-58) included a
provision to amortize geological and geophysical (G&G) costs over two
years. The Tax Increase Prevention and Reconciliation Act of 2006 (P.L.
109-222) raised the amortization period for geological and geophysical costs
to five years for major integrated oil companies. The Energy Independence
and Security Act of 2007 (P.L. 110-140), enacted on December 19, 2007,
further raised the amortization period for geological and geophysical
expenditures incurred by major integrated oil companies from five to seven
years.

Assessment

IDCs are generally recognized to be capital costs, which, according to
standard economic principles, should be recovered using depletion (cost
depletion adjusted for inflation). Lease bonuses and other exploratory costs
(survey costs, geological and geophysical costs) are properly treated as
capital costs, although they may be recovered through percentage rather than
cost depletion. From an economic perspective, dry hole costs should also be
depleted, rather than expensed, as part of the costs of drilling a successful
well.
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Immediate expensing of IDCs provides a tax subsidy for capital
invested in the mineral industry, especially for oil and gas producers, with
a relatively larger subsidy for independent producers. Technological
innovation has reduced the percentage of dry holes in both exploratory and
development drilling, thus reducing the tax benefits from immediate
expensing of dry hole costs.

Expensing rather than capitalizing IDCs allows taxes on income to be
effectively eliminated. As a capital subsidy, however, expensing is
economically inefficient because it promotes investment decisions that are
based on tax considerations rather than inherent economic considerations.

To the extent that IDCs stimulate drilling of successful wells, they
reduce dependence on imported oil in the short run, but contribute to a faster
depletion of the nation’s resources in the long run. Arguments have been
made over the years to justify expensing on grounds of unusual risks,
national security, uniqueness of oil as a commodity, the industry’s lack of
access to capital, and protection of small producers.

Volatile oil prices make oil and gas investments very risky, but this
would not necessarily justify expensing. The corporate income tax does have
efficiency distortions, but economists argue that income tax integration may
be amore appropriate policy to address this issue; sustained high oil and gas
prices increase profits and provide sufficient financial incentives for
exploration and drilling, making expensing unnecessary. For the goal of
enhancing energy security, one alternative approach is through an oil
stockpile program such as the Strategic Petroleum Reserve.
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Energy

EXCLUSION OF INTEREST ON STATE AND LOCAL
GOVERNMENT QUALIFIED PRIVATE ACTIVITY BONDS
FOR ENERGY PRODUCTION FACILITIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 @) @) 0.1
2011 " " 0.1
2012 " @) 0.1
2013 " " 0.1
2014 ") ") 0.1

(") Less than $50 million.

Authorization

Sections 103, 141, 142(f), and 146.

Description

Interest income on state and local bonds used to finance the
construction of certain energy facilities for a city and one contiguous county
or two contiguous counties, is tax exempt. These energy facility bonds are
classified as private-activity bonds, rather than as governmental bonds,
because a substantial portion of their benefits accrues to individuals or
business rather than to the general public. For more discussion of the
distinction between governmental bonds and private-activity bonds, see the
entry under General Purpose Public Assistance: Exclusion of Interest on
Public Purpose State and Local Debt.

These bonds may be issued to finance the construction of hydroelectric

generating facilities at dam sites constructed before March 18, 1979, or at
sites without dams that require no impoundment of water. Bonds may also

(133)
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be issued to finance solid waste disposal facilities that produce electric
energy. These exempt facility bonds generally are subject to the state
private-activity bond annual volume cap. Bonds issued for government-
owned solid waste disposal facilities, a different category of private activity
bond, are not, however, subject to the volume cap.

Impact

Since interest on the bonds is tax exempt, purchasers are willing to
accept lower before-tax rates of interest than on taxable securities. These
low interest rates enable issuers to provide the services of local energy
facilities at lower cost.

Some of the benefits of the tax exemption also flow to bondholders.
For a discussion of the factors that determine the shares of benefits going to
bondholders and users of the energy facilities, and estimates of the
distribution of tax-exempt interest income by income class, see the “Impact”
discussion under General Purpose Public Assistance: Exclusion of Interest
on Public Purpose State and Local Debt.

Rationale

The Crude Oil Windfall Profits Tax Act of 1980 used tax credits to
encourage the private sector to invest in renewable energy sources. Because
state and local governments pay no federal income tax, Congress in this Act
authorized governmental entities to use tax-exempt bonds to reduce the cost
ofinvesting in hydroelectric generating facilities. The portion of the facility
eligible for tax-exempt financing ranged from 100 percent for 25-megawatt
facilities to zero percent for 125-megawatt facilities.

The definition of solid waste plants eligible for tax-exempt financing
was expanded by the 1980 Act because the Treasury regulations then
existing denied such financing to many of the most technologically efficient
methods of converting waste to energy. This expansion of eligibility
included plants that generated steam or produced alcohol. Tax exemption
for steam generation and alcohol production facilities bonds were eliminated
by the 1986 Tax Act.

Assessment

Any decision about changing the status of these two eligible private
activities would likely consider the Nation’s need for renewable energy
sources to replace fossil fuels, and the importance of solid waste disposal in
contributing to environmental goals.
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Even if a case can be made for a federal subsidy of energy production
facilities based on underinvestment at the state and local level, it is
important to recognize the potential costs. As one of many categories of tax-
exempt private-activity bonds, those issued for energy production facilities
increase the financing cost of bonds issued for other public capital. With a
greater supply of public bonds, the interest rate on the bonds necessarily
increases to lure investors. In addition, expanding the availability of tax-
exempt bonds increases the range of assets available to individuals and
corporations to shelter their income from taxation.
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TAX CREDIT FOR
PRODUCTION OF NON-CONVENTIONAL FUELS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 Q) Q) Q)
2011 () () ()
2012 Q) Q) Q)
2013 () () ()
2014 @) @) @)

(") Positive tax expenditure of less than $50 million

Authorization

Section 45K.

Description

Section 45K provides for a production tax credit of $3 per barrel of
oil-equivalent (in 1979 dollars) for certain types of liquid, gaseous, and solid
fuels produced from selected types of alternative energy sources (so called
“non-conventional fuels”), and sold to unrelated parties. The full credit is
available if oil prices fall below $23.50 per barrel (in 1979 dollars); the
credit is phased out as oil prices rise above $23.50 (in 1979 dollars) over a
$6 range (i.e., the inflation-adjusted $23.50 plus $6). The phase out limit
does not apply to coke or coke gas.

Both the credit and the phase-out range are adjusted for inflation
(multiplied by an inflation adjustment factor) since 1979. For 2009 the
reference price of oil is $56.39. The inflation adjustment factor is 1.1343
and the nonconventional source fuel credit prior to phase out is $3.40 ($3 x
1.1343) barrel-of-oil equivalent of qualified fuels.

(137)
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Qualifying fuels include synthetic fuels (either liquid, gaseous, or solid)
produced from coal, and gas produced from either geopressurized brine,
Devonian shale, tight formations, or biomass. Synthetic fuels from coal,
either liquid, gaseous, or solid, are also qualifying fuels provided that they
meet the statutory and regulatory requirement that they undergo a significant
chemical transformation, defined as a measurable and reproducible change
in the chemical bonding of the initial components. In most cases, producers
apply a liquid bonding agent to the coal or coal waste (coal fines), such as
diesel fuel emulsions, pine tar, or latex, to produce the solid synthetic fuel.
The coke or coke gas made from coal and used as a feedstock, or raw
material (e.g., coke used in steel-making) also qualifies as a synthetic fuel
as does the breeze (which are small pieces of coke) and the coke gas (which
is produced during the coking process). However, coke or coke gas made
from petroleum does not qualify for the tax credit. Depending on the precise
Btu content of these synfuels, the section 45K tax credit could be as high as
$26/ton or more, which is a significant fraction of the market price of coal.
Qualifying fuels must be produced within the United States. The credit for
coke and coke gas is also $3/barrel of 0il equivalent and is also adjusted for
inflation, but the credit is set to a base year of 2004, making the nominal
unadjusted tax credit less than for other fuels.

The section 45K credit for gas produced from biomass, and synthetic
fuels produced from coal or lignite, was available through December 31,
2007, provided that the production facility was placed in service before July
1, 1998, pursuant to a binding contract entered into before January 1, 1997.
Thus, generally, the credit has expired. The credit for coke and coke gas was
available through December 31, 2009, for plants placed in service before
January 1, 1992, and after June 30, 1998. The section 45K credit used to
apply to oil produced from shale or tar sands, and coalbed methane (a
colorless and odorless natural gas that permeates coal seams and that is
virtually identical to conventional natural gas). But for these fuels the credit
terminated on December 31, 2002 (and the facilities had to have been placed
in service (or wells drilled) by December 31, 1992).

The section 45K credit is part of the general business credit. It is not
claimed separately; it is added together with several other business credits,
and is also subject to the limitations of that credit. The section 45K credit is
also offset (or reduced) by other types of government subsidies that a
taxpayer may benefit from: government grants, subsidized or tax-exempt
financing, energy investment credits, and the enhanced oil recovery tax
credit that may be claimed with respect to such project. Finally, the credit
is nonrefundable and cannot be used to offset a taxpayer’s alternative
minimum tax liability. Any unused section 45K credits generally may not be
carried forward or back to another taxable year. (However, under the
minimum tax section 53, a taxpayer receives a credit for prior-year minimum
tax liability to the extent that a section 45K credit is disallowed as a result
of the operation of the alternative minimum tax.)
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Impact

The production tax credit is intended to reduce the marginal (and
average) costs of producing the qualifying non-conventional fuels so as to
be profitable enough to compete with conventional fuels. For those fuels
whose cost reductions (and increased rates of return) are sufficiently large,
the resulting price effects could encourage increased production of the
subsidized non-conventional fuels for the more conventional fuels. To the
extent that these effects stimulate the supply of fuels such as shale oil or
heavy oil, the resulting substitution effects lead to a reduction in the demand
for petroleum, and a reduction in imported petroleum (the marginal source
of oil), which would work toward the credit’s original purpose: enhancing
energy security.

However, to date, the credits have not stimulated production of fuels,
such as shale oil or heavy oil, that would substitute for petroleum. These and
other non-conventional fuels are still generally too costly to be profitably
produced. With the exception of coalbed methane, tight sands gas, and
“synfuels” from coal, the credit’s effects have, generally, not been sufficient
to offset the disincentive effects of previously low and unstable oil prices,
and the high cost of non-conventional fuels mining and production. High
crude oil prices can render some of the non-conventional petroleum fuels
(such as oil shale and tar sands) competitive, which might stimulate
production even without a tax credit. However, variable oil prices add to the
risk of these and other types of energy ventures and investments, and
undermine profitability and investments in these areas.

The primary supply effects of the section 45K tax credit have been on
non-conventional gases, particularly of coalbed methane, tight sands gas,
and shale gas. The credit has increased drilling for these gases, and added
to total natural gas reserves. In the case of coalbed methane, the combined
effect of the large tax credit (the credit of $1.00 per mcf was, at times, 100%
of natural gas prices) and declining production costs (due to technological
advances in drilling and production techniques) has helped boost production
from 0.1 billion cubic feet in 1980 to 1.6 trillion cubic feet in 2003. More
recently, favorable rulings by the Internal Revenue Service have increased
the production of solid “synthetic” fuels from coal, increasing the supply of
these fuels for use as a feedstock in steel-making operations and in
electricity generation. The credit for coalbed methane benefits largely oil
and gas producers, both independent producers and major integrated oil
companies, and coal companies. Many oil and gas companies, such as DTE
Energy, Phillips Petroleum, and the Enron Corporation, used section 45K tax
credits to help reduce their effective tax rates.
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Rationale

The original concept for the alternative fuels production tax credit goes
back to an amendment by Senator Talmadge to H.R. 5263 (95th Congress),
the Senate’s version of the Energy Tax Act of 1978 (P.L. 95-618), one of
five public laws in President Carter’s National Energy Plan. H.R. 5263
provided for a $3.00 per barrel tax credit or equivalent, but only for
production of shale oil, gas from geopressurized brine, and gas from tight
rock formations.

The final version of the Energy Tax Act did not include the production
tax credit. The original concept was resuscitated in 1979 by Senator
Talmadge as S. 847 and S. 848, which became part of the Crude Oil
Windfall Profit Tax Act of 1980 (P.L. 96-223).

The purpose of the credits was to provide incentives for the private
sector to increase the development of alternative domestic energy resources
because of concern over oil import dependence and national security. The
United States has a large resource base of unconventional energy resources,
including shale oil and unconventional gases such as tight sands gas and
coalbed methane. According to the U.S. Geological Survey and the Minerals
Management Service, estimated U.S. recoverable reserves of unconventional
gases exceed those of any other category of gas, including estimates of
conventional reserves, comprising 35% of the total.

The section 45K credit’s “placed-in-service” rule has been amended
several times in recent years. The original 1980 windfall profit tax law
established a placed-in-service deadline of December 31, 1989. This was
extended by one year to December 31, 1990, by the Technical and
Miscellaneous Revenue Act of 1988 (P.L. 100-647). That deadline was
extended to December 31, 1991, as part of OBRA, the Omnibus Budget
Reconciliation Act of 1990 (P.L.101-508). The Energy Policy Act of 1992
(P.L.102-486) extended coverage for facilities for biomass and fuels
produced from coal through 1997 and extended the credit on production
from these facilities through 2007. The Small Business Jobs Protection Act
of 1996 (P.L. 104-188) further extended the placed-in-service rule by an
additional eighteen months. In Rev. Proc. 2001-30 and 2001-34, the Internal
Revenue Service implemented regulations that permitted greater production
of solid synthetic fuels from coal to qualify for the section 45K credit. Some
have questioned the scientific validity of these rules and have christened the
process “spray and pray.”

The American Jobs Creation Act of 2004 (P.L. 108-357) provided a
production tax credit for refined coal. The production tax credit’s provisions
were inserted in section 45 of the tax code, the section that provides a tax
credit for electricity produced from renewable energy resources. (A
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discussion of the section 45 tax credit appears elsewhere in the Energy
section of this compendium.)

The Energy Policy Act of 2005 (P.L. 109-58) made several
amendments to the section 45K tax credit. First, the credit’s provisions were
moved from section 29 of the tax code to new §45K. Before this, this credit
was commonly known as the “section 29 credit.” Second, the credit was
made available for qualified facilities that produce coke or coke gas that
were placed in service before January 1, 1993, or after June 30, 1998, and
before January 1, 2010. Coke and coke gas produced and sold during the
period beginning on the later of January 1, 2006, or the date the facility is
placed in service, and ending on the date which is four years after such
period begins, would be eligible for the production credit, but at a reduced
rate and only for a limited quantity of fuel. The tax credit for coke and coke
gas would be $3.00/barrel of oil equivalent, but the credit would be indexed
for inflation starting with a 2004 base year as compared with a 1979 base
year for other fuels. A facility producing coke or coke gas and receiving a
tax credit under the previous section 29 rules would not be eligible to claim
the credit under the new section 45K. The new provision also requires that
the amount of credit-eligible coke produced not exceed an average
barrel-of-oil equivalent of 4,000 barrels per day. Third, the 2005 Act
provided that, with respect to the IRS moratorium on taxpayer-specific
guidance concerning the credit, the IRS should consider issuing rulings and
guidance on an expedited basis to those taxpayers who had pending ruling
requests at the time that the IRS implemented the moratorium. Finally, the
2005 legislation made the general business limitations applicable to the tax
credit. Any unused credits could be carried back one year and forward 20
years, except that the credit could not be carried back to a taxable year
ending before January 1, 2006. These new rules were made effective for
fuel produced and sold after December 31, 2005, in taxable years ending
after such date.

The Tax Relief and Health Care Act of 2006 (P.L. 109-432) eliminated
the phase out limit for coke and coke gas, and clarified that petroleum based
coke or coke gas does not qualify.

Assessment

The section 45K credit has significantly reduced the cost and
stimulated the supply of unconventional gases — particularly of coalbed
methane from coal seams not likely to be mined for coal in the foreseeable
future, and of tight sands gas and shale gas. Due to recently tight natural gas
markets and relatively high prices, these additional supplies might have kept
natural gas prices from rising even more.

In general, much of the added gas output has substituted for domestic
and imported (i.e., Canadian) conventional natural gas rather than for
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imported petroleum, meaning that the credit has basically not achieved its
underlying energy policy objective of enhancing energy security by reducing
imported petroleum. More recently, additional supplies of domestic
unconventional gases may be substituting for imported LNG (liquefied
natural gas). Declining conventional natural gas production in Texas, New
Mexico, Oklahoma, Louisiana, and the Gulf of Mexico has been partially
offset by increases in Colorado and Wyoming, reflecting the growing
prominence of unconventional sources such as tight sands, shales, and
coalbeds.

Economists see little justification for such a credit on grounds of
allocative efficiency, distributional equity, or macroeconomic stability.
From an economic perspective, although tax incentives are generally less
distortionary than mandates and standards, critics maintain that the section
45K tax credit compounds distortions in the energy markets, rather than
correcting for preexisting distortions due to pollution, oil import
dependence, “excessive” market risk, and other factors. Such distortions
may be addressed by other policies: Pollution and other environmental
externalities may be dealt with by differential taxes positively related to the
external cost; excessive dependence on imported petroleum and
vulnerability to embargoes and price shocks have led to calls for either an
oil import tax or a petroleum stockpile such as the Strategic Petroleum
Reserve.

The credit has not encouraged the collection of coalbed methane from
active coal mines, which continues to be vented and which contributes a
potent greenhouse gas linked to possible global warming. Hydraulic
fracturing of coal beds, and other environmental effects from the production
of coalbed methane and other unconventional gases, is coming under greater
scrutiny.

In recent years, much of the benefits of the tax credits has accrued to
coal producers and users, who spray the coal with a fuel and sell it as a solid
“synthetic fuel.” The coal industry has also benefitted from the expansion
of'the credit to coke and coke gas. Under the original statute and regulations,
such conversion of coal into a synthetic fuel was premised on a significant
chemical transformation that would increase the energy content of the
resulting fuel.
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Energy

TAX CREDIT FOR THE PRODUCTION OF ENERGY-
EFFICIENT APPLIANCES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.2 0.2
2011 - 0.1 0.1
2012 - - -
2013 - - -
2014 - - -

Note: The extension in P.L. 111-312 will increase the tax
expenditure by less than $50 million).

Authorization

Section 45M.
Description

Internal Revenue Code section 45M provides a tax credit for qualified
production (manufacture) of certain energy-efficient dishwashers, clothes
washers, and refrigerators. For dishwashers manufactured in 2011, the per
unit credit is as follows: $25 for models which use no more than 307
kilowatt hours (kWh) per year and 5.0 gallons per cycle (5.5 gallons per
cycle for dishwashers designed for greater than 12 place settings); $50 for
models which use no more than 295 kWh per year and 4.25 gallons per cycle
(4.75 gallons per cycle for dishwashers designed for greater than 12 place
settings); and $75 for models which use no more than 280 kWh per year and
4 gallons per cycle (4.5 gallons per cycle for dishwashers designed for
greater than 12 place settings). For clothes washers manufactured in 2011,
the per unit credit is as follows: $175 for top-loading washers which meet
or exceed a 2.2 modified energy factor (MEF) and does not exceed a 4.5
water consumption factor (WCF) and $225 for top-loading washers which
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meet or exceed a 2.4 MEF and does not exceed a 4.2 WCF or front-loading
washers which meet or exceed a 2.8 MEF and does not exceed a 3.5 WCF.
For refrigerators manufactured in 2011, the per-unit credit is as follows:
$150 for units at least 30% more efficient that the 2001 energy conservation
standards and $200 for units at least 35% more efficient than the 2001
energy conservation standards. The credits available in 2011 require higher
efficiency standards per credit dollar than credits available in previous years.

Credits are only awarded for domestic production that exceeds prior
levels and are subject to per manufacturer limits. Specifically, each
manufacturer is only eligible for credits for domestic production of energy-
efficient units in excess of average production over the past two years.
Beginning in 2011, each manufacturer is limited to $25 million in credits,
or 4% of the taxpayer’s average annual gross receipts for the preceding three
tax years (prior to 2011 each manufacturer was limited to $75 million in
credits or 2% of annual gross receipts).

The appliance credit is part of the general business credit. It is claimed
in concert with a variety of other business tax credits, and it is subject to the
limits of those credits as well. This provision became effective for
appliances produced after December 31,2005 and is set to expire December
31, 2011.

Impact

The appliance tax credits provide a per-unit subsidy for domestic
production of certain energy-efficient appliances. The tax credit is
coordinated with energy-efficiency standards and Energy Star criteria. Under
the U.S. Department of Energy’s Energy Star program, appliances meeting
certain standards receive Energy Star certification, which helps consumers
identify energy-efficient options. The tax credit is designed to award
manufacturers producing products that exceed Energy Star certification
criteria. The tax credit helps offset higher manufacturing costs associated
with energy-efficient models. Further, the subsidy is designed to increase the
production of energy-efficient models, as the incentives are only available
for production in excess of previous levels.

As the tax credit decreases the costs of manufacturing energy-efficient
appliances relative to less efficient alternatives, manufacturers will shift
their resources towards manufacturing energy-efficient models. As the
supply of energy-efficient models increases, the price is expected to fall. As
energy-efficient models become cheaper relative to other appliances, the
quantity demanded of energy-efficient models is expected to increase.
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Rationale

Section 45M was established by the Energy Policy Act of 2005 (P.L.
109-58) to encourage production of appliances that exceed the minimum
federal energy-efficiency standards. For appliances produced beginning in
2008, the Emergency Economic Stabilization Act of 2008 (P.L. 110-343)
restructured and raised the basic credit amounts, tightened the energy
efficiency standards, and extended the credit for appliances manufactured
through 2010. The Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act of 2010 (P.L. 111-312) further increased qualifying
efficiency standards and modified per-unit credit amounts and per-
manufacturer limits.

Assessment

Tax credits for energy-efficient appliances may improve economic
efficiency, if there are market failures in the market for energy-efficient
appliances. Market failures could exist if consumers fail to take into account
the full costs associated with electricity consumption. Specifically,
electricity generated using fossil fuels imposes costs by way of pollution. To
the extent that consumers fail to take these costs into consideration when
choosing electricity consumption levels, electricity consumption exceeds
economically efficient levels. Markets may fail to provide the economically
efficient level of energy-efficiency if lack of credit prevents consumers from
purchasing appliances with higher up-front costs. Markets may also fail to
provide the economically efficient level of energy-efficiency if there are
principal-agent problems. Specifically, when the person making purchasing
choices is not the end user, the purchaser may fail to consider future energy
savings, and instead focus on initial cost. Principal-agent problems have
been shown to exist in markets for rental housing, where landlords purchase
appliances that are ultimately used by tenants. Principal-agent problems may
also exist in the market for new homes, where builders who are not the end
user make choices regarding the energy-efficiency of certain property.
Principal-agent problems exist when the party installing the property (the
landlord or the builder) is unable to recoup the increased costs associated
with energy-efficiency through higher rents or home prices. While reducing
the price of energy-efficient relative to conventional goods may help address
these market failures, the market failures could be addressed more efficiently
by taxing polluting energy sources directly.

Tax incentives for energy-efficient appliances can be provided either
to the producers (supply side) or consumers (demand side) of energy-
efficient appliances. According to economic theory, the effect will be the
same, regardless of which party initially receives the incentive. If tax
credits are provided to producers, it is expected that these credits will be
shared with consumers in the form of lower prices. If tax credits or other
subsidies (i.e. rebates) are provided to consumers, it is expected that
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producers will increase their prices, thereby capturing some of the
benefit.

Providing credits to suppliers rather than consumers may be
appealing for a number of reasons. First, it is easier to process claims for
tax credits from a handful of manufacturers as opposed to hundreds of
thousands of individual taxpayers. Second, providing tax credits to
manufacturers may also be attractive as it reduces prices of energy-
efficient appliances equally for all consumers. Tax credits awarded to
individuals are only available for those with a positive tax liability.
Further, evidence on the effect of energy-efficient appliance rebates on
market share is mixed, indicating that demand side incentives may not
consistently increase purchases of energy-efficient models.

Overall, a relatively small share of the appliance market is eligible
for the tax credits awarded under section 45M. Further, it is not clear that
the tax credits are fully responsible for increased manufacturing of
energy-efficient appliances. Some of the tax credits being claimed benefit
manufacturers that would have increased production of qualifying energy-
efficient appliances without the credit. Manufacturers may increase the
number of energy-efficient appliances produced in response to general
market trends or in response to anticipated increases in appliance
standards or Energy Star criteria. Credits awarded to manufacturers that
would have increased production without the incentive are economically
inefficient, as they provide a windfall benefit to the taxpayer.

Finally, from an economic perspective, allowing special tax credits
for certain targeted activities distorts the allocation of resources. Targeted
tax credits encourage companies to undertake certain types of investments
and production that would not otherwise be economical at current and
expected prices and rates of return. In the case of energy-efficient
appliances, the credits are targeted to include dishwashers, clothes
washers, and refrigerators. Other appliances with higher energy
consumption, such as clothes dryers, are excluded.
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TAX CREDIT FOR RESIDENTIAL ENERGY EFFICIENT
PROPERTY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.2 - 0.2
2011 0.2 - 0.2
2012 0.2 - 0.2
2013 0.2 - 0.2
2014 0.2 - 0.2
Authorization
Section 25D.
Description

A 30% tax credit is available for the purchase of residential solar
electric property, certain solar water heating property (used for purposes
other than heating swimming pools or hot tubs), geothermal heat pumps,
small wind energy property, and fuel cell power plants. For fuel cell
property, the credit is limited to $500 per half kilowatt (kW) of capacity.
Otherwise, there is no maximum credit amount. Eligible expenditures also
include labor costs associated with onsite preparation, assembly, or
installation of the property.

To qualify for the tax credit, eligible property must be installed in the
United States in a dwelling used as a residence by the taxpayer. For fuel cell
power plants to qualify, they must be installed in connection with the
taxpayer’s principal residence.

(151)



152

The tax credit is nonrefundable, but unused credits may be carried
forward to offset future tax liability. The credit may also be claimed against
the alternative minimum tax.

The credit is available for property placed in service through December
31, 2016.

Impact

The residential sector is responsible for approximately 22% of energy
use. While total energy use in the residential sector has continued to grow
over time, energy use per capitaremained relatively stable in recent decades.
By encouraging the adoption of residential renewable energy technologies,
the goal of the residential energy efficiency credits has been to contribute to
a reduction in the use of residential energy derived from non renewable
resources.

Residential installed solar photovoltaics (PV) capacity doubled
between 2008 and 2009. The large increase in solar PV installations between
2008 and 2009 may be partially attributable to the removal of the $2000 cap
previously associated with the tax credit under § 25D. The removal of the
$2000 cap, however, was not associated with a dramatic increase in solar
water- and space-heating capacity.

Residential energy efficiency tax credits are disproportionately
claimed by higher-income households. In 2008, 228,000 taxpayers claimed
the § 25D residential energy-efficient property credit. The average credit
received was $966. Nearly 72% of those claiming credits in 2008 had an
adjusted gross income (AGI) above $50,000. Of all taxpayers, approximately
35% had an AGI in excess of $50,000 in 2008.

Rationale

The credit for residential energy-efficient property (Internal Revenue
Code (IRC) §25D) was introduced by the Energy Policy Act of 2005
(EPACTOS; P.L. 109-58). When first introduced, a 30% credit was
available for residential solar electric, solar water heating, and fuel cell
property. For solar equipment, the tax credit was limited to $2000. The
credit for fuel cells was limited to $500 per half kW of capacity. Initially,
the credits were set to expire December 31, 2007.

The credit for residential energy efficient property was extended
through the end of 2008 by the Tax Relief and Healthcare Act of 2006
(P.L. 109-432). The Emergency Economic Stabilization Act of 2008 (P.L.
110-343) extended the credits again, through December 31, 2016, and
added small wind and geothermal heat pumps to the list of eligible
property. P.L. 110-343 also included provisions allowing the credit to be
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claimed against the alternative minimum tax (AMT). The American
Recovery and Reinvestment Act of 2009 (P.L. 111-5) removed the credit
caps associated with various technologies (except for the limits associated
with fuel cells) for property placed in service after 2008. The Recovery
Act also removed credit limitations previously placed on projects
receiving subsidized energy financing.

Enhancing residential energy efficiency is consistent with the long-
term energy policy goals of reducing energy consumption, increasing
energy security, and addressing environmental concerns. Policies
designed to promote residential energy efficiency are consistent with
these objectives.

Assessment

The presence of market failures may lead households to underinvest in
residential energy efficiency. Consumers of energy may fail to take the full
costs associated with energy consumption into account when energy prices
fail to reflect the true costs to society associated with using a given resource.
For example, consumers using electricity generated using coal may fail to
consider the negative environmental consequences associated with CO,
emissions from traditional coal-fired power plants. When consumers fail to
consider all costs associated with energy consumption, too much energy is
consumed. One way to reduce energy consumption is to subsidize energy
efficient technologies. A more economically efficient solution would be to
increase the price associated with consuming energy generated using
polluting resources. If the price of energy generated using polluting
resources were to increase (through a tax on carbon, for example),
consumers would have an added incentive to invest in energy efficiency
without government subsidization. If energy prices were to increase
generally, consumers would have an added economic incentive to invest in
residential renewable energy equipment, such as solar panels.

The economic efficiency of a tax incentive can be evaluated based on
how much additional investment is generated by the incentive. If, in this
case, the tax credit goes to consumers that would have invested in energy
efficient property without the tax credit, the tax credit would be a windfall
benefit to the taxpayer, and not result in additional energy efficiency.
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Energy

TAX CREDIT FOR ENERGY EFFICIENCY IMPROVEMENTS
TO EXISTING HOMES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 1.7 - 1.7
2011 1.2 - 1.2
2012 - - -
2013 - - -
2014 - - -

Note: The extension through 2011 in P.L. 111-312 increased the
expenditure by $0.1 billion in FY201 1and $0.5 billion in FY2010.

Authorization

Section 25C.

Description

Beginning in 2011, a 10% credit is available for the purchase of
qualified residential energy efficiency property. The maximum credit
amount is $500, with additional credit limits for specific property, as noted
below. This credit replaces the 30% credit, up to $1,500, that was available
during 2009 and 2010.

Qualifying energy efficiency improvements include certain
improvements to a building’s envelope; heating, cooling, and water-heating
equipment; and other energy efficiency property. Building envelope
components may include qualifying energy-efficient property such as
insulation, exterior windows and doors, metal roofs designed to reduce heat
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gain, and asphalt roofs with cooling granules. For building envelope
components, labor costs are not eligible for a tax credit.

Eligible heating, cooling, and water-heating equipment includes natural
gas, propane, or hot water boilers with an annual fuel utilization efficiency
(AFUE) rate of at least 95. Qualified natural gas, propane, or oil furnaces are
those with an AFUE rate of at least 95. Electric heat pumps may qualify if
they achieve the highest efficiency tier of Consortium for Energy Efficiency,
as in effect on January 1, 2009. Electric heat pump water heaters may
qualify if they have an energy factor of at least 2.0. Natural gas, propane, or
oil water heaters with an energy factor of 0.82 or a thermal efficient of at
least 90% also qualify. For a central air conditioner to qualify, it must have
at least the highest efficiency tier as established by the Consortium for
Energy Efficiency as in effect on January 1, 2009. Biomass fuel stoves and
water heaters may also qualify. Finally, advanced main air circulating fans
with an annual electricity use of no more than 2% of the total annual energy
use of a furnace may also qualify for the tax credit. For heating, cooling, and
water-heating equipment, labor and installation costs may be included as
qualified expenditures.

In 2011, the allowable credit is limited for certain qualifying property.
The tax credit for advanced main air circulating fans may not exceed $50.
The credit limit for qualified natural gas, propane, or oil furnaces or hot
water boilers is $150. The tax credit for each qualifying item of energy
efficient property is $300. The tax credit for windows is limited to $200.

To be eligible for the credit, energy efficiency improvements must be
made to property located in the United States serving as the taxpayer’s
primary residence. No credits are available for property placed in service
after December 31, 2011.

Impact

Overall, these tax credits are intended to reduce the cost of installing
energy-efficient residential property, encouraging homeowners to undertake
qualifying improvements. During 2006 and 2007, more than 4 million
taxpayers claim credits for residential energy efficiency, averaging just over
$230 per taxpayer (these figures include tax credit claims for residential
renewable energy property under IRC § 25D. Most of the claims, however,
were for the tax credits discussed here, those awarded under IRC § 25C).
Most of these credits were claimed by higher income taxpayers. Taxpayers
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with an adjusted gross income (AGI) between $50,000 and $100,000
claimed nearly 45% of residential energy efficiency tax credits, while less
than 22% of taxpayers fall within this AGI group. Another 30% of the tax
credits were awarded to taxpayers with an AGI between $100,000 and
$500,000, while less than 12% of all taxpayers have an AGI falling within
this range. Thus, the tax credits for residential energy efficiency have
historically been claimed disproportionately by higher-income taxpayers.

Rationale

The current tax credit for nonbusiness energy property follows those
introduced by the Energy Policy Act of 2005 (EPACTOS; P.L. 109-58).
With the enactment of EPACT the Internal Revenue Code was modified
and a new section, IRC § 25C, added. Under EPACTO0S5, individuals could
claim a 10% tax credit for expenditures on qualified energy-efficient
improvements to a building’s envelope. Additionally, individuals could
claim specified credits for expenditures on residential energy property
(such as furnaces and boilers). The maximum credit for a taxpayer with
respect to the same dwelling was limited to $500 for 2006 and 2007, the
two years when the credit was made available. No more than $200 of the
credit could be attributable to expenditures on windows. The credit limit
of $500 applied to the combined credit claimed in both 2006 and 2007,
such that the total credit awarded for in both years was not to exceed
$500.

The tax credit amount for residential energy property expenditures
was fixed according to each type of property. Advanced main air
circulating fans were eligible for a $50 credit, qualified natural gas,
propane, or oil furnaces or hot water heaters were eligible for $150 credit,
and qualifying electric heat pump water heaters, electric heat pumps,
geothermal heat pumps, central air conditioners, and natural gas, propane
or oil water heaters were eligible for a $300 credit. Once again, the
maximum credit that could be claimed during the 2006 and 2007 tax
years, combined, for any and all improvements under IRC § 25C, for each
dwelling was $500. The tax credit was allowed to expire after 2007 and
was not available in the 2008 tax year.

The passage of the Emergency Economic Stabilization Act of 2008
(EESA; P.L. 110-343) reinstated and modified the tax credit for
nonbusiness energy property under IRC § 25C for the 2009 tax year.
EESA also added biomass fuel stoves to the list of property eligible for a
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$300 credit. Geothermal heat pumps were removed from the list of
eligible property under IRC § 25C but were added to the list of eligible
property under IRC § 25D (discussed elsewhere in this compendium).
Before any claims for the credit could be made for the 2009 tax year, the
American Recovery and Reinvestment Act of 2009 (ARRA; P.L. 111-5)
again changed the tax credit for nonbusiness energy property provided
under IRC § 25C.

While ARRA did not introduce additional tax credits for energy
efficient home improvements, ARRA expanded upon the credits first
made available by EPACT and extended by EESA in a number of ways.
For improvements made to a building’s envelope, ARRA increased the
credit rate to 30% of qualified expenditures. The credit for other
noncommercial energy property also became 30% of expenditures, rather
than making property subject to fixed credit amounts. ARRA also
significantly increased the maximum credit amount, to $1,500 combined
for the 2009 and 2010 tax years. ARRA also changed the qualifying
standards for various types of energy property.

The Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Act of 2010 (P.L. 111-312) extended the IRC § 25C tax credits
for residential energy efficient property through 2011, but reduced the
credit amounts to pre-2009 levels. P.L. 111-312 also reinstated the rule
that expenditures made from subsidized energy financing are not
qualified expenditures, increased certain efficiency standards for boilers
and furnaces, and modified the efficiency standards for windows and
doors to be consistent with Energy Star criteria.

Residential energy use for heating and cooling constitutes a
significant fraction of total U.S. energy consumption. Some believe that
residential efficiency improvements are the “low hanging fruit” when it
comes to enhancing overall energy efficiency and reducing the nation’s
energy use. Congress enacted the residential energy efficiency tax credits
in 2005 in response to the belief that many existing homes were not
adequately insulated, and generally inefficient. The credits were
expanded and extended as Congress continued to believe that residential
energy efficiency represented an opportunity for cost-effective energy
consumption reductions.

Assessment

The presence of market failures may lead households to underinvest in
residential energy efficiency. Consumers of energy may fail to take the full
costs associated with energy consumption into account when energy prices
fail to reflect the true costs to society associated with using a given resource.
For example, consumers using electricity generated using coal may fail to
consider the negative environmental consequences associated with CO,
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emissions from traditional coal-fired power plants. When consumers fail to
consider all costs associated with energy consumption, too much energy is
consumed. One way to reduce energy consumption is to subsidize energy-
efficient technologies. A more economically efficient solution would be to
increase the price associated with consuming energy generated using
polluting resources. If the price of energy generated using polluting
resources were to increase (through a tax on carbon, for example),
consumers would have an added incentive to invest in energy efficiency
without government subsidization.

There are additional market barriers that may prevent investment in
residential energy efficiency, and may help explain the so-called “energy
paradox.” The energy paradox describes the observation that individuals
oftentimes pass on energy efficiency investments that have very high
expected rates of return. One possible barrier to energy-efficient investments
is the high first cost associated with such investments. If consumers are
unable to obtain credit, or if there are credit market failures, the result may
be an underinvestment in energy efficiency. Other barriers to energy
efficiency investments include a lack of information about energy efficiency
options or behavioral issues that lead consumers to choose inefficient
technologies, as those technologies are what is most familiar to the
consumer. While these market barriers may explain low levels of energy
efficient product adoption, they do not necessitate a tax policy solution.

The economic efficiency of a tax inventive can be evaluated based on
how much additional investment is generated by the incentive. If, in this
case, the tax credit goes to consumers that would have invested in energy-
efficient property without the tax credit, the tax credit would be a windfall
benefit to the taxpayer, and not result in additional energy efficiency. Hasset
and Metcalf (1995) present evidence that tax credits for energy efficiency
do increase the probability that a taxpayer makes an energy efficiency
investment. While it appears that tax credits for residential energy efficiency
may lead to some additional investments, it is not clear how much of the tax
credit rewards taxpayers who would have made investments without the tax
incentive.
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Energy
TAX CREDITS FOR ALCOHOL AND BIODIESEL FUELS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.1 0.1
2011 - Q) ()
2012 - Q) ()
2013 - Q) ()
2014 - O @)

(") Positive tax expenditure of less than $50 million.

Note: The figures exclude the revenue loss from the equivalent
excise tax credit. The extensions in P.L. 111-312 increased the cost
by $3.8 billion in FY2011 and $1.3 billion in FY 2012.

Authorization

Sections 40, 40A, 87, 6426, 6427.

Description

There are three income tax credits for alcohol-based motor fuels: the
alcohol mixtures credit, the pure alcohol fuel credit, and the small ethanol
producer credit. The existing alcohol mixture (or blender’s) credit and the
pure alcohol fuel credit is 45¢ per gallon of ethanol (60¢ for alcohol other
than ethanol) of at least 190 proof. A reduced credit is available for alcohol
with a proof of at least 150 but less than 190. No credit is available for
alcohol that is less than 150 proof. The alcohol mixtures credit is available
to the blender (who typically is either the refiner, wholesale distributor, or
marketer). The pure (or “neat”) alcohol credit may only be claimed by the
consumer or retail seller. Generally, these tax credits expire on January 1,
2012.
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The alcohol mixture credit is typically claimed as an instant excise tax
credit. Excess credits may be claimed as an income tax credit or received as
a direct payment. For 90/10 mixtures (90% gasoline, 10% ethanol) the
excise tax credit is 4.5¢ per gallon of the blend. The current 4.5¢ credit,
which is equivalent to 45¢ per gallon of ethanol, is generally claimed up
front on sales of gasoline loaded onto tanker trucks. Blenders prefer to claim
the excise tax credit, rather than the income tax credit, because its benefits
accrue immediately upon the purchase of the fuels for blending rather than
when the tax return is filed. Also, the excise tax credit is not treated as
taxable income, whereas the income tax credits have to be reported as
taxable income, and are thus taxed.

For small ethanol producers, current law also provides for a production
tax credit in the amount of 10¢ per gallon of ethanol produced and sold for
use as a transportation fuel. This credit, called the “small ethanol producer
credit,” is limited to the first 15 million gallons of annual alcohol production
for each small producer, defined as one with an annual production capacity
of under 60 million gallons. This is in addition to any blender’s tax credit
claimed on the same fuel. A cooperative may pass through the small ethanol
producer credit to its patrons. The small ethanol credit is available only as
an income tax credit, not as an excise tax credit or direct payment.

Biodiesel is eligible for tax credits, similar in structure to those
provided for ethanol. Essentially, there are three tax credits for biodisel: a
credit for biodiesel fuel mixtures (blends of biodiesel and petroleum diesel),
a credit for unblended (pure) biodiesel either used or sold at retail by the
taxpayer, and a small biodiesel producer credit. Each gallon of biodiesel,
including agri-biodiesel (biodiesel made from virgin oils), may be eligible
for a $1.00 tax credit. The mixtures tax credit may be claimed as an instant
excise tax credit against the 24.4¢ per gallon tax on diesel blends. The
mixtures credit is proportionate to the fraction of biodiesel in the mixture —
ablend of 80% diesel with 20% virgin biodiesel would qualify for a 20¢ per-
gallon tax credit against the 24.4¢ tax.

Additionally, an eligible small agri-biodiesel producer credit of 10¢ is
available for each gallon of “qualified agri-biodiesel production.” An
eligible “small agri-biodiesel producer” is defined as any person who, at all
times during the taxable year, has annual productive capacity for
agri-biodiesel not in excess of 60,000,000 gallons. The term “qualified
agri-biodiesel production” would be defined as any agri-biodiesel, not to
exceed 15,000,000 gallons, that: (1) the producer sells during the taxable
year for use by the purchaser (a) in the production of a qualified biodiesel
mixture in the purchaser’s trade or business, (b) as a fuel in a trade or
business, or (c) for sale at retail to another person who places the
agri-biodiesel in that person’s fuel tank; or (2) the producer uses or sells for
any of such purposes. Aggregation rules are provided for determining the
15,000,000 and 60,000,000 gallon limits, for applying the limits to
passthrough entities, and for allocating productive capacity among multiple
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persons with interests in one facility, and authorize anti-abuse regulations.
The eligible small agri-biodiesel producer credit is effective for taxable
years ending after August 8, 2005 and sunsets after December 31, 2011.

Beginning on January 1, 2009, a new provision was introduced under
IRC § 40: the cellulosic biofuel producer credit. This credit is a
nonrefundable income tax credit for each gallon of qualified cellulosic fuel
production of the producer for the taxable year. The amount of the credit per
gallonis $1.01, except in the case of cellulosic biofuel that is alcohol. In the
case of cellulosic biofuel that is alcohol, the $1.01 credit amount is reduced
by (1) the credit amount applicable for such alcohol under the alcohol
mixture credit as in effect at the time cellulosic biofuel is produced and (2)
in the case of cellulosic biofuel that is ethanol, the credit amount for small
ethanol producers as in effect at the time the cellulosic biofuel fuel is
produced. The reduction applies regardless of whether the producer claims
the alcohol mixture credit or small ethanol producer credit with respect to
the cellulosic alcohol.

Qualified cellulosic biofuel production is any cellulosic biofuel which
is produced by the taxpayer and which is sold by the taxpayer to another
person for use by such other person in the production of a qualified biofuel
fuel mixture in such person’s trade or business (other than casual off-farm
production), for use by such other person as a fuel in a trade or business, or
who sells such biofuel at retail to another person and places such biofuel in
the fuel tank of such other person, or is used by the producer for any
purpose described in (a), (b), or (c) above.

In 2009, anticipated revenue losses associated with the alcohol fuel
mixture credit and the cellulosic biofuel producer credit increased
substantially as the paper industry began to claim tax credits for “black
liquor.” Black liquor is a byproduct of the paper pulping process that is used
as a fuel to power paper manufacturing facilities. In 2009, paper
manufacturers were able to claim the alcohol fuel mixture credit (IRC §
6426) for using black liquor. In June 2009, the IRS ruled that when the
alcohol fuel mixture credit expired at the end of 2009, black liquor would
qualify for the cellulosic biofuel producer credit (IRC § 40). When the
alcohol fuel mixture tax credit was introduced, it was expected to result in
revenue losses of $100 million annually. In the first half of 2009, $2.5
billion in tax credits were claimed by the paper industry for use of black
liquor. Under the Health Care and Education Reconciliation Act of 2010
(P.L. 111-152), black liquor can no longer qualify for the cellulosic biofuel
producer credit.

Impact

Most of the alcohol fuel produced in the United States is ethanol; about
90% of it is produced from corn, which is the cheapest feedstock. The
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alcohol fuel and biofuel tax credits reduce the cost, encouraging the
substitution of such fuels for conventional petroleum.

Production of ethanol as a motor fuel, most of which is a gasoline
blend, has increased in recent decades. In 1979, approximately 40 million
gallons were produced. By 2001, production had increased to 1.7 billion
gallons. Production continued to increase through the 2000s, reaching 2.8
billion gallons in 2003, 3.9 billion gallons in 2005, 6.5 billion gallons in
2007, and 10.6 billion gallons in 2009. Ethanol is currently blended in 80%
of the nation’s gasoline.

Throughout the 1980s, 1990s, and into the 2000s, the excise tax
exemption for ethanol was an important incentive for alcohol fuels. This
exemption was replaced with the current tax credits in 2005 (this change is
discussed below). In recent years, however, the renewable fuel standards
(RFS) may have been a more important factor in promoting renewable fuels
than tax incentives. The RFS was adopted in 2005 under the Energy Policy
Act of 2005 (P.L. 109-58) and greatly expanded in 2007 under the Energy
Security and Independence Act (P.L. 110-140). In 2009, the renewable fuels
mandate required 10.5 billion gallons of ethanol (10.8 billion gallons were
consumed). If mandates are driving investments in alcohol fuels and
biofuels, tax incentives may provide a windfall benefit to taxpayers without
resulting in additional alcohol fuel or biofuel production.

Rationale

Tax credits for alcohol fuels were first enacted in 1980. These credits
were designed to complement the excise tax exemption for alcohol fuels that
had been enacted in 1978. Both the credits and excise-tax exemptions were
enacted to encourage the substitution of alcohol fuels produced from
renewables for petroleum-based gasoline and diesel. The underlying policy
objective is, as with many other energy tax incentives, to reduce reliance on
imported petroleum. In addition, Congress wanted to help support farm
incomes by finding another market for corn, sugar, and other agricultural
products that are the basic raw materials for alcohol production. The
rationale for the biodiesel tax credits is to provide tax incentives to create an
environmentally friendly substitute for conventional diesel fuel, while also
creating additional markets for farm products.

The alcohol fuels mixture credit and the pure alcohol fuels credit were
enacted as part of the Crude Oil Windfall Profit Tax Act of 1980 (P.L. 96-
223), at the rate of 40¢ per gallon for alcohol that was 190 proof or more,
and 30¢ per gallon for alcohol between 150 and 190 proof. The credits were
increased in 1982 and 1984. The Omnibus Reconciliation Act of 1990 (P.L.
101-508) reduced the credits to 54¢ and 40¢ and introduced the 10¢ per-
gallon small ethanol producer credit. The Transportation Equity Act for the
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21% Century (P.L. 105-178) reduced the blender’s tax credit from 54¢ to its
current rate of 52¢, and to 51¢ beginning in 2005.

The American Jobs Creation Act of 2004 (P.L. 108-357) reformed the
tax incentives for fuel ethanol, by, in effect, treating the tax credits as if they
were payments of excise tax liability. The rationale for the restructuring was
to increase revenues for the Highway Trust Fund (HTF). Consumption of
fuel ethanol blends results in revenue losses to the HTF in the amount of the
5.2¢ exemption times the quantity of fuel ethanol blends used. In addition,
under tax code sections enacted in 1990, 2.5¢ of the taxable portion of the
tax (the 13.2¢ for 90/10 fuel ethanol blends) was retained in the general
fund. Thus, in total, the HTF lost, under previous law, 7.7¢/gallon of fuel
ethanol blends (5.2¢ plus 2.5¢). Under the restructured incentives, tax
revenue losses accrue to the general fund, rather than the HTF. The
American Jobs Creation Act of 2004 also introduced the biodiesel fuel tax
credits, and allowed, for the first time, the small ethanol producer’s tax
credit to flow through to members of a farmers’ cooperative.

The Energy Policy Act of 2005 (P.L. 109-58) made several
amendments to the tax subsidies for ethanol and biodiesel fuels. First, it
raised the maximum annual alcohol production capacity for an eligible small
ethanol producer from 30 million gallons to 60 million gallons. The
provision also modified the election by a cooperative to allocate the credit
to its patrons. Second, the Energy Policy Act of 2005 added the 10¢/gallon
“eligible small agri-biodiesel producer credit” to the list of credits that
comprise the biodiesel fuels credit. The 2005 Energy Policy Act also
permitted cooperative organizations to elect to apportion the eligible small
agri-biodiesel producer credit among their patrons, and set forth the election
procedure. Another provision extended the existing income tax credit,
excise tax credit, and payment incentives for biodiesel (which were enacted
in 2004 under the “Jobs Bill”’) through December 31, 2010.

The Tax Reliefand Health Care Act of 2006 (P.L. 109-432) 1) reduced
the excise tax on ethanol and methanol fuels derived from coal; 2) extended
the 54¢/gallon tariff on imported ethanol through January 1, 2009; and 3)
allowed 50% of the capital costs of cellulosic ethanol plants to be expensed,
deducted in the first year. The Food, Conservation, and Energy Act of 2008,
(P.L. 110-234, also known as the “farm bill””), made several changes to the
tax incentives for alcohol fuels: First, it reduced the 51¢ ethanol tax credit,
and 5.1¢ excise tax equivalent to 45¢ per gallon (equivalent to 4.5¢ per
gallon of the 90/10 mixture) when total ethanol use (including cellulosic
ethanol) reaches 7.5 billion gallons. This begins in 2009, and there is a lag
of one year: a determination in 2008 would reduce the tax credits beginning
in 2009. Second, the farm bill created a new, temporary cellulosic biofuels
production tax credit forup to $1.01 per gallon, available through December
31,2012. Third, it extended the tariff on imported ethanol another two years,
through December 31, 2010. Finally, the farm bill reduced the fraction of an
ethanol fuel mixture consisting of a denaturant, which effectively increases
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the fraction of a mixture which must consist of ethanol. The Emergency
Economic Stabilization Act of 2008 (P.L. 110-343) expanded the 50%
expensing of ethanol plant costs to include cellulosic biofuels generally,
rather than only cellulosic ethanol. The law also 1) extends the $1.00 per
gallon production tax credit for biodiesel and the 10¢/gallon credit for small
biodiesel producers through 2009, 2) extends the $1.00 per gallon
production tax credit for diesel fuel created from biomass, 3) eliminates the
current-law disparity in credit for biodiesel and agri-biodiesel, and 4)
eliminates the requirement that renewable diesel fuel must be produced
using a thermal depolymerization process. As a result, the credit will be
available for any diesel fuel created from biomass without regard to the
process used, so long as the fuel is usable as home heating oil, as a fuel in
vehicles, or as aviation jet fuel. Diesel fuel created by co-processing biomass
with other feedstocks (e.g., petroleum) will be eligible for the 50¢/gallon tax
credit for alternative fuels. Biodiesel imported and sold for export will not
be eligible for the credit effective May 15, 2008.

The Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Actof2010 (P.L. 111-312) extended current income tax credits for
alcohol fuels along with excise tax credits and outlay payments for fuel
mixtures. Under P.L. 111-312, the production tax credit for biodiesel, the
small agri-biodiesel producer credit, and the production tax credit for
biodiesel from biomass were extended through December 31, 2011.

Assessment

Tax credits for alcohol fuels and biofuels are motivated by a desire to
reduce dependence on petroleum imports (enhance national energy security),
address environmental concerns, and maintain farm incomes. While the use
of ethanol and biofuels continues to increase, offsetting domestic petroleum
consumption and providing some environmental gains, it is not clear that the
tax incentives are responsible for driving this change. Renewable fuel
standards and blend mandates requiring that certain amounts of ethanol and
biofuels may be driving domestic production. If non-tax policies are
responsible for enhancing ethanol and biofuel production, and tax policies
fail to induce additional production, the tax credits provide a windfall to
taxpayers and are thus economically inefficient.

Generally, tax subsidies are an economically inefficient mechanism for
addressing environmental concerns. The use of petroleum as a fuel generates
negative external costs by way of pollution, congestion, and energy security
concerns. Since consumers generally do not consider these negative external
costs when making petroleum consumption choices, the market will result
in too much petroleum consumption. If petroleum prices were increased to
fully reflect these negative external costs, petroleum consumption would fall
to the economically efficient level. Policymakers often choose to subsidize
alternatives to pollution generating activities, rather than directly taxing the



169

polluting activity. While subsidies divert production and consumption
toward the less-polluting alternative, subsidies that promote less-polluting
alternatives are less economically efficient than taxes levied directly on
polluting activities. Further, subsidies that promote certain fuels can distort
market decisions and lead to an inefficient allocation of resources.

The alcohol fuel mixture credit and the cellulosic biofuel producer
credit also provide a lesson in the potential for unintended consequences.
The alcohol fuel mixture credit was introduced in 2005 to encourage the
production of fuels from certain forms of biomass, not to reward paper
companies for a practice that had been used for decades.
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Energy

TAX CREDITS FOR ALTERNATIVE-TECHNOLOGY
VEHICLES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.6 0.2 0.8
2011 0.3 0.1 0.4
2012 () () ()
2013 () () ()
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Authorization

Sections 30B and 30D.

Description

Section 30B provides nonrefundable tax credits for certain so-called
alternative-technology motor vehicles: hybrid vehicles, advanced lean-burn
technology vehicles, alternative-fuel vehicles, and fuel-cell vehicles. Section
30B also provides a tax credit for converting a motor vehicle into a plug-in
electric-drive vehicle. Section 30D provides a nonrefundable tax credit for
plug-in electric-drive vehicles. The credit is generally available for vehicles
purchased after 2005, and terminates in 2009, 2010, 2011, or 2014,
depending on the type of technology or vehicle.

Generally, the credit is available to the taxpayer purchasing the vehicle
for use. Lessors of a vehicle subject to a lease may also qualify for the tax
credit. If the vehicle is purchased or leased by a tax-exempt organization, the
seller of the vehicle may be able to claim the credit so long as the seller
clearly discloses the amount of the allowable credit to the purchaser. For
businesses, the portion of the credit attributable to vehicles of a character
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subject to depreciation allowances is treated as part of the general business
credit.

Hybrid Vehicles and Advanced Lean-Burn Technology Vehicles.
For hybrid and advanced lean-burn technology vehicles weighing less than
8,500 pounds (i.e., for passenger cars or light trucks), the total credit consists
of two components: a fuel economy credit, which ranges from $400-$2,400
depending on the rated city fuel economy of the vehicle; and a conservation
credit, which ranges from $250-$1,000 depending on estimated lifetime fuel
savings. The conservation credit is based on the estimated lifetime fuel
savings between the two vehicles assumed to travel 120,000 miles. For both
components, the comparison is made with a comparable 2002 model year
standard gasoline-powered vehicle. For advanced lean-burn vehicles, the
amount of the credit is adjusted to account for the different BTU content of
fuel if the fuel used is not gasoline.

In the case of hybrids and advanced lean-burn vehicles, there is a
cumulative 60,000 limit imposed on the number of vehicles (all models of
the hybrid or lean-burn type) sold by each manufacturer that are eligible for
the credit. Once the cumulative limit is reached for either technology, the
credit for that manufacturer begins to phase out during the second quarter
after the limit is reached. The credit is completely phased out, such that no
credit is available, after the sixth quarter (four quarters after the phase-out
begins). The credit is available for imported vehicles, but no credit is
allowed for any vehicle used predominately outside of the United States.

Hybrid vehicles are defined as motor vehicles that draw propulsion
energy from two onboard sources of stored energy: an internal combustion
or heat engine using consumable fuel, and a rechargeable energy storage
system. A qualifying hybrid vehicle must meet the applicable regulations
under the Clean Air Act. For a vehicle with a gross vehicle weight rating of
6,000 pounds or less (passenger cars and many light trucks), the applicable
emissions standards are the Bin 5 Tier I emissions standards of the Clean
Air Act. For a vehicle with a gross vehicle weight rating greater than 6,000
pounds and less than or equal to 8,500 pounds, the applicable emissions
standards are the Bin 8 Tier Il emissions standards.

A qualifying advanced lean-burn technology motor vehicle is one that
incorporates direct injection, and achieves at least 125% of the 2002 model
year city fuel economy. The 2004 and later model vehicles must meet or
exceed certain Environmental Protection Agency emissions standards. The
emissions standards for advanced lean-burn vehicles are the same as those
for hybrids.

The tax credit for hybrid vehicles is available for vehicles purchased
after December 31, 2005, and before January 1, 2010. Qualifying advanced
lean-burn technology motor vehicles also must be placed in service before
January 1, 2011 to qualify.
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Hybrids weighing more than 8,500 pounds, or so-called heavy hybrids,
may also be eligible for a tax credit under section 30B. The amount of the
credit for heavy hybrids is determined according the estimated increase in
fuel economy, relative to a comparable vehicle powered solely by a gasoline
or diesel internal combustion engine, and the incremental cost of the hybrid
vehicle.

Alternative-Fuel Vehicles. The credit for new qualified alternative
fuel motor vehicles is generally equal to 50% of the incremental cost of the
technology, relative to a conventionally powered vehicle of the same class
and size. A maximum allowable incremental cost is determined according
to the vehicle’s weight. A bonus credit of 30% is also provided for
alternative fuel vehicles meeting certain EPA emissions standards. In all
cases, the credit cannot exceed $4,000-$32,000 per vehicle, with higher
credits allowed for heavier vehicles.

A new qualified alternative-fuel motor vehicle is defined as a motor
vehicle that is capable of operating on an alternative fuel, defined as
compressed natural gas, liquefied natural gas, liquefied petroleum gas,
hydrogen, and any liquid at least 85 percent of the volume of which consists
of methanol. A reduced credit is available for mixed-fuel (flexible-fuel)
vehicles.

The new credit for alternative-fuel vehicles applies to purchases made
between January 1, 2006, and December 31, 2010.

Fuel Cell Vehicles. The credit for fuel cell vehicles ranges from $8,000
($4,000 if placed in service after 2009) to $40,000, depending on vehicle
weight. If the new qualified fuel cell motor vehicle is a passenger
automobile or light truck, the amount of the credit is increased if certain fuel
efficiencies are met based on the 2002 model year city fuel economy for
specified weight classes.

A new qualified fuel cell motor vehicle is defined as a motor vehicle
that (1) is propelled by power derived from one or more cells that convert
chemical energy into electricity by combining oxygen and hydrogen fuel that
is stored on board the vehicle in any form, and (2) in the case of a passenger
automobile or light truck, receives an EPA certification.

The tax credit for fuel cell vehicles applies to purchases made between
January 1, 2006 and December 31, 2014.

Plug-In Electric-Drive Motor Vehicles. Section 30D provides a tax
credit for qualified plug-in electric-drive motor vehicles. Beginning in 2010,
a vehicle which draws propulsion from a battery with a capacity of at least
5 kWh is eligible for a base credit of $2,500. This credit increases for
vehicles propelled by batteries with a higher capacity. Specifically, an
additional $417 credit is awarded for each kWh of capacity above 5 kWh.
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The maximum credit amount is $7,500 (prior to 2010 the credit limit was
higher, up to $15,000, for qualifying heavy vehicles).

The plug-in electric-drive vehicle credit is subject to a 200,000 per
manufacturer limitation. The credit begins to phase out in the second quarter
after the quarter in which the manufacturer reaches the limit. The credit then
phases out over four quarters, such that the credit is fully phased out by the
sixth quarter after the manufacturer reaches the limit. Prior to 2010, there
was a 250,000 credit-eligible vehicle limit. This was replaced with the per-
manufacturer limit beginning in 2010.

To the extent that a vehicle is eligible for the plug-in electric-drive
vehicle credit under section 30D, the same vehicle is not eligible for a tax
credit as a hybrid vehicle under section 30B.

Electric Plug-In Conversion. Taxpayers converting a motor vehicle
into a qualified plug-in electric drive vehicle may qualify for a 10% credit
for the cost of conversions, up to $4,000. To be cligible for the credit, a
qualified plug-in traction battery module must have a capacity of at least 4
kWh. The credit is available for conversions made after February 17, 2009,
and before January 1, 2012.

Impact

The market share for hybrids and other alternative technology vehicles
has increased in recent years. In 2004, hybrids represented 0.4% of domestic
retail sales. By mid-2009, this figure had increased to 3.6%. Tax incentives
may have been partially responsible for this increase. From 2000 through
2006, hybrid vehicles qualified for a $2,000 tax deduction. After 2006, such
vehicles were eligible for a tax credit. Additionally, numerous federal, state,
and local government programs (such as fleet requirements) have stimulated
the use of hybrids (and, in some cases, alternative-fuel vehicles). While
government incentives may have been partially responsible for the increased
prevalence of hybrids and other alternative-technology vehicles, increasing
gas prices also played a significant role in increasing the demand for hybrids
and other alternative technology vehicles.

Some manufacturers of hybrid vehicles have reached their 60,000-per-
manufacturer limit and the tax credit is no longer available. Credits for
Toyota and Lexus hybrids were fully phased out as of October 2007. Credits
for Honda hybrids were fully phased out as of January 2009. Credits for
Ford and Mercury hybrids were fully phased out as of April 2010. Thus, a
number of popular hybrid models no longer qualify for tax incentives.

It is not expected that manufacturers of plug-in electric vehicles will
meet the per-manufacturer limits of 200,000 prior to the credit’s expiration.
As 0of 2010, there are only two vehicles qualifying for the plug-in electric-
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drive vehicle credit: Tesla’s roadster and the CODA sedan. Chevy’s Volt,
a plug-in electric hybrid, and the Nissan Leaf, an all electric vehicle, will
both qualify for the maximum $7,500 credit when they go on sale at the end
of 2010. Additional models eligible for the plug-in electric-drive vehicle
credit are expected to enter the marketplace in the coming tax years.

The primary goal of tax credits for alternative-technology vehicles is
to reduce petroleum use. Fuel consumed in conventional motor vehicles
accounts for the largest fraction of total petroleum consumption in the
United States and is a leading source of dependence on foreign oil. Hybrids
and alternative-technology vehicles are generally less polluting, producing
significantly lower fuel cycle emissions when compared to equivalently
sized conventional vehicles. While the adoption of hybrids and other
alternative-technology vehicles is associated with decreased gasoline
consumption and reduced CO, emissions, the role of tax credits in driving
this change is likely to be small. Relative to rising gas prices, federal tax
incentives played a small role in increasing the market share of hybrid and
alternative-technology vehicles.

Rationale

Section 30B was enacted as part of the Energy Policy Act of 2005
(P.L. 109-58) to stimulate the demand for more fuel-efficient and
environmentally clean automobiles. Section 30D was enacted by the
Emergency Economic Stabilization Act of 2008 (P.L. 110-343), to further
stimulate the demand for another type of alternative-technology vehicle: the
plug-in electric-drive vehicle, which is envisioned as a more fuel-efficient
and environmentally clean automobile as compared with conventional
vehicles. The American Recovery and Reinvestment Act of 2009 (P.L. 111-
5) modified the section 30D tax credit and created a new credit (section 30)
for qualified low-speed and two-or three-wheeled plug-in vehicles (this
provision is addressed elsewhere in this compendium).

Congress believed that further investments in hybrids and alternative
technology vehicles are necessary to transform the mode of transportation
in the United States toward clean, fuel-efficient vehicles, reducing reliance
on imported petroleum. In this regard, hybrids and alternative-fuel vehicles
(e.g., ethanol fueled vehicles) were viewed as short-term options; advanced
lean-burn and fuel cell vehicles were viewed as long-term options.

The credits initially enacted in 2005 expanded upon previous incentives
for hybrid and alternative-technology vehicles. The Energy Policy Act of
1992 (P.L. 102-486) introduced a $2,000 tax deduction for passenger
vehicles that run on alternative fuels (up to a $50,000 for heavy-duty trucks),
and also established a tax credit for electric vehicles. Under an
administrative ruling by the Internal Revenue Service (Revenue Procedure
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2002-42), purchasers of model year 2000-2006 hybrid vehicles were allowed
to claim the clean-fuel vehicle deduction, which expired on January 1, 2006.

Assessment

Tax incentives for hybrid and alternative-technology vehicles may help
address market failures in automobile markets. Specifically, since consumers
fail to consider the negative environmental and potential energy security
concerns associated with conventional gasoline- and diesel-fueled vehicles,
the market may provide an inefficiently high level of such products. One
way to address the negative externalities associated with fuel consumption
through automobile use is to reduce the price of hybrid and other alternative-
technology vehicles.

There are other barriers to adoption of hybrid and other alternative-
technology vehicles a tax credit might address. These include, for example,
(1) the high first cost associated with hybrid and alternative-technology
vehicles, (2) the volatility of fuel prices, (3) technology risks associated with
new, unfamiliar and unproven technologies, and (4) a lack of complementary
infrastructure (such as electric charging stations or alternative-fuel refueling
facilities).

Because tax credits for hybrid and alternative vehicles reduce the price
of such vehicles relative to gasoline and diesel powered alternatives, such
tax credits are intended to eliminate the previously noted market failures and
market barriers. A tax credit approach, however, may not be the most
economically efficient mechanism for addressing the negative externalities
associated with gasoline consumption and market barriers to hybrid and
alternative-technology vehicle adoption. Relative to tax credits, rising gas
prices have played a larger role in increasing consumer demand for hybrids
and alternative-technology vehicles. Additionally, taxing gasoline directly
(taxing the activity associated with the negative externality) is more
economically efficient than subsidizing the purchase of select vehicles.

There are also equity concerns associated with the credits for hybrid
and alternative technology vehicles. These credits tend to be claimed by
higher income taxpayers. Given the evidence suggesting that tax incentives
play a relatively small role in determining hybrid sales, it is likely that many
of these tax credits were received by individuals who would have purchased
the vehicle without the tax incentive. This would represent a windfall gain
to the higher income consumers who would have purchased without the tax
incentive.

Concerns surrounding windfall gains to purchasers of hybrid and
alternative-technology vehicles may be exacerbated by the incidence of the
tax credit. Economic theory suggest that it does not matter whether
consumers or producers bear the statutory incidence of a tax incentive, since
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economic incidence depends on each parties’ relative responsiveness to
changes in price. Producers can be expected to capture some of the tax
benefit through higher prices. Some empirical evidence suggests that the
economic incidence of the tax credit for hybrids was split between
consumers and producers. There is also evidence that suggests that
consumers were able keep more of the tax credit than theory would have
predicted in the hybrid market. If tax benefits are already disproportionately
benefitting high-income consumers, concerns over the equity attributes of
the tax incentive remain.
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Energy
TAX CREDIT FOR ENHANCED RECOVERY COSTS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2109 Q) () ()
2011 Q) Q) Q)
2012 - - -
2013 - - -
2014 - - -

(") Positive tax expenditure of less than $50 million.

Authorization

Section 43.

Description

Section 43 provides for a 15% income tax credit for the costs of
recovering domestic oil by a qualified “enhanced-oil-recovery” (EOR)
methods. Qualifying methods apply fluids, gases, and other chemicals into
an oil reservoir, and use heat to extract oil that is too viscous to be extracted
by conventional primary and secondary water-flooding techniques.

Nine tertiary recovery methods listed by the Department of Energy in
section 212.78(c) of its June 1979 regulations qualify for the tax credit:
miscible fluid displacement, steam-drive injection, micro-emulsion flooding,
in-situ combustion, polymer-augmented water flooding, cyclic steam
injection, alkaline (or caustic) flooding, carbonated water flooding, and
immiscible carbon dioxide (CO,) gas displacement. Another technique,
immiscible non-hydrocarbon gas displacement, was added later.

(179)
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Qualifying EOR costs include the following costs, which are associated
with an EOR project: 1) the costs of tangible equipment — equipment that
would otherwise qualify for depreciation; 2) intangible drilling and
development costs (i.e., labor, supplies and repairs); and 3) the costs of the
injectants. For purposes of the credit, the costs of the injectants include
expenditures related to the use of a tertiary injectant as well as expenditures
related to the acquisition (whether produced or acquired by the purchaser)
of the tertiary injectant. The project must be located in the United States,
and involve the application of sound engineering principles (as certified by
a petroleum engineer).

Effective January 1, 2005, the cost of constructing a natural gas
processing plant in the Alaska North Slope qualifies for the 15% EOR
credit. The plant must be capable of processing at least 2 trillion Btu’s of
Alaskan natural gas into the natural gas pipeline system every day, and must
produce carbon dioxide for reinjection into a producing oil or gas field.

The EOR credit is allowable provided that the average wellhead price
of crude oil (using West Texas Intermediate as the reference) in the year
before credit is claimed, is below the statutorily established threshold price
of $28 (as adjusted for inflation since 1990), in the year the credit is
claimed. The EOR credit is phased out over a $6 range, proportionately as
the average wellhead price — this is referred to as the reference price —
rises from the inflation-adjusted threshold price plus $6/barrel. Thus, had the
price of West Texas intermediate oil been above $36.27 (when the phase-out
range would have been $36.27-$42.27), the EOR credit for 2004 would have
been reduced by the proportion this excess represented to $6. To illustrate,
had oil prices averaged $39.27/barrel in 2003, the EOR credit would have
beenreduced by 50% [($39.27-$36.27)/$6]. For 2007, average wellhead oil
price for oil at $66.52, and above $41.06 ($28 times the inflation adjustment
factor of 1.4222 for 2007), the EOR credit is fully phased out in 2010.

The EOR credit is nonrefundable, which means that it is limited to the
amount of a taxpayer’s regular tax liability. In addition, because the EOR
credit is claimed as part of the general business credit, it is also subject to
those limits, which generally reduce the economic value of the tax credit.
Thus, the EOR credit may not be greater than a taxpayer’s net income tax in
excess of 25% of net regular tax liability above $25,000, or the tentative
minimum tax. The cost of the property that may otherwise be deducted as
depreciation, depletion, or amortization (as the case may be) is reduced by
the amount of the credit. Alternative fuel production credits attributable to
the property are also reduced by the EOR credit. Finally, the EOR credit
cannot be claimed against the alternative minimum tax.
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Impact

Conventional oil recovery methods typically succeed in extracting only
about 30% of a reservoir’s oil: 10% during the primary recovery stage; 20%
during the subsequent secondary recovery stage. This varies significantly
depending on individual field characteristics. Some of the remaining oil can
be extracted by unconventional recovery methods, such as EOR methods,
but these methods are currently uneconomic at oil prices below about $28-30
per barrel because EOR is more costly than conventional oil recovery. The
EOR credit reduces the cost of producing oil from older abandoned
reservoirs relative to the cost of producing oil from new reservoirs, and
creates an economic incentive to increase production of otherwise
abandoned oil, which adds to the domestic supply of oil. About 60% of EOR
projects use thermal techniques (these are primarily in California), nearly
40% use gas injection techniques, and less than 1% use chemical techniques.

Rationale

The EOR credit was enacted as part of the Omnibus Budget
Reconciliation Act of 1990 to increase the domestic supply of oil, to reduce
the demand for imported oil, to make the United States less dependent upon
Persian Gulf producers and other unreliable foreign oil producers, and to
enhance the energy security of the United States. Another motive for this
provision may have been to help the oil and gas industry, which had, at the
time, not fully recovered from the 1986 oil price collapse. The Crude Oil
Windfall Profits Tax of 1980 (P.L. 96-223) provided that some EOR costs
would be deductible in the year incurred, rather than capitalized; prior to this
legislation tax law treatment — whether EOR expenses should be deductible
or capitalized — was unclear. The American Jobs Creation Act of 2004
(H.R. 4520) expanded the EOR credit to include Alaskan natural gas
processing plant expenses. (Natural gas needs to be treated prior to injection
into a pipeline to remove any propane, CO2, sulfur, and other contaminants,
which hinder its ability to be transported via pipeline.) This expansion was
part of a broader package of tax incentives and loan guarantees for a natural
gas pipeline from Alaska’s North Slope to the Lower 48 States.

Assessment

The decline of domestic oil production and increased petroleum
imports is a constant reminder of the United States’ dependence on foreign
oil supplies. EOR holds considerable promise for recovering billions of
barrels of oil still residing in abandoned oil fields. Oil production in the
United States, which peaked in 1970 and has since declined by about 50%,
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has continued to drop in recent years. Foreign oil supplies now account for
about 60% U.S. oil demand. The United States, once the world’s leading oil
producer and exporter, has been depleting its oil reservoirs and is now the
high-marginal-cost oil producer.

U.S. production of 0il by EOR methods has nearly doubled over the last
20 years, growing from about 450,000 barrels per day to nearly 800,000
barrels per day in 2003. At that level, EOR production comprises about 13%
of total domestic production. While much of that output uses thermal
techniques, the use of CO2 injection processes is projected to increase
sharply, according to the U.S. Department of Energy: from 350,000 barrels
per day in 2006, to 1.3 million barrels per day in 2030. The CO2
sequestration option for reducing global warming — collecting the CO2 at
its source and either storing it or using it to recover EOR oil — may further
increase oil production by EOR techniques. The smaller percentage decline
in EOR oil output relative to conventional oil means that EOR oil output
will grow somewhat over the next 10 years as a fraction of total domestic
production. It is estimated, however, that nearly 400 billion barrels of oil
(nearly half of the estimated total oil reserves in place and more than double
cumulative U.S. production since the first oil well was discovered and
produced) remain in abandoned reservoirs, significantly more than the
known reserves of oil recoverable by conventional primary and secondary
methods. Further, it is estimated that 10% of that oil consists of known
recoverable reserves that could be produced with current EOR techniques
if the financial incentives were there.

The incentive effect of the EOR credit should, in time, and assuming
adecline in oil prices and the availability of the credit, increase the recovery
of this oil, which would increase the domestic supply of oil and tend to
reduce the level of imported oil. It is unlikely, however, to reverse the long-
term slide in domestic production and growing dependence on imports. The
United States is more dependent on imported oil, but is less vulnerable to
supply disruptions and oil price shocks, due to the stockpiling of oil under
the Strategic Petroleum Reserve, the diminished relative importance of
petroleum in the general economy, the weakened market power of the
Organization of Petroleum Exporting Countries (OPEC), and increased
competitiveness in world oil markets. Increased domestic oil production
lessens short-term dependency but encourages long-term dependency as
domestic resources are depleted. EOR oil is more expensive to recover than
conventional oil but is a relatively inexpensive way to add additional oil
reserves.
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Energy

TAX CREDIT FOR INVESTMENTS IN SOLAR, GEOTHERMAL,
FUEL CELLS, AND MICROTURBINES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 () () ()
2011 Q) Q) Q)
2012 () () ()
2013 Q) Q) Q)
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Authorization

Sections 48.

Description

Section 48 provides a non-refundable income tax credit for business
investments in solar, fuel cells, small wind turbines (up to 100 kilowatt (kW)
in capacity), geothermal systems, microturbines, and combined heat and
power (CHP). Solar, fuel cell, and small wind turbined investments qualify
for a 30% credit. The tax credit for investments in geothermal systems,
microturbines, and CHP is 10%. For fuel cells, the 30% credit is limited to
$1,500 per 0.5 kW of capacity. For microturbines, the credit is limited to
$200 per kW of capacity.

Solar equipment is defined as a system that generates electricity
directly (photovoltaic systems), or that heats, cools, or provides hot water in
a building. It also includes equipment that illuminates the inside of a
structure using fiber-optic distributed sunlight. Solar property used for
heating a swimming pool is not eligible for the solar credit.

Eligible geothermal property includes geothermal heat pumps and
equipment used to produce, distribute, or use energy derived from a
geothermal deposit. Electric transmission property does not qualify.

(185)



186

Generally, the investment tax credit (ITC), or energy credit, is available
for property placed in service by December 31, 2016. For geothermal
property, except geothermal heat pumps, there is no sunset date for the credit
(the credit for geothermal heat pumps expires at the end of 2016). In 2017,
the credit rate for solar property becomes 10%.

The energy credit is part of the general business credit. Unused credits
may be carried back for one year and carried forward up to 20 years. The
taxpayers basis in property eligible for the ITC must be reduced by one-half
of the credit amount. For construction projects that are two or more years,
credits may be claimed as construction progresses rather than at the time the
property is placed in service.

Section 1603 Treasury Grants in Lieu of Tax Credits. Section 1603 of the
American Recovery and Reinvestment Act of 2009 (P.L. 111-5) allows
taxpayers installing ITC-eligible property to request a cash grant from the
Treasury in lieu of the ITC. Grants are available for property placed in
service during the 2009 or 2010 tax years. The Tax Relief, Unemployment
Reauthorization, and Job Creation Act of 2010 (P.L. 111-312) extended this
grant option through 201 1. For projects with construction start dates in 2009
through 2011, grants may be available if the property is placed in service by
the property’s expiration date under the ITC. The cash grants are determined
according to the ITC credit rate. As such, solar, fuel cell, small wind systems
qualify for a grant equal to 30% of the basis in the property. Geothermal
systems also qualify for a 30% grant (geothermal systems qualify for a 30%
grant, rather than a 10% grant, since geothermal systems are PTC-eligible
property). Geothermal heat pumps, microturbines, and CHP systems may be
eligible for a grant equal to 10% of the property’s basis.

Impact

The energy tax credits lower the cost of, and increase the rate of return
to, investing in renewable energy equipment. Typically, renewable energy
equipment has a lower return due to higher capital costs, as compared to
conventional energy equipment. Even with the ITC, and recent technological
innovations that have reduced costs, solar, geothermal, and other renewable
energy technologies require relatively high and stable real oil prices in order
to realize rates of return high enough to justify private investment. Sustained
high real crude oil prices would render these technologies more competitive.

In recent years, installations of renewable technologies have increased.
Solar PV non-residential installation capacity grew rapidly between 2000
and 2008. In 2009, the growth rate of non-residential solar PV installation
capacity slowed. Uncertainty surrounding the future of the ITC may have
been responsible. As the ITC was set to return to 10% in 2009, developers
rushed to complete installations before the end of 2008. While the 30%
credit rate was ultimately extended by the Emergency Economic
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Stabilization Act of 2008 (P.L. 110-343), the investment climate had
changed and obtaining financing for new projects was difficult. The
American Recovery and Reinvestment Act of 2009 (P.L. 111-5) attempted
to address financing difficulties by allowing taxpayers eligible for the ITC
to receive a grant from the Treasury in lieu of tax payments. As of August
2010, 830 solar electricity projects had received nearly $328 million in
Treasury grants. Another 82 solar thermal projects had been awarded an
additional $2 million in Treasury grants. While the majority of projects
funded under the Section 1603 grants programs are solar, these projects
represent a relatively small share of total grant spending (6%) as solar
installations tend to be smaller and less expensive than other grant-eligible
technologies.

The geothermal heat pump industry has also experienced rapid growth
in recent years. Between 2007 and 2008 alone, geothermal heat pump
capacity shipped increased 43%, to 416, 105 tons. Approximately half of all
geothermal heat pump shipments were for the commercial sector.

Rationale

The business energy tax credits were established as part of the Energy
Tax Act of 1978 (P.L. 95-618). The rationale behind the credits was pri-
marily to reduce U.S. consumption of oil and natural gas by encouraging the
commercialization of renewable energy technologies, to reduce dependence
on imported oil and enhance national security.

The 1980 Windfall Profit Tax Act extended the credit for solar and
geothermal equipment, raised their credit rates from 10% to 15%, repealed
the refundability of the credit for solar and wind energy equipment, and
extended the credit beyond 1985 for certain long-term projects. The Tax
Reform Act of 1986 (P.L. 99-514) retroactively extended the credits for
solar, geothermal, ocean thermal, and biomass equipment through 1988, at
lower rates.

The Miscellaneous Revenue Act of 1988 (P.L. 100-647) extended the
solar, geothermal, and biomass credits at their 1988 rates — ocean thermal
was not extended. The Omnibus Budget Reconciliation Act of 1989 (P.L.
101-239) extended the credits for solar and geothermal and reinstated the
credit for ocean thermal equipment, through December 31, 1991. The credit
for biomass equipment was not extended. The Tax Extension Act of 1991
(P.L. 102-227) extended the credits for solar and geothermal through June
30, 1992. The Energy Policy Act of 1992 (P.L. 102-486) made the credits
for solar and geothermal equipment permanent.

Thus, the credits for solar and geothermal equipment are what remained
ofthe business energy tax credits enacted under the Energy Tax Act of 1978.
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Prior to the Energy Policy Act of 2005, and with the reforestation credit and
the rehabilitation credit, they were the sole exceptions to the repeal of the
investment tax credits under the Tax Reform Act of 1986. The Energy
Policy Act of 2005 raised the credit rate for solar equipment from 10% to
30%, and expanded it to fiber optic distributed sunlighting, fuel cells, and
microturbines. The Tax Relief and Health Care Act of 2006 (P.L. 109-432)
extended the 30% tax credit for solar and the 10% credit for microturbines
by one year through 2008. The Emergency Economic Stabilization Act of
2008 (P.L. 110-343) extends the 30% investment tax credit for solar energy
property and qualified fuel cell property, as well as the 10% investment tax
credit for micro turbines, for eight years (through 12-31-2016). Under the
Energy Policy Act of 2005 (P.L. 109-58), the 30% rate for solar was
temporary and would have reverted back to the permanent rate of 10% on
January 1, 2009. P.L. 110-343 adds small commercial wind, geothermal
heat pumps, and combined heat and power systems (at a 10% credit rate) as
a category of qualified investment. That legislation also increases the $500
per half kilowatt of capacity cap for qualified fuel cells to $1,500 per half
kilowatt and allows these credits to be used to offset the alternative
minimum tax (AMT).

The American Recovery and Reinvestment Act of 2009 (P.L. 111-5)
made additional modifications to the ITC. First, credit limitations for entities
receiving subsidized financing were removed. Second, dollar limitations for
specific types of property were eliminated. Previously, the 30% credit for
small wind property was capped at $4,000, the 30% credit for solar water
heating property had been capped at $2,000, and the 10% credit for
geothermal heat pumps had been capped at $2,000.

Assessment

Conventional energy technologies, specifically those that rely on fossil
energy sources, often generate negative externalities. Since users of these
technologies fail to consider the full cost, including environmental and
energy security costs of such technologies when making consumption
decisions, the market provides an inefficiently high level of conventional
energy technologies. One way to address this market failure is to subsidize
clean, renewable energy alternatives. A more economically efficient
solution, however, would be to tax the negative externality directly (i.e.
impose a tax on carbon).

Investment tax credits for renewable energy technologies may also be
economically inefficient if such credits fail to directly lead users to adopt
such technologies. If taxpayers would have installed solar panels, or other
renewable technologies, without the tax credit, the tax credit provides a
windfall benefit to the taxpayer without increasing installed renewable
generation capacity.
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Generally, investment tax incentives create economic distortions by
directing investment and resources toward specific technologies that
otherwise might not be economically viable. The ITC for renewable energy
specifies eligible technologies and credit rates. If instead, the price of oil or
other conventional energy resources were to increase, the market would
select the most viable renewable or other energy alternatives.

Finally, high capital costs for renewable and alternative energy
technologies and market uncertainty are not energy market failures.
Nonetheless, high costs and technology uncertainty do act as barriers to the
development and commercialization of renewable technologies. The
incentive effects of the ITC might lead to technological innovations that
reduce the cost of subsidized technologies, ultimately making such
technologies more competitive.
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TAX CREDITS FOR CLEAN FUEL VEHICLE
REFUELING PROPERTY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 () () ()
2011 Q) Q) Q)
2012 () () ()
2013 Q) Q) Q)
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Note: The increased cost from extending this provision in P.L.
111- 312 was less than $50 million.

Authorization

Section 30C.

Description

A 30% tax credit is provided for the cost of any qualified alternative
fuel vehicle refueling property installed by a business or at the taxpayer’s
principal residence. The credit is limited to $30,000 for businesses at each
separate location, and $1,000 for residences. For property placed in service
during 2009 through 2011, the maximum credit available to businesses is
increased to $200,000 for investments in qualified hydrogen refueling
property and to $50,000 for other qualified refueling property. For
nonbusiness property, the maximum credit is increased to $2,000 for
property other than hydrogen refueling property. Additionally, the credit rate
is increased from 30% to 50% for property other than hydrogen refueling

property.
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Clean fuel refueling property is generally any tangible equipment (such
as a pump) used to dispense a fuel into a vehicle’s tank. Qualifying property
includes fuel storage and dispensing units and electric vehicle recharging
equipment. A clean fuel is defined as any fuel at least 85% of the volume of
which consists of ethanol (E85) or methanol (M85), natural gas, compressed
natural gas (CNGQG), liquefied natural gas, liquefied petroleum gas, and
hydrogen, or any mixture of biodiesel and diesel fuel, determined without
regard to any use of kerosene and containing at least 20% biodiesel. The
taxpayer’s basis in the property is reduced by the amount of the credit. No
credit is available for property used outside the United States.

Only the portion of the credit attributable to property subject to an
allowance for depreciation would be treated as a portion of the general
business credit; the remainder of the credit would be allowable to the extent
of the excess of the regular tax (reduced by certain other credits) over the
alternative minimum tax for the year. This credit is effective for property
placed in service after December 31, 2005, and in the case of property
relating to hydrogen, before January 1, 2015; and in the case of any other
property, before January 1, 2012.

Impact

Under current depreciation rules (the Modified Cost Recovery System)
the cost of most equipment used in retail gasoline and other fuel dispensing
stations is generally recovered over five years using the double-declining
balance method. However, some of the property might be classified
differently and have a longer recovery period. For example, concrete
footings and other “land improvements” have a recovery period of nine
years. Alternatively, under IRC section 179, a small business fuel retailer
may elect to expense up to $100,000 of such investments. Allowing a 30%
investment tax credit for alternative fuel dispensing equipment greatly
reduces the after-tax cost, raises the pre-tax return, and reduces the marginal
effective tax rates significantly. This should increase investment in
alternative fuel dispensing equipment and increase the supply of alternative
fuels.

To the extent that the credits are effective in increasing the supply of
alternative fuels, and substitute for petroleum products (gasoline and diesel
fuel), there is a decline in petroleum use and importation. Fuel consumed in
conventional motor vehicles accounts for the largest fraction of total
petroleum consumption and is a leading source of dependence on foreign oil.
Alternative fuel vehicles are also generally less polluting, producing
significantly lower total fuel cycle emissions when compared to equivalently
sized conventional vehicles.
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Rationale

Section 30C was enacted as part of the Energy Policy Act of 2005
(P.L. 109-58) to stimulate the supply of alternative motor fuels such as E85
(mixtures of 15% gasoline and 85% ethanol) and CNG. The provision
complements the two other major tax incentives for alternative fuels: the tax
credits for advanced technology vehicles, including alternative fueled
vehicles, under IRC section 30B, and the tax credits for the sale or use of the
alternative fuel under IRC sections 6426 and 6427. Congress held that
further investments in alternative fuel infrastructure to be necessary to
encourage consumers to invest in alternative fuel vehicles. This investment,
in turn, is necessary to transform the mode of transportation in the United
States toward more clean fuel efficient vehicles, relying less on petroleum,
particularly imported petroleum, which endangers U.S. energy and economic
security. The Energy Policy Act of 1992 (P.L. 102-486) introduced a
$100,000 tax deduction for business investment in clean fuel refueling
property. This tax deduction was set to expire on January 1, 2007, but the
Energy Policy Act of 2005 accelerated the expiration date by one year and
replaced the deduction with the 30% tax credit. The Emergency Economic
Stabilization Act of 2008 (P.L. 110-343) extended the 30% alternative
refueling property credit (capped at $30,000) for three years, through 2010.
The law also provides a tax credit to businesses (e.g., gas stations) that
install alternative fuel pumps, such as fuel pumps that dispense fuels such
as E85, compressed natural gas and hydrogen. The law also adds electric
vehicle recharging property to the definition of alternative refueling
property. The Tax Relief, Unemployment Reauthorization, and Job Creation
Act of 2010 extended this credit through December 31, 2011.

Assessment

Substantial economic research over the years suggests that lack of
investment in alternative fuel supply is due, at least in part, to lack of
consumer demand for the vehicles, which was in turn due to the lack of
alternative fuel infrastructure. The section 30C tax credit for clean fuel
refueling property was intended to address this market obstacle to alternative
fuel production and use. In the short run, domestic automobile companies
have favored production of flexible-fuel vehicles (particularly vehicles that
can use E85). To the extent that the ATV credits under IRC section 30B
accrue to flexible fuel vehicles, there is some concern that consumers will
continue to use gasoline in those vehicles rather than E85. Available data
suggest that very few such vehicles actually use E85, which is not only more
expensive than gasoline, but is scarce due to the lack of supply
infrastructure. This finding means that, in effect, the ATV tax credits may
actually encourage the demand for vehicles that end up running on
conventional fuels.
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As of September 2010, approximately 2,200 of the nation’s 120,000
fuel retailers dispense E85. Additionally, there are approximately 2,619
propane fuel stations, 842 compressed natural gas fuel stations, 595 electric
charging stations, 58 hydrogen fuel stations, and 40 liquified natural gas
stations. While the number of alternative fuel stations is increasing, such
stations are represent a small share of fuel stations generally. The 30% tax
credit for alternative fuel property at refueling stations could address this
shortage and market problem to the development of alternative fuels. Given
the current state of development of E85 and other alternative fuel refueling
infrastructure required for their use, and given the many technological and
cost barriers to this development, the tax credit might stimulate additional
investment. Greater (and more convenient) supply of alternative fuels could
then reduce their price, stimulate demand for alternative fuels, and reduce
petroleum consumption and importation.

From an economic perspective, however, allowing special tax credits
for selected technologies distorts the allocation of resources, and may create
economic inefficiencies. Tax credits encourage investments in high cost
technologies, ones that would not otherwise be economical at current and
expected prices and rates of return. Economic theory suggests that taxes on
conventional fuels and conventional fuels using vehicles, such as the gas-
guzzler tax of IRC section 4064, is more effective and efficient in
stimulating the development of the least cost alternatives to gasoline and
diesel fuel. When conventional motor fuel prices are sufficiently high, many
motorists have sufficient financial incentives to purchase more fuel efficient
vehicles, and vehicles fueled by alternative fuels, without tax credits.
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Energy

TAX CREDITS FOR ELECTRICITY PRODUCTION FROM
RENEWABLE RESOURCES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 " 1.4 1.4
2011 " 1.4 1.4
2012 " 1.6 1.6
2013 " 1.7 1.7
2014 ") 1.7 1.7

(") Positive tax expenditure of less than $50 million.

Authorization

Section 45.

Description

Taxpayers producing energy from a qualified renewable energy
resource may qualify for a tax credit. Qualified energy resources include
wind, closed-loop biomass, open-loop biomass, geothermal energy, solar
energy, small irrigation power, municipal solid waste (trash combustion and
landfill gas), qualified hydropower production, and marine and hydrokinetic
renewable energy sources. The credit amount in 2010 for electricity
produced using wind, closed-loop biomass, and geothermal energy resources
is 2.2¢ per kilowatt hour (kWh). Other resources qualify for a credit equal
to half the full credit amount, or 1.1¢ per kWh in 2010. The credit amount
is based on the 1993 value of 1.5¢ per kWh, which is adjusted annually for
inflation.

The production tax credit (PTC) is generally available for 10 years,
beginning on the date the facility is placed in service. Certain facilities
placed in service prior to August 8, 2005 are only eligible to receive the PTC
for 5 years. To qualify for the credit, wind facilities must be placed in
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service by December 31, 2012. The placed-in-service deadline for other
technologies is December 31, 2013.

The PTC is phased out as the price of electricity exceeds a threshold
level. Specifically, when the annual average contract price per kWh of
electricity sold (the reference price) in the prior year exceeds 8¢ per kWh
(adjusted annually for inflation), the credit phases out over a 3¢ phaseout
range. Given 2010 electricity prices, the phaseout does not apply for
electricity sold in 2010.

Generally, the taxpayer must own the qualified facility and sell the
electricity produced to an unrelated party to qualify for the tax credit. A
lessee or operator may claim the credit in lieu of the owner for qualified
open-loop biomass facilities. A lessee or operator may also claim the credit
for qualified closed-loop biomass facilities modified to co-fire with coal,
other biomass, or with a combination of the two.

The amount that may be claimed as a PTC is reduced for projects
receiving other federal tax credits, grants, tax-exempt bonds, or subsidized
energy financing. In all cases, the reduction cannot exceed 50% of the
otherwise allowable credit. Open-loop biomass facilities and co-fire closed-
loop biomass facilities are eligible for the full credit, regardless of other
credits, grants, or subsidized financing received.

Cooperatives that are eligible for the PTC may elect to pass through
any portion of the credit to their patrons. To be eligible for this election, the
cooperative has to be more than 50% owned by agricultural producers or
entities owned by agricultural producers. The election is made on an annual
basis, and is irrevocable once made.

The PTC is a component of the general business credit and is subject
to the rules and limitations associated with the credit under Internal Revenue
Code (IRC) § 38. General business credit limitations do not apply to the
PTC during a facility’s first four years of production. Under the general
business credit, excess credits may be carried back for one year or carried
forward for up to 20 years.

Section 1603 Grants in Lieu of Tax Credits. The American Recovery
and Reinvestment Act of 2009 (P.L. 111-5), Section 1603, allows taxpayers
eligible for the PTC to instead claim the renewable energy investment tax
credit (ITC, discussed elsewhere in this compendium). Taxpayers unable to
fully claim the ITC may apply to the Treasury to receive a cash payment in
lieu of tax credits. Facilities eligible for the PTC may qualify for a grant
equal to 30% of a qualifying project’s eligible basis.

Grants are eligible for property that is placed in service during 2009,
2010, or 2011. Projects where construction began during 2009, 2010, or
2011 may also be eligible to receive the grant so long as the property is
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placed in service prior to the PTC’s placed-in-service deadline (December
31, 2012 for wind property; December 31, 2013 for other eligible
properties).

Impact

The PTC was originally intended to encourage the generation of
electricity using wind and biomass. While other technologies are now
eligible for the PTC, the majority of revenue losses associated with this
provision serve to benefit electricity production using wind and open-loop
biomass. Between 2009 and 2013, 75% of PTC tax expenditures are
expected to benefit wind, with 16% going to biomass facilities. The
remaining 9% is for closed-loop biomass, geothermal, qualified hydropower,
solar, small irrigation power, and municipal solid waste facilities.

In 2009, renewable energy’s share in total U.S. energy consumption
was approximately 8%. Of that 8%, 50% was from biomass, 35% from
hydroelectric, 9% from wind, 5% from geothermal, and 1% from solar.

Wind electricity generation capacity, while still a small share
(approximately 1%) of total energy production, has increased in recent
years. At the end of 2000, installed wind capacity was approximately 2.5
kWh. By the end of 2005, installed wind capacity had more than tripled, to
9.1 kWh. Between the end of 2005 and the end of 2009, installed wind
capacity quadrupled to nearly 35 kWh. Biomass, as a share of U.S. energy
production has also increased in recent years. In 2005, biomass was the
source of energy for approximately 4% of U.S. energy production. By 2009,
biomass’s share had increased to more than 5%.

As of August, 2010 the Treasury had awarded $5.2 billion in grants
under the grants in lieu of tax credit program. More than 85% of the funds
awarded to date have been for wind projects that would otherwise have
qualified for the PTC. The Treasury department has estimates that outlays
under this program will top $15 billion, as grants will continue to be made
as projects come online.

Rationale

The PTC was adopted as part of the Energy Policy Act of 1992 (P.L.
102-486). Its purpose was to encourage the development and utilization of
electric generating technologies that use specified renewable energy
resources, as opposed to conventional fossil fuels. The Ticket to Work and
Work Incentive Improvement Act of 1999 (P.L. 106-170) extended the
placed-in-service deadline from July 1, 1999, to January 1, 2002. It also
added poultry waste as a qualifying energy resource. The Job Creation and
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Worker Assistance Act of 2002 (P.L. 107-147) extended the placed-in-
service deadline to January 1, 2004. The Working Families Tax Relief Act
of 2004 (P.L. 108-311) extended the placed-in-service dates for wind,
closed-loop biomass, and poultry waste facilities so that those placed into
service after December 31, 2003, would also qualify for the tax credit. The
American Jobs Creation Act of 2004 (P.L. 108-357) expanded the renewable
electricity credit to open-loop biomass, geothermal, solar, small irrigation
power, and municipal solid waste facilities.

The Energy Policy Act of 2005 (P.L. 109-58) extended the placed-in-
service deadline for all facilities except for solar energy facilities described
in § 45(d)(4) to December 31, 2007. In addition, P.L. 109-58 extended the
credit period to 10 years for all qualifying facilities placed in service after
the date of enactment (August 8, 2005), eliminating the five-year credit
period to which some facilities had been subject. Also, the definition of
qualified energy resources that can receive the credit was expanded to
include qualified hydropower production, although a qualified hydroelectric
facility would be entitled to only 50% of the usual credit. The Tax Relief
and Health Care Act of 2006 (P.L. 109-432) extended the placed-in-service
date for facilities other than solar, qualified coal and Indian coal to the end
0f2008. The Emergency Economic Stabilization Act of 2008 (P.L. 110-343)
extended the placed-in-service date through December 31, 2009 in the case
of wind, and through December 31, 2010 in the case of other sources. The
2008 law also expanded the types of facilities qualifying for the credit to
new biomass facilities and to those that generate electricity from marine
renewables (e.g., waves and tides). The law also updated the definition of an
open-loop biomass facility, the definition of a trash combustion facility, and
the definition of a non-hydroelectric dam.

The American Recovery and Reinvestment Act of 2009 (P.L. 111-5)
extended the placed-in-service deadline by three years for most technologies
(the placed-in-service deadline for marine and hydrokinetic facilities was
extended for two years). P.L. 111-5 also introduced the Section 1603
Treasury grant program, allowing facilities eligible for the PTC to instead
elect to receive the ITC or apply to the Treasury for a cash grant. The Tax
Relief, Unemployment Insurance Reauthorization, and Job Creation Act of
2010 (P.L. 111-312) extended the Section 1603 grant program for one year,
through 2011.

Assessment

Federal tax policy, and other federal energy policy, has been critical to
the development of renewable electricity, particularly wind power. In the
late 1970’s and 1980’s the investment tax credits established under President
Carter’s National Energy Act (NEA), along with California State tax credits,
helped establish the first installations of wind power generation capacity.
There was a slowdown in wind power investments in response to the sunset
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of these investment incentives, and the decline in real oil prices, and a
lagged response after the enactment of the PTC in 1992. Evidence also
suggests that termination of the PTC to wind power due to the expiration of
the placed-in-service date on January 1, 2004, created policy uncertainty,
and probably adversely affected (if only temporarily) investment in the
technology.

In an empirical study evaluating the effect of the PTC on installed with
capacity, Metcalf (2009) concludes that the PTC strongly influences
installed wind capacity. Specifically, the PTC reduces the user cost of
capital for wind investment. Estimates suggest that the ratio of the
percentage change in investment relative to the percentage change in the
user cost of capital exceeds one (in absolute value), and that much of the
current investment in wind capacity can be explained by the PTC.

In addition to the PTC, additional policies may also be responsible for
increased installation of renewable energy capacity. For example, renewable
portfolio standards at the state level also encourage renewable generation
installations. To the extent that future policies at the state and federal level
mandate renewable energy use, or increase the relative price of non-
renewable energy alternatives, the share of renewables in U.S. energy
production is expected to increase.

Production subsidies for renewable electricity may be economically
justified as producing electricity using renewable resources minimizes
negative environmental impacts. There are likely market failures in
electricity production using coal and natural gas, as such resources are
associated with carbon emissions believed to be the cause of global climate
change. As electricity producers fail to fully account for negative
environmental costs when making production decisions, the market outcome
results in an economically inefficient amount of energy production from
polluting energy resources. While subsidizing renewable energy resources
is one policy option for increasing the share of renewables in the energy
portfolio, taxing polluting energy resources directly would be a more
economically efficient policy option.

A further concern with subsidizing renewables as opposed to taxing
polluting energy resources is the potential effect on total emissions. While
subsidizing renewables increases renewables share in the overall energy
portfolio, such subsidies also reduce energy prices. As energy prices fall,
overall energy consumption increases, potentially mitigating gains in carbon
emissions reductions.
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TAX CREDITS FOR INVESTMENTS IN CLEAN
COAL POWER GENERATION FACILITIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.2 0.2
2011 - 0.2 0.2
2012 - 0.2 0.2
2013 - 0.2 0.2
2014 - 0.2 0.2
Authorization
Sections 48A and 48B.
Description

An investment tax credit is available for selected types of advanced
coal technologies. The Energy Improvement and Extension Act of 2008
(P.L. 110-343) allocated $1.25 billion in credits for power generation
projects that use integrated gasification combined cycle (IGCC) or other
advanced coal-based electricity generation technologies. Qualifying
taxpayers may be eligible for a 30% credit under section 48A. The Energy
Improvement and Extension Act of 2008 also allocated $250 million in
credits for qualified gasification projects. The credit rate for gasification
projects is also 30% under section 48B.

Prior allocations were awarded under the Energy Policy Act of 2005
(P.L. 109-58). These first-round allocations provided $800 million for IGCC
projects and $500 million for other advanced coal-based electricity
generation technologies. The credit rate for IGCC projects was 20%, while
the credit rate for other advanced coal-based electricity generation projects
was 15%. The Energy Policy Act of 2005 also allocated $350 million for
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qualified gasification projects. The credit rate for qualified investments in
gasification projects was 20%.

Credits are only available for projects certified by the Secretary of
Treasury in consultation with the Secretary of Energy. Certifications are
issued in a competitive bidding process. The Secretary is directed to give the
highest priority to applicants who have a research partnership with an
eligible educational institution. For funds allocated under the Energy
Improvement and Extension Act of 2008, the Secretary is required to
disclose the identity of taxpayers receiving credits and the amount of the
award.

Under the Energy Improvement and Extension Act of 2008, the
Secretary is directed to award tax credits to projects with the greatest
separation and sequestration percentage of total carbon dioxide emissions.
At a minimum, qualifying IGCC and other advanced coal projects must
include equipment that separates and sequesters at least 65% of the project’s
total carbon emissions to qualify for the credit under section 48A.
Qualifying gasification projects must separate and sequester at least 75% of
total carbon dioxide emissions under section 48B.

Impact

Roughly 45% of the U.S. electric supply is coal-based. Continued use
of this plentiful domestic energy resource, while minimizing long-term
compromises to the environment, is a policy priority. Technological
developments in coal-fired power generation promise improved efficiency
and reduced greenhouse gas emissions (primarily carbon dioxide). Carbon
capture technology for coal power generation ranges from pre-combustion
IGCC that burns hydrogen gas synthesized from coal (syngas) and separates
the CO, during synthesis, oxy-fuel combustion that burns coal in a
concentrated stream of oxygen creating only CO, combustion gas, to post-
combustion capture that separates CO, from other combustion gases at the
smokestack flue gas using chilled ammonia separation. Department of
Energy programs promoting clean-coal technology focus on the carbon
sequestration phase, post-capture.

While clean coal technologies may be technologically feasible,
uncertainty surrounding the economic feasibility and commercial viability
remains. CO,-separation exists on a commercial scale but has not been
combined with coal-fired power generation beyond the demonstration phase.

American Electric Power has added CO, capture to its Mountaineer
Plant (New Haven, WV) as part of a validation project to demonstrate CO,
capture and sequestration. The plant uses Alstom Power’s chilled ammonia



207

process to separate and capture CO, from the plant’s flue gas (post-
combustion). The process liquefies the CO, and pumps it deep below the
plant site.

Three U.S. non-power facilities capture CO,; the Coffeyville (KS)
nitrogen fertilizer plant separates high purity CO, that has potential
application in the enhanced oil recovery (EOR) market; the Eastman
Chemical (Kingsport, TN) coal-gasification plant produces syngas for
chemicals; and the Great Plains Coal Gasification Plant (Bismark, ND)
produces synthetic natural gas and a stream of CO, piped to Canada for
EOR.

The Energy Department has committed $1 billion in ARRA funding to
build the FutureGen 2.0 project in a cooperative agreement with the
FutureGen Industrial Alliance. The project is to retrofit an existing power
plant (Meredosia, IL) with oxy-combustion technology and build a pipeline
to Mattoon, IL, to sequester the captured CO,.

Investment tax credits, coupled with accelerated depreciation
allowances, work to reduce the after-tax capital costs to potentially attract
investment. Additionally, non-tax federal incentives, such as loan guarantees
and research and development (R&D) grants, promote investment in clean
coal technologies. While clean coal technologies are technologically
feasible, uncertainty surrounding commercial viability remains a factor
inhibiting investment.

Investment tax credits promoting early adoption of certain clean coal
technologies may ultimately lead to technological improvements that reduce
the cost associated with investment in clean coal technologies in the future.
As the cost of investment in clean coal technologies decreases, relative to
other energy investments, clean coal technologies will attract additional
investment. Ultimately, one goal could be for clean coal technologies to
become commercially viable and for development to occur without
investment tax incentives.

Coal-powered generation has been providing base load electricity at the
lowest avoided cost. Inherently low-carbon natural gas, increasingly
available from U.S. unconventional resources, could displace coal
particularly if gas prices remain low. Legislation that would cap carbon
emissions or impose a tax, which currently is uncertain, could shift new
power generation more toward natural gas. The Environmental Protection
Agency, however has published its final rule that sets thresholds for
greenhouse gas (GHG) emissions that define when permits under the New
Source Review Prevention of Significant Deterioration (PSD) and title V
Operating Permit programs are required for new and existing industrial
facilities. As of January 2, 2011, the best available control technology
(BACT) requirement will apply to projects that increase net GHG emissions
by at least 75,000 tons per year of carbon dioxide equivalent (CO,e), but
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only if the project also significantly increases emissions of at least one
non-GHG pollutant.

During the 2009-10 allocation round, three advanced coal projects were
awarded totaling more than $1 billion in tax credits under section 48A. The
entire $250 million allocated for qualified gasification projects was awarded
to two projects during the 2009-10 allocation round. The remaining $241
million under section 48 A is available for projects seeking allocations during
the 2010-11 allocation round.

Rationale

The investment tax credits for clean coal technologies were established
by the Energy Policy Act of 2005 (P.L. 109-58). As noted above, additional
funds were allocated under the Energy Improvement and Extension Act of
2008 (P.L. 111-343). The investment tax credits for clean coal technologies
are designed to encourage the burning of coal in a more efficient and
environmentally friendly manner. In addition to tax credits, the federal
government has committed billions of dollars in resources for R&D related
to clean coal technologies as well as funds for loan guarantees. Taken
together, the goal of these policies is to promote technologies that allow the
U.S. to use an abundant domestic energy resource while minimizing negative
environmental effects.

Assessment

The investment tax credit reduces the cost of investing in clean coal
technologies, ultimately promoting investment. Metcalf (2007) presents
analysis of the levelized cost for different sources of electricity under
various tax incentive scenarios. In Metcalf’s analysis, the levelized cost is
the price that a generator must receive to cover fixed and variable costs
associated with electricity generation. The analysis found that eliminating
the 20% investment tax credit for IGCC would increase the levelized cost
from $3.55 per kWh to $4.06 per kWh (in 2004 dollars). The levelized cost
of conventional coal was estimated at $3.53 per kWh.

Despite some successful demonstrations, clean coal technologies are
still generally economically unproven technologies in the sense that none
have become commercial without significant subsidies. As a result, utilities
may not have the confidence in them as compared to conventional systems.
Even with reduced capital costs, the unpredictability of the clean coal
systems increases risks and possibly operating and maintenance costs to the
utility, which may inhibit investment. Thus, even as clean coal technologies
become competitively priced, it is expected that market penetration will take
some time.
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Finally, while investment incentives may be an effective mechanism for
promoting clean coal technologies, such subsidies are not economically
efficient. Economic efficiency could be enhanced by directly taxing energy
sources associated with greenhouse gas emissions, rather than subsidizing
the alternative.
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ELECTION TO EXPENSE 50 PERCENT OF QUALIFIED
PROPERTY USED TO REFINE LIQUID FUELS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.7 0.7
2011 - 0.8 0.8
2012 - 0.7 0.7
2013 - 0.6 0.6
2014 - 0.2 0.2

Authorization

Sections 179C and 168.

Description

Taxpayers may elect to expense 50% of the cost of qualified refinery

property used to process liquid fuel from crude oil and other qualified fuels.
The deduction is allowed in the taxable year in which the refinery property
is placed in service. The remaining 50% of the cost is recovered using a 10-
year recovery period under the modified accelerated cost recovery system

(MACRS).

To qualify for the deduction, original use of the property must

commence with the taxpayer. Eligible refineries are those in which a binding
construction contract was entered into before January 1, 2010. In the case
of self-constructed property, construction must have begun before January
1, 2010, or the refinery placed in service before January 1, 2010. Finally,

the refinery must be placed in service before January 1, 2014.
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Expansions made to existing refineries may be eligible for the
deduction if the expansion increases the refinery’s capacity by 5%, or if the
expansion increases the percentage of total throughput attributable to
qualified fuels such that it is greater than or equal to 25%. Additionally, all
refineries claiming the deduction must meet all applicable environmental
laws in effect when the property is placed in service.

As of October 3, 2008, qualified refineries include those used in the
refining of liquid fuels directly from shale or tar sands. Cooperatives may
elect to allocate all or part of the expensing deduction to one or more direct
owners that are also cooperatives.

Impact

Under current depreciation rules (MACRS), refinery assets are
generally depreciated over 10 years using the double declining balance
method. Allowing 50% of the cost of the refinery to be deducted
immediately (expensed) rather than depreciated over the normal 10-year life
reduces the cost of constructing a refinery nearly 5% for a taxpayer in the
35% tax bracket. The present value of a 10-year, double declining balance
depreciation per dollar of investment is $0.74 with an 8% nominal discount
rate. For every dollar expensed, the benefit of expensing is to increase the
present value of deductions by $0.26, and since half of the investment is
expensed, the value is $0.13. Multiplying this value by 35% leads to a 4.6%
benefit as a share of investment. The value would be larger with a higher
discount rate. For example, at a 10% discount rate, the benefit would be
5.4%. The benefit is smaller for firms facing lower tax rates or those with
limited tax liability.

Since the provision is temporary, there is an incentive to speed up the
investment in refinery capacity so as to qualify for the tax incentive.
Nevertheless, the incentive to speed up investment is limited, because the
effective price discount is small. Investing in excess capacity that would not
otherwise be desirable would either leave the plant idle or provide too much
output and lower prices and profits for a period of time. The latter cost
should be at least as big as the cost of remaining idle. With a 5% price
discount, the interest cost of carrying excess capacity or losing profits could
offset the tax credit’s value.

Rationale

This provision was enacted in the Energy Policy Act of 2005 (P.L. 109-
58). Its purpose is to increase investments in existing refineries so as to
increase petroleum product output, and reduce prices. The Emergency
Economic Stabilization Act of 2008 (P.L. 110-343) extended both the
refinery expensing contract requirement and the placed-in-service
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requirement for this expensing provision for two years. The law also allowed
refineries that directly process shale or tar sands to qualify for this provision.

Assessment

Since the mid-1970s, the number of refineries has declined by over
50%. Currently, there are 148 operable refineries in the United States. In
1982, there were 301 operable refineries. With the number of refineries
shrinking, the growth in motor fuel demand has been met by growth in the
size of the average refineries and by imports. This, however, has led to
increased capacity utilization and a narrow margin between demand and
aggregate industry capacity. Refineries operating near capacity contributes
to both higher domestic fuel prices and the potential for price spikes in the
event some capacity goes off line due to maintenance, bad weather, or some
other exigency. With fewer companies operating larger and larger refineries,
the competitiveness of the industry has been questioned, which also has
market price implications. The refinery expensing provision is intended to
increase domestic refinery capacity, which would increase the supply of
gasoline, diesel, and other motor fuels and relieve some of the upward price
pressure in the markets in recent years.

Economic theory suggests, however, that capital investments should be
treated in a neutral fashion to maximize economic well being. There is no
obvious reason that the price of refined liquids should be subsidized, even
for a temporary time. Indeed, there are pollution, congestion, and other
external negative effects of the consumption of petroleum products, that
might suggest a tax rather than a subsidy.

The transitory subsidy may not have a substantial effect if the
temporary subsidy causes investors to change the timing of refinery
construction, as opposed to increasing refinery construction. Investors may
choose to shift refinery construction projects forward in time to take
advantage of the tax incentive. This could temporarily reduce the price of
refined petroleum products if capacity temporarily exceeds what it would
have been without the additional construction. If, however, the tax incentive
only changes the timing of investments, as opposed to generating new
investment, the long run prices of petroleum products will not be affected.

The effect on refinery construction is difficult to estimate. The precise
effect depends on the price elasticity of investment with respect to changes
in costs. To illustrate, if such an elasticity were 1, then a 5.4 percent
reduction in costs could be expected to increase refinery capital by 5.4
percent, which would translate into a roughly 900 thousand barrels per day.
Such an increase, if it were to materialize, would increase domestic
petroleum output and reduce prices. However, recent evidence regarding a
similar provision for equipment in general including refineries (bonus
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depreciation), which applied from 2002 through 2004, indicated that the
response was not as large as hoped for and that, indeed, many firms did not
appear to take advantage of the provision. In addition, most estimates of the
elasticity of investment response to a permanent change in the cost of capital
goods suggest a fairly low response, on the order of 0.25, although one study
has found a higher response of about 0.66.
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CREDIT FOR HOLDERS OF
CLEAN RENEWABLE ENERGY BONDS AND QUALIFIED
ENERGY CONSERVATION BONDS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 " 0.1
2011 0.1 " 0.1
2012 0.2 " 0.2
2013 0.2 " 0.2
2014 0.2 @) 0.2

(") Positive tax expenditure of less than $50 million.

Authorization

Sections 54, 54C, and 54D.

Description

Clean renewable energy bonds (CREBs) are available for the finance
of qualified energy production projects which include: (1) wind facilities,
(2) closed-loop bio-mass facilities, (3) open-loop bio-mass facilities, (4)
geothermal or solar energy facilities, (5) small irrigation power facilities, (6)
landfill gas facilities, (7) trash combustion facilities, and (8) refined coal
production facilities. Holders of CREBs can claim a credit equal to the
dollar value of the bonds held multiplied by a credit rate determined by the
Secretary of the Treasury. Alternatively, issuers of new CREBs (explained
below) can choose to receive the credit, typically identified as the “direct
payment option.”

There are two types of CREBs. The original CREBs offered a credit
rate equal to the percentage that will permit the bonds to be issued without
discount and without interest cost to the issuer. The national limit on the
original CREBs was $1.2 billion, of which a maximum of $750 million
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could be granted to governmental bodies (the remainder would go to
utilities). The bonds must have been issued before January 1, 2010. The
credit rate is equal to the rate that will permit the bonds to be issued without
discount and without interest cost to the issuer.

The “new” CREBs were created by the Emergency Economic
Stabilization Act of 2008 (EESA P.L. 110-343) for the same purpose . The
American Recovery and Reinvestment Act of 2009 (ARRA, P.L. 111-5)
contained several bond provisions including an additional $1.6 billion of
new CREB capacity. In contrast to the original CREBs, the credit rate on
new CREBs is 70% of the credit rate offered on the old CREBs. Now, up
to $2.4 billion of new CREBs can be issued before January 1, 2011. Not
more than one-third of new CREBs may be allocated to any of the following:
(1) public power providers, (2) governmental bodies, or (3) projects of
cooperative electric companies.

EESA also created Qualified Energy Conservation Bonds (QECBs) and
established a national limit of $800 million for QECBs. ARRA added $2.4
billion of additional capacity. Similar to new CREBs, these tax credit bonds
offer a credit rate that is 70% of the credit rate offered on old CREBs. As
with new CREBs, issuers of QECBs can choose to receive the credit by
direct payment. These bonds are to be used for capital expenditures for the
purposes of: (1) reducing energy consumption in publicly-owned buildings
by at least 20 percent; (2) implementing green community programs; (3)
rural development involving the production of the electricity from renewable
energy resources; or (4) programs listed above for CREBs. Also included
are expenditures on research facilities and research grants, to support
research in: (1) development of cellulosic ethanol or other nonfossil fuels;
(2) technologies for the capture and sequestration of carbon dioxide
produced through the use of fossil fuels; (3) increasing the efficiency of
existing technologies for producing nonfossil fuels; (4) automobile battery
technologies and other technologies to reduce fossil fuel consumption in
transportation; and (5) technologies to reduce energy use in buildings.
Energy saving mass commuting facilities and demonstration projects are
also included in the list of qualified purposes.

The maximum maturity of both new CREBs, old CREBs, and QECBs
is that which will set the present value of the obligation to repay the
principal equal to 50 percent of the face amount of the bond issue. The
discount rate for the calculation is the average annual interest rate on tax-
exempt bonds issued in the preceding month, having a term of at least 10
years. CREBs and QECBs are subject to arbitrage rules that require the
issuer to spend 95 percent of the proceeds within five years of issuance.

In the 111th Congress, P.L. 111-147 created the direct payment option
for issuers of new CREBs and QECBs and extended their issuance through
2010.
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Impact

The interest income on bonds issued by state and local governments
usually is excluded from federal income tax (see the entry “Exclusion of
Interest on Public Purpose State and Local Debt”). Such bonds result in the
federal government paying a portion (approximately 25 percent) of the
issuer’s interest costs. The original CREBs are structured to have the
interest cost of the state or local government heavily subsidized by the
federal Government in the form of a tax credit to the bond holders. The new
CREBs and QECBs are structured such that 70 percent of the interest cost
is paid by the federal government. Neither type of CREBs or QECBs are
tax-exempt bonds. The cost has been capped at the value of federal tax
credits generated by the $1.2 billion for the original CREBs, $2.4 billion for
the new CREBs, and $3.2 billion for QECBs.

Rationale

Proponents of CREBs and QECBs argue that the federal subsidy is
necessary because private investors are unwilling to accept the risk and
relatively low return associated with renewable energy and energy
conservation projects. Proponents argue that the market has failed to
produce investment in renewable energy and conservation because the
benefits of these projects extend well beyond the service jurisdiction to the
surrounding community and to the environment more generally. The rate
payers of the utility are not compensated for these external benefits, and it
is unlikely, proponents argue, that private investors would agree to provide
them without some type of inducement.

The two energy bond programs seem popular with lawmakers. CREBs
were introduced in 2005 (P.L. 109-58); P.L. 109-432, enacted in December
of 2006, increased the capacity amount by $400 million and extended
issuance authority through 2008. P.L. 110-343 extended CREBs issuing
authority through 2009 and added $800 for a “new” CREB and $800 million
for QECBs; both with a smaller federal subsidy (the credit is 70 percent of
the credit amount on the original CREBs). P.L. 111-5 extended CREBs
through 2010, added $1.6 billion to CREB capacity, and $2.4 billion to
QECB capacity.
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Assessment

The legislation (P.L. 109-58) that created the original CREBs was
enacted on August 8, 2005, and the potential success of the program is still
uncertain. One way to think of this alternative subsidy is that investors can
be induced to purchase these bonds if they receive the same after-tax return
from the credit that they would from the purchase of tax-exempt bonds. The
value of the credit is included in taxable income, but is used to reduce
regular or alternative minimum tax liability. Assuming the taxpayer is
subject to the regular corporate income tax, the credit rate should equal the
ratio of the purchaser’s forgone market interest rate on tax-exempt bonds
divided by one minus the corporate tax rate. For example, if the tax-exempt
interest rate is 6 percent and the corporate tax rate is 35 percent, the credit
rate would have to be equal to .06/(1-.35), or about 9.2 percent to induce
investment. Thus, an investor purchasinga $1 million original CREB would
need to receive a $92,000 annual tax credit each year. For new CREBs and
QECB:s, the tax credit is 70 percent of that amount or $64,400. The issuer
would pay interest of at least $27,600 to match the taxable bond alternative
(e.g., the $92,000).

The direct payment option that is now available for new CREBs and
QECBs will likely make the bonds more attractive to a broader investor
pool. With the direct payment option, the issuer pays the investor the full
taxable interest rate rather than the investor receiving a federal tax credit.
This change will make the bonds more attractive to non-taxed investors such
as international investors and pension funds. As a result, the interest cost to
the issuers may then be lower as the increased demand for the bonds would
put downward pressure on interest rates.

In contrast, with tax-exempt bonds, part of the federal revenue loss is
a windfall gain for some wealthy investors. The federal revenue loss, and
thus benefit, is not fully captured by the issuing government.
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AMORTIZATION OF CERTIFIED POLLUTION
CONTROL FACILITIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.1 0.1
2011 - 0.2 0.1
2012 - 0.2 0.2
2013 - 0.2 0.2
2014 - 0.1 0.2

Authorization

Section 169(d)(5).

Description

This provision makes the pre-1976, 5-year, option to amortize
investments in pollution control equipment for coal-fired electric generation
plants available to those plants placed in service on or after January 1, 1976.
Before enactment of IRC section 169(d)(5), 5S-year amortization of pollution
control equipment applied only to older coal-fired power plants — those
placed in service before January 1, 1976. However, investments in pollution
control equipment made in connection with post-1975 power plants now
qualify for amortization over seven years rather than five years. The 5-year
amortization incentive for pre-1976 plants applies only to pollution control
equipment with a useful life of 15 years or less. In that case 100% of the
cost can be amortized over five years. If the property or equipment has a
useful life greater than 15 years, then the proportion of the costs that can be
amortized over five years is less than 100%.

Qualifying pollution control equipment means any technology that is

installed in or on a qualifying facility to reduce air emissions of any
pollutant regulated by the Environmental Protection Agency (EPA) under
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the Clean Air Act. This includes scrubber systems, particulate collectors and
removal equipment (such as electrostatic precipitators), thermal oxidizers,
vapor recovery systems, low nitric oxide burners, flare systems, bag houses,
cyclones, and continuous emission monitoring systems. The pollution
control equipment needs to have been placed in service after April 11, 2005.

Impact

In the federal tax code, amortization is a method of depreciation that
recovers the total cost basis evenly (i.e., straight line depreciation) over the
recovery period, in this case either five or seven years depending on the age
of the power plant. In either case, however, because the two recovery
periods are substantially less than the economic life of the assets, such
amortization provides more accelerated depreciation deductions for
pollution control equipment than would otherwise be the case under the
Modified Accelerated Cost Recovery System ( MACRS ), in which the
recovery period for the conventional type of electric generating equipment
is either 15 or 20 years, depending on the type of equipment. The recovery
period is 15 years for generating equipment that uses internal combustion,
jet, or diesel engines; 20 years for most types of conventional electric utility
tangible property such as steam or gas turbines, boilers, combustors,
condensers, combustion turbines operated in a combined cycle with a
conventional steam unit, and related assets. The shorter period for internal
combustion engines is because this type of equipment typically deteriorates
faster than conventional coal-fired equipment. Also the recovery method is
one of the more accelerated types: either the double-declining balance
method or the 150% declining balance method. Amortization in this way
thus provides more accelerated depreciation deductions for pollution control
equipment than does MACRS. Because of the time value of money, the
earlier deduction is worth more in present value terms, which reduces the
cost of capital and the effective tax rates on the investment returns. This
should provide an incentive for power plant companies (primarily the tax
paying investor-owned utilities, or IOUs) to invest in pollution control
equipment.

This provision targets electric utilities, a major source of air pollution.
And while older coal plants still emit a disproportionate amount of pollution
among all coal-fired plants, the provision complements prior law by also
targeting emissions from newer plants. The incentive will facilitate utilities
in meeting a new suite of EPA mandates to reduce emissions of sulfur
dioxide (SO, ), nitrous oxide (NO,), and mercury (Hg).
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Rationale

This provision was part of the Energy Policy Actof 2005 (P.L. 109-58).
Before that, investments in pollution control equipment for pre-1976 coal-
fired plants were amortizable over 5 years. Before the 2005 act, pollution
control equipment added to “newer” plants (those placed in service after
1975) was depreciated using the same MACRS methods that apply to other
electric generating equipment on the date they are placed in service (15- or
20-year recovery period using the 150% declining balance method, as
discussed below). The 5-year amortization of pollution control equipment
was added by the Tax Reform Act of 1969 to compensate for the loss of the
investment tax credit, which was repealed by the same act. Prior to 1987,
pollution control equipment could be financed by tax-exempt bonds. This
benefitted all types of electric utilities and not just public power companies,
because although the state or local government would issue the bonds, the
facilities were leased back to the IOUs or cooperatives. Billions of dollars
of pollution control equipment were financed in this way until the safe-
harbor leasing tax rules were repealed by the Tax Reform Act of 1986.

Assessment

Pollution control equipment used in connection with coal-fired power
plants is a significant fraction of a plant’s cost. Thus, the tax treatment of
this type of equipment is important in determining the investment decisions
ofthe electric utility. The Clean Air Act’s “New Source Review” provisions
require the installation of state-of-the-art pollution-control equipment
whenever an air-polluting plant is built or when a “major modification” is
made on an existing plant. By creating a more favorable (in some cases
much more favorable) regulatory environment for existing facilities than
new ones, grandfathering creates an incentive to keep old, grandfathered
facilities up and running.

The federal tax code has also provided an unintended incentive to
retain — a disincentive to scrap — equipment and other business assets.
One of these tax provisions is the 5-year amortization of pollution control
equipment connected with older (pre-1976) power plants. This, and other
provisions under prior law (such as accelerated depreciation and investment
tax credits), and current tax penalties for premature dispositions of capital
equipment under the recapture provisions and the alternative minimum tax
may have provided a disincentive to invest in new equipment and other new
assets.
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Energy

CREDIT FOR PRODUCTION OF
REFINED COAL AND INDIAN COAL

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - @) "
2011 - @) @)
2012 - @) "
2013 - " "
2014 - " "

(") Positive tax expenditure of less than $50 million.

Note: Estimated revenue loss from extensionin P.L.. 111-312 less
than $50 million.

Authorization

Section 45.

Description

Producers of refined coal and Indian coal may be eligible for a
production tax credit (PTC). Refined coal is fuel produced from coal that is
used to produce steam or used as steel industry fuel. Qualified Indian coal
facilities are those that produce coal from reserves owned by a federally
recognized Indian tribe or held in trust by the United States for a tribe or its
members.

The credit for qualified refined coal in 2010 is $6.27 per ton ($4.375
per ton in 1992 dollars, adjusted annually for inflation). Qualifying fuels are
those that when burned, emit 20% less nitrogen oxides and either sulfur
dioxide or mercury than the burning of feedstock coal or comparable coal.
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Further, the fuel must sell at a price that is 50% greater than that of the
feedstock coal. Qualifying coal must be sold to an unrelated party. The
credit phases out over an $8.75 phase-out range as the reference price of the
fuel used as a feedstock exceeds 1.7 times the reference price for the fuel in
2002 (adjusted for inflation) (there is no phase out in 2010). The credit is
available for facilities placed in service after October 22, 2004 and before
January 1, 2012. Refined coal producers may claim the credit for 10 years
after a facility is placed in service.

Refined coal facilities placed in service after 2008 do not need to sell
qualified refined coal at a reference price that is at least 50% greater than the
price of the feedstock coal. Instead, qualified refined coal from facilities
placed in service after 2008 need to reduce emissions of either sulfur dioxide
or mercury by 40% (rather than 20%) as compared to emissions released by
the feedstock or comparable coal.

Producers of refined coal that is a steel industry fuel may qualify for a
tax creditin 2010 of $2.87 ($2.00 adjusted annually for inflation) per barrel-
of-oil equivalent (defined as 5.8 million British thermal units (btu)).
Qualified facilities are those that are placed in service (or modified to use
steel industry fuel) prior to January 1, 2010. The credit is available for one
year after a facility is placed in service.

Between January 1, 2006 and December 31, 2012 taxpayers may claim
credits for the sale of Indian coal produced in the United States by the
taxpayer at a qualified Indian coal facility. The credit for 2010 is $2.20 per
ton (the credit is adjusted annually for inflation).

The credits for refined coal, steel industry fuel, and Indian coal are part
of the general business credit. Unused credits may be carried back one year
and carried forward for up to 20 years.

As part of the PTC, refined coal facilities could qualify for the grant in
lieu of tax credits authorized under Section 1603 of the American Recovery
and Reinvestment Act of 2009 (P.L. 111-5). As of October 2010, no grants
have been awarded to refined coal facilities.

Impact

The tax credit for refined coal reduces the cost of producing refined
coal which can then be used to generate electricity (the credit is not available
for electricity produced from coal). Prior to 2008, production of coal-based
synthetic fuels (a.k.a. refined coal) were eligible for a production tax credit
under Section 29 of the Internal Revenue Code. Under Section 29, coal that
underwent a significant chemical change could be given a credit as a coal-
based synthetic fuel. The credits previously available under Section 29 were
generous relative to those awarded under the PTC. Further, the credit for
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refined coal under Section 45 requires that producers adhere to more
stringent environmental standards than were imposed under Section 29.
Currently, few producers meet the criteria under Section 45 to qualify for a
tax credit for the production of refined coal.

Rationale

The PTC was expanded to include refined coal by the American Jobs
Creation Act of 2004 (P.L. 108-357). This legislation also expanded the PTC
to allow renewable electricity using open-loop biomass, geothermal, solar,
small irrigation power, and municipal solid waste to qualify. The Energy
Policy Act of 2005 (P.L. 109-58) added Indian coal production facilities as
production eligible for the PTC. The Emergency Economic Stabilization Act
of 2008 (P.L. 110-343) extended the placed-in-service deadline for refined
coal through December 31, 2009. This legislation also increased the
emissions standards on the refined coal credit and removed the market value
test. The changes made under the 2008 legislation effectively added steel
industry fuel to the list of qualifying fuels. The Tax Relief, Unemployment
Reauthorization, and Job Creation Act of 2010 (P.L. 111-312) extended the
placed-in-service deadline for refined coal facilities, other than refined coal
facilities producing steel industry fuel, through December 31, 2011.

Assessment

The PTC for refined coal reduces the cost of this fuel relative to other
fuel sources. Reducing the cost through a subsidy is intended to encourage
the production of refined coal. Alternatively, if the cost of other liquid based
fuels, such as petroleum, were to increase, coal to liquid technologies
(including refined coal) would become more cost competitive. Since refined
coal adheres to higher environmental standards, a tax on carbon-emitting
fuels, which increases the cost of such fuels, would be an economically
efficient mechanism for promoting the use of refined coal technologies.
Taxing emissions directly, as opposed to subsidizing low-emissions
technologies, would allow markets to select the optimal energy resources.
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Energy

CREDIT FOR ENERGY-EFFICIENT
NEW HOMES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - " "
2011 - @) "
2012 - @) @)
2013 - @) "
2014 - @) @)

(") Positive tax expenditure of less than $50 million.

Note: Estimated revenue loss with extensions in P.L. 111-312 are
less than $50 million.

Authorization

Section 45L.

Description

Contractors building energy-efficient new homes may be eligible for
atax credit ofup to $2,000. Manufacturers of manufactured energy-efficient
homes may be eligible for a tax credit of up to $1,000. Contractors and
manufacturers claiming tax credits must submit certification from an eligible
certifier before claiming the credit.

Certified energy-efficient new homes qualifying for the tax credit have
an annual heating and cooling energy consumption that is at least 50%
below that of a comparable dwelling unit. The home must also be
constructed in accordance with the standards of Chapter 4 of the 2003
International Energy Conservation Code, including supplements. Heating
and cooling equipment efficiencies must correspond to the minimum
allowed under the regulations established by the Department of Energy
(DOE) pursuant to the National Appliance Energy Conservation Act of 1987
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(P.L. 100-12) in effect at the time construction is completed. Finally,
qualified homes must be constructed such that building envelope
components contribute at least 1/5 of the 50% in required energy
consumption reduction. Manufactured homes meet the requirements above,
but must have an annual energy consumption that is at least 30% below that
of a comparable dwelling unit. For manufactured homes, at least 1/3 of the
reduction must come from building envelope components. Alternatively,
Energy Star labeled homes may qualify for the tax credit.

The energy-efficient new homes tax credit is part of the general
business credit. It may be carried back for one year and carried forward for
20 years.

The tax credit is not available for energy-efficient new homes acquired
after December 31, 2011.

Impact

In 2007, approximately 25,000 of the corporate tax returns filed
claimed the credit for energy efficient new homes. Approximately 75% of
these credits were claimed by those in the construction sector while 17%
were claimed by taxpayers in the manufacturing sector. Since 2007, the
number of new homes being built has declined substantially. The housing
market for new homes, including energy efficient homes, remains weak.

Rationale

The tax credit for energy efficiency new homes is designed to
encourage contractors building new homes and manufacturers of homes to
install energy efficient technologies in new homes. Generally, it is less
expensive to install energy efficient property in new residences, as opposed
to retrofitting existing property to incorporate energy efficient upgrades.

The tax credit for energy efficient new homes was introduced under the
Energy Policy Act of 2005 (P.L. 109-58). Initially, the credit was set to
expire at the end of 2007. The Tax Relief and Health Care Act of 2006 (P.L.
109-432) extended the credit through December 31, 2008. The Emergency
Economic Stabilization Act of 2009 (P.L. 110-343) extended the deadline
for claiming the credit through December 31, 2009.
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Assessment

Oftentimes, tax incentives that promote specific types of investment are
economically inefficient, as they direct resources away from what would
generally be their most productive use. Such interventions, however, may
enhance economic efficiency if they address market failures.

There is a potential market failure in the market for energy-efficient
new homes. Specifically, the potential market failure stems from the so-
called principal-agent problem. In the case of a new home, builders make
decisions regarding energy efficient property. Since the builders are not the
ultimate users of such property, and don’t realize the energy savings
associated with the property, the builder may not decide to incur the higher
up front costs typically associated with energy efficient property. The
problem is most likely to occur if the builder is not able to recoup the costs
associated with energy efficient installations when selling the home. It is not
clear if market prices accurately reflect, or capitalize, the value of energy
efficiency improvements. If energy efficiency is not accurately reflected in
housing prices, builders may underinvest in efficiency.
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Energy

CREDIT FOR CERTAIN ALTERNATIVE MOTOR VEHICLES
THAT DO NOT MEET EXISTING CRITERIA OF A QUALIFIED
PLUG-IN ELECTRIC DRIVE MOTOR VEHICLE

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 Q) () ()
2011 Q) Q) Q)
2012 () () ()
2013 Q) Q) Q)
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Authorization

Section 30.

Description

Section 30 provides a 10% tax credit for the purchase of qualified low-
speed, two-wheeled, and three-wheeled plug-in electric vehicles. The credit
is capped at $2,500. To be eligible for the credit, vehicles must be acquired
for use or lease by the taxpayer, and not for resale. Sellers selling qualifying
vehicles to tax-exempt entities may claim the credit after fully disclosing the
credit amount to the tax-exempt buyer. Additionally, to qualify for the
credit, the vehicle must be used predominately within the United States. No
credit is available for plug-in electric vehicles claiming a tax credit as a
qualified plug-in electric drive vehicle under section 30D. For businesses
claiming credits for depreciable property, the credit is treated as being part
of the general business credit. The credit is available for vehicles acquired
after February 17, 2009, and before January 1, 2012.

Qualified low-speed vehicles are those that have four wheels, have a
gross weight of less than 3,000 pounds, can reach a minimum speed of 20
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miles per hour (mph), have a maximum speed of 25 mph, and are
manufactured primarily for use on public streets, roads, or highways. The
vehicle must be propelled by a battery with a capacity of at least 4 kilowatt
hours (kWh). In the case of 2-wheeled and 3-wheeled vehicles, the minimum
battery capacity is 2.5 kWh.

Impact

In 2010, there were 10 manufacturers producing vehicles eligible for
a credit under section 30. The Internal Revenue Service maintains a list of
eligible vehicles.'®

Rationale

The section 30 tax credit for low-speed, two-wheeled, and three-
wheeled vehicles was created under the American Recovery and
Reinvestment Act of 2009 (P.L. 111-5). The introduction of section 30
provided a separate credit for low-speed, two-wheeled, and three-wheeled
vehicles. Low-speed electric vehicles acquired before December 31, 2009
may have qualified for the plug-in electric drive vehicle credit under section
30D. The purpose of modifying the credit was to allow certain low-speed
vehicles to qualify for a reduced credit, as opposed to the more generous
credit under section 30D.

Assessment

Tax credits for plug-in electric vehicles promote the purchase of such
vehicles by changing relative prices. In the absence of market failures, such
subsidies will be inefficient, as resources are diverted toward producing
goods that would not have been cost-effective without the subsidy.

There are a number of reasons why there might be market failures in
the market for conventional gasoline - and diesel - powered vehicles. First,
gasoline consumption is believed to have negative environmental
externalities, imposing social costs that consumers do not consider when
making purchasing decisions. Thus, the equilibrium quantity of gasoline
consumption might exceed the economically efficient, socially optimal level.
Second, conventional gasoline-powered motor vehicles might impose
negative externalities through congestion and highway traffic accidents.

16

The list of vehicles eligible for the tax credit is 2010 is available from the IRS:
http://www.irs.gov/businesses/article/0,,id=220785,00.htm]
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Subsidizing plug-in electric vehicles is one way of addressing the
potential market failures associated with conventional gasoline powered
vehicles. The government could also address the negative externalities
associated with gasoline consumption by taxing gasoline directly. Directly
taxing activities believed to be associated with negative externalities, such
as gasoline consumption, is more economically efficient that subsidizing
non-externality-generating alternative activities. Evidence in the market for
hybrid vehicles suggests that rising gasoline prices have been more effective
in promoting hybrid vehicle adoption than tax incentives.

Iftax incentives fail to cause taxpayers to change their behavior, in this
case stimulating the purchase of plug-in electric vehicles, such incentives
would be economically inefficient. Tax provisions that reward consumers
for purchases they would have made without the tax incentive provide a
windfall to taxpayers, without increasing the activity the incentive was
designed to promote (plug-in electric vehicles). While it is not clear whether
tax incentives will be effective at increasing the market share of vehicles
qualifying for a credit under section 30, evidence from the hybrid vehicle
market does suggest that tax credits for alternative technology vehicles are
not a primary driver of vehicle purchases.
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CREDIT FOR INVESTMENT IN ADVANCED
ENERGY PROPERTY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 0.4 0.5
2011 0.1 0.3 0.4
2012 ") 0.2 0.2
2013 " 0.1 0.1
2014 ") 0.1 0.1

(") Positive tax expenditure of less than $50 million.

Authorization

Section 48C.

Description

The American Recovery and Reinvestment Act of 2009 (P.L. 111-5)
established a 30% tax credit for qualified investments in advanced energy
property. A total of $2.3 billion was allocated for advanced energy property
investment tax credits. The tax credits were competitively awarded by the
Department of Energy (DOE) and the Department of Treasury.

Advanced energy projects that may qualify for the tax credit include
those that re-equip, expand, or establish eligible manufacturing facilities.
Facilities that produce the following types of property may qualify: (1)
property designed to produce energy using a renewable resource (i.e. solar,
wind, geothermal), (2) fuel cells, microturbines, or energy storage systems
for use with electric or hybrid-electric vehicles, (3) advanced transmission
technologies that support renewable generation (including storage), (4)
carbon capture and sequestration property, (5) property designed to refine
or blend renewable fuels, (6) energy conservation technologies (i.e. energy-
saving lighting or smart grid technologies), (7) plug-in electric vehicles and
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components, (8) other advanced energy property designed to reduce
greenhouse gas emissions.

Applications for the advanced energy manufacturing tax credit were
accepted beginning August 14, 2009. It was required that final applications
for the first allocation round be submitted by October 16,2009. All available
credits ($2.3 billion) were allocated in this first allocation round.

Applications were evaluated jointly by the Department of Energy and
the Department of Treasury. Projects were selected based on their
commercial viability, potential for domestic job creation, net reduction in air
pollution or greenhouse gas emissions, potential for technological
innovation and commercial deployment, levelized cost for energy
generation, storage, or conservation, and the project’s expected time span.

Generally, the tax credit is awarded when a project is placed in service.
For multi-year projects, taxpayers may claim credits based on the project’s
progress expenditures. All projects must be completed within four years of
tax credit acceptance. Taxpayers receiving a credit under section 48C cannot
claim the energy investment tax credit (ITC) (discussed elsewhere in this
compendium).

Impact

The advanced energy manufacturing tax credit was awarded to 183
projects across 43 states. In total, there were applications for $10.9 billion
in credits. The DOE and IRS determined that of these applications, $8.1
billion of the funds requested were for eligible projects. The projects
receiving the $2.3 billion in tax credits awarded were selected using the
criteria outlined above. The projects awarded tax credits under section 48C
are expected to generate 17,000 jobs.

The tax credits were designed to address the U.S. position in the global
advanced energy manufacturing marketplace. As of 2008, the U.S. had 16%
of global wind manufacturing capacity, 6% of global solar manufacturing
capacity, and less than 1% of global battery manufacturing capacity. As a
result, the domestically produced content of installed renewable generation
facilities is relatively low. In the mid-2000s, domestic content for the U.S.
wind industry was 25%. That had increased to 50% by 2010, and is expected
to reach 70% once the current round of manufacturing expansion is
complete.
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Rationale

The advanced energy manufacturing tax credit was established under
the American Recovery and Reinvestment Act of 2009 (P.L. 111-5). The
purpose of the tax credit was to promote the domestic green energy
manufacturing sector with a focus on domestic job creation.

Assessment

As is the case with any investment tax credit, the economic efficiency
of the tax credit depends on how much additional investment was caused by
the tax credit. Taxpayers that already had planned, but not yet started,
renewable energy manufacturing projects may have been awarded tax
credits, even if their projects would have moved forward without the tax
incentive. Under this scenario, the tax credit represents a windfall benefit to
the taxpayer and does not induce any additional installation of advanced
energy manufacturing capacity.

Investment tax credits for advanced energy manufacturing projects
reduce the cost of investment for qualifying projects, relative to other types
of investment. Generally, investment subsidies that aim to reallocate capital
are inefficient, as such policies direct capital away from what would
otherwise be its most productive use.

Tax credits for renewable energy manufacturing may be justified to the
extent such incentives address environmental and energy security concerns.
Specifically, since traditional energy technologies are often polluting and
may be associated with global climate change, subsidizing clean energy
alternatives could help reduce reliance on fossil energy resources.
Subsidizing clean energy alternatives, however, is less economically
efficient than directly taxing activities and energy sources that have negative
environmental consequences.

Finally, the fact that the advanced energy manufacturing tax credit was
enacted on a temporary basis could also be problematic. While temporary
investment tax incentives may cause firms to act quickly to make
investments within the credit window, it can also lead to investment
uncertainty. Firms that did not receive a tax credit allocation in the first
round may put off projects, while other firms may wait before undertaking
advanced energy manufacturing projects to see if additional tax credits will
be come available.
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Natural Resources and Environment

EXCLUSION OF CONTRIBUTIONS IN AID OF
CONSTRUCTION FOR WATER AND SEWER UTILITIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - " "
2011 - @) @)
2012 - @) "
2013 - " "
2014 - @) "

(")Positive tax expenditure of less than $50 million.

Authorization

Section 118(c), (d).

Description

Contributions in aid of construction are charges paid by utility
customers, usually builders or developers, to cover the cost of installing
facilities to service housing subdivisions, industrial parks, manufacturing
plants, etc. In some cases, the builder/developer transfers completed
facilities to the utility rather than paying cash to the utility to finance
construction of the facilities.

Qualifying contributions in aid of construction received by regulated
water and sewage disposal utilities which provide services to the general
public in their service areas are not included in the utilities’ gross income if
the contributions are spent for the construction of the facilities within 2
years after receipt of the contributions. Service charges for starting or
stopping services do not qualify as nontaxable capital contributions. Assets
purchased with (or received as) qualifying contributions have no basis
(hence, cannot be depreciated by the utility) and may not be included in the
utility’s rate base for rate-making purposes.
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Impact

Before the Tax Reform Act of 1986 (TRA86), the special treatment
described above applied to contributions in aid of construction received by
regulated utilities that provide steam, electric energy, gas, water, or sewage
disposal services. This treatment effectively exempted from taxation the
services provided by facilities financed by contributions in aid of
construction. The treatment was repealed by TRAS86 but reinstated by the
Small Business Job Protection Act of 1996 for water and sewage facilities
only.

Repeal of the special treatment resulted in increases in the amounts
utilities charge their customers as contributions in aid of construction.
Before TRAS86, a utility would charge its customers an amount equal to the
cost of installing a facility. After TRAS86, utilities had to charge an amount
equal to the cost of the facility plus an amount to cover the tax on the
contribution in aid of construction. This parallels the pricing of most other
business services, for which companies must charge customers the actual
cost of providing the service plus an amount to cover the tax on the income.

The higher cost associated with contributions in aid of construction as
aresult of the change in the TRA86 led to complaints from utility customers
and proposals to reverse the change. The special treatment of contributions
in aid of construction was reinstated — but only for water and sewage
utilities — in the Small Business Job Protection Act of 1996. As a result
of this reinstatement, water and sewage utility charges for contributions in
aid of construction are lower than they would be if the contributions were
still taxable. The charge now covers only the cost of the financed facility;
there is no markup to cover taxes on the charge.

To the extent that the lower charges to builders and developers for
contributions in aid of construction are passed on to ultimate consumers
through lower prices, the benefit from this special tax treatment accrues to
consumers. If some ofthe subsidy is retained by the builders and developers
because competitive forces do not require it to be passed forward in lower
prices, then the special tax treatment also benefits the owners of these firms.

Rationale

The stated reason for reinstating the special treatment of contributions
in aid of construction for water and sewage utilities was concern that the
changes made by the Tax Reform Act of 1986 may have inhibited the
development of certain communities and the modernization of water and
sewage facilities.
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Assessment

The contribution in aid of construction tax treatment allows the utility
to write off or expense the cost of the financed capital facility in the year it
is put in place rather than depreciating it over its useful life. This treatment,
in effect, exempts the services provided by the facility from taxation and
thereby provides a special subsidy. Absent a public policy justification,
such subsidies distort prices and undermine economic efficiency.

In repealing the special tax treatment of contributions in aid of
construction in TRA86, Congress determined that there was no public policy
justification for continuing the subsidy. In reinstating the special tax
treatment for water and sewage utilities in the Small Business Job Protection
Act of 1996, Congress determined that there was an adequate public policy
justification for providing the subsidy to these particular utilities.
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Natural Resources and Environment

SPECIAL TAX RATE FOR NUCLEAR DECOMMISSIONING
RESERVE FUND

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.9 0.9
2011 - 0.9 0.9
2012 - 1.0 1.0
2013 - 1.1 1.1
2014 - 1.1 1.1
Authorization
Section 468A.
Description

Taxpayers who are responsible for the costs of decommissioning
nuclear power plants (e.g., utilities) can elect to create reserve funds to be
used to pay for decommissioning. The funds receive special tax treatment:
amounts contributed to a reserve fund are deductible in the year made and
are not included in the taxpayer’s gross income until the year they are
distributed, thus effectively postponing tax on the contributed amounts.
Amounts actually spent on decommissioning are deductible in the year they
are made. The fund’s investments, however, are subject to a 20% tax rate
— alower rate than that which applies to most other corporate income. The
amount that can be contributed to an account is the amount the Internal
Revenue Service (IRS) determines would provide funding for the actual
decommissioning costs when they occur.
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Impact

Asnoted above, amounts contributed to a qualified fund are deductible
in the year contributed but are taxed when withdrawn to pay for
decommissioning costs. By itself, such treatment would constitute a tax
deferral. However, full taxation of the investment earnings of the tax-
deferred funds (the treatment that applied before 1992) would offset any
benefit from the deferral. Accordingly, taken alone, only current law’s
reduced tax rate poses a tax benefit.

An additional issue is whether the favorable tax treatment accorded to
the funds simply compensates for other, unfavorable, tax treatment of
decommissioning costs. Under current law there is a tax penalty associated
with decommissioning because outlays for nuclear decommissioning are not
permitted to be deducted until they are actually made. To the extent a
taxpayer incurs a liability for those costs in advance of the outlays, this
treatment constitutes a tax penalty similar to a reverse tax deferral; accurate
treatment would require the costs to be deducted to reflect the loss in value
of the plant as the required outlay becomes closer in time.

The likely economic effect of the reduced rates is to encourage outlays
on nuclear decommissioning because the tax-saving funds are contingent on
making such outlays. At the same time, however, to the extent that
decommissioning costs are required by government regulations to be
incurred with or without the special tax treatment, the reduced rates pose an
incentive to invest in nuclear power plants. The benefit of the favorable tax
treatment likely accrues to owners of electric utilities that use nuclear power
and to consumers of the electricity they produce.

Rationale

The special decommissioning funds were first enacted by the Deficit
Reduction Act of 1984 (Public Law 98-369), but the funds’ investment
earnings were initially subject to tax at the highest corporate tax rate (46%,
at the time). The funds were established because Congress believed that the
establishment of segregated reserve funds was a matter of “national
importance.” At the same time, however, Congress “did not intend that this
deduction should lower the taxes paid by the owners...in present value
terms,” and thus imposed full corporate taxes on funds’ investment earnings.

The reduced tax rate was enacted by the Energy Policy Act of 1992
(Public Law 102-486). The rate was reduced to provide “a greater source
of funds” for decommissioning expenses. Congress in 2000 approved a
measure that would eliminate the “cost of service” limitation on
contributions to funds (leaving intact, however, the limit posed by the IRS
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determination). The Energy Tax Incentives Act of 2005 (Public Law 109-
58) modified the rules on the contribution limits to allow larger deductible
contributions to a decommissioning fund.

Assessment

As noted above, the reduced tax rates may provide a tax benefit linked
with amounts contributed to qualified funds. The impact of the resulting tax
benefit on economic efficiency depends in part on the effect of non-tax
regulations governing decommissioning. Nuclear powerplants that are not
appropriately decommissioned might impose external pollution costs on the
economy that are not reflected in the market price of nuclear energy. To the
extent government regulations require plants to be shut down in a manner
that eliminates pollution, this “market failure” may already be corrected and
any tax benefit is redundant. To the extent regulations do not require
effective decommissioning, the tax benefit may abet economic efficiency by
encouraging decommissioning outlays. The equity effect of the tax benefit
is distinct from regulatory fixes of pollution. It is likely that
decommissioning costs required by regulation are borne by utility owners
and consumers of nuclear energy. The tax benefit probably shifts a part of
this burden to taxpayers in general. Note also, however, that the reduced
rates may simply compensate for the delayed deduction of decommissioning
costs.
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Natural Resources and Environment

SPECIAL DEPRECIATION ALLOWANCE FOR CERTAIN
REUSE AND RECYCLING PROPERTY

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 Q) ") Q)
2011 () () ()
2012 () Q) Q)
2013 () () ()
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Authorization
Section 168.
Description

Certain reuse and recycling property is eligible for a special
depreciation allowance that allows 50% of the cost to be expensed when
incurred. The remainder is depreciated based on the regular class life. To
qualify, the property must be machinery and equipment, not including
buildings but including software necessary to operate the equipment, used
exclusively to collect, distribute, or recycle qualified reuse and recyclable
materials. Recycling equipment includes property used for sorting. It does
not include rolling stock or other equipment used to transport reuse and
recyclable materials. Reuse and recyclable material means scrap plastic,
scrap glass, scrap textiles, scrap rubber, scrap packaging, recovered fiber,
scrap ferrous and nonferrous metals, or electronic scrap generated by an
individual or business. Electronic scrap includes cathode ray tubes, flat
panel screens, or similar video display devices with a screen size greater
than 4 inches measured diagonally, or central processing units. Property
must have a useful life of at least five years. It applies to property placed
into service (or with construction begun in the case of self-constructed
property) after August 31, 2008.
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Impact

Allowing half the cost to be expensed when incurred provides a benefit
because a tax deduction today is worth more than a tax deduction in the
future, due to the time value of money (interest). Expensing produces the
same reduction in effective tax rate regardless of the durability of the asset
as long as current depreciation reflects economic decline and thus is neutral.
The effective tax rate is u(1-x)/(1-ux), where x is the share expensed and u
is the statutory tax rate; in the case of 50% expensing and a 35% tax rate the
effective tax rate falls by 40% to an effective 21% rate. Since most
equipment assets are estimated to have depreciation more generous than
economic depreciation, both beginning and effective tax rates are lower and
the reduction proportionally less.

Although producing a relatively neutral reduction in the tax rate,
reductions in tax burden reduce the cost of operating proportionally more for
long lived assets because the rate of return is more important in cost for
more durable facilities. One way to express this difference is in the rental
price (or payment that would be required to rent an asset). It is closely
related to an equivalent reduction in acquisition cost. For example, for five
year assets, the present value of depreciating the asset at a 5% real rate of
return and a 2% inflation rate is 87 cents for each dollar of cost. Allowing
half of the cost to be deducted immediately (with a value of $1) at a 35% tax
rate would be the equivalent of a 2.3% reduction in acquisition cost. For
seven year property, the most common depreciation class for equipment, the
present value is 83 cents for each dollar of investment and the expensing is
equivalent to a 3% reduction in cost. Thus the reduction in overall cost of
recycling (which also requires labor and material as well as the use of
capital) is relatively small due to this provision.

Rationale

The recycling provision was adopted by the Emergency Economic
Stabilization Act of 2008 (P.L. 110-343) which included a number of
provisions relating to energy conservation. Although no specific rationale
was provided, stand alone bills introduced to provide this benefit referred to
the energy savings from recycling.
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Assessment

In the absence of external effects, it is efficient for investments to face
the same effective tax rate. Subsidies to recycling would be justified if
recycling reduces external effects such as pollution. Initial concerns about
land use that were originally used to justify recycling have now been
supplanted largely by benefits for energy use and pollution from recycling.
While there was an initial debate about whether recycling was not only cost
effective, but whether it actually reduced energy consumption, most studies
have indicated that it does. Energy saving is, however, greater for some
commodities than others (e.g., aluminum as opposed to glass).

Another justification for subsidies to recycling is that many of the
industries that produce virgin materials are eligible for tax subsidies as well
(paper and mining), although an alternative policy would be to reduce those
existing subsidies rather than grant new ones for recycling. Certain
industries (e.g., aluminum) also benefit from inexpensive hydroelectric
power.

If a subsidy is justified for reuse and recycling property, it is not clear
that a tax subsidy is the best alternative. Recycling issues are largely in the
domain of local governments, and the cost effectiveness depends on many
other factors (such as density). Local governments have alternative
methods, such as requiring recycling and, in some cases, imposing taxes on
trash by quantity (although the evidence does not suggest the latter approach
is very successful). At the same time, some of the pollution effects of using
energy are national (or even global). Providing a federal subsidy to lower
costs might induce more localities to be involved inrecycling. The subsidies
should result in a greater demand and higher price for scrap. However, for
communities already involved in recycling, these benefits would appear in
lower costs for trash collection overall, with no specific incentive for
recycling.
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EXPENSING OF MULTIPERIOD TIMBER-GROWING COSTS;
AMORTIZATION AND EXPENSING OF REFORESTATION
EXPENSES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 0.1 0.2
2011 0.1 0.1 0.2
2012 0.1 0.1 0.2
2013 0.1 0.1 0.2
2014 0.1 0.1 0.2

Authorization

Sections 194, 263A(c)(5).

Description

Most of the production costs of growing timber may be expensed (fully
deducted in the year incurred). Production costs include indirect carrying
costs, such as interest and property taxes, as well as direct costs, such as
disease and pest control and clearing brush. Taxpayers may also deduct up
to $10,000 of reforestation expenditures incurred for each qualified timber
property in any tax year; expenditures exceeding this cap may be amortized
over 84 months. Qualifying reforestation expenditures include only direct
costs, such as expenditures for preparation of the site, for seeds or seedlings,
and for labor and tools. Most other industries follow the uniform
capitalization rules, under which production costs are capitalized (added to
the basis) and deducted when the product is sold.
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Impact

Being able to expense production costs rather than capitalize them
accelerates cost recovery. The time-value of taxes saved in earlier years
lowers the average effective tax rate on timber-growing, calculated over the
multi-year production period for timber. Most of the tax benefit goes to
corporations, and is thereby likely to mostly benefit higher-income
individuals (see discussion in the Introduction).

Rationale

Permitting the costs of timber-growing to be expensed was apparently
part of a general perception that these were maintenance costs, and thus
deductible as ordinary costs of a trade or business. A series of revenue
rulings and court cases over the years distinguished between which expenses
could be deducted and which expenses had to be capitalized (for example,
I. T. 1610 in 1923, an income tax unit ruling; Mim. 6030 in 1946, a
mimeographed letter ruling; Revenue Ruling 55-412 in 1955; and Revenue
Ruling 66-18 in 1966).

The Tax Reform Act of 1986 (P.L. 99-514) included uniform
capitalization rules which required production expenses to be capitalized in
most cases. Timber was among the few categories of property excepted
from these rules. No specific reason was given for exempting timber, but
the general reason given for exceptions to the uniform capitalization rules
was that they were cases where its application “might be unduly
burdensome.” Although the 1986 actrepealed the 10-percent investment tax
credit for most property placed in service after 1985, it retained the credit for
expenditures that qualify for 84-month amortization, which includes
reforestation expenditures.

Expensing of the first $10,000 of reforestation expenditures was
introduced by the Recreational Boating Safety and Facilities Improvement
Act of 1980 (P.L. 96-451). The expensing provision replaced an existing
reforestation credit (Code Sec. 48). The change was made to simplify the
treatment of reforestation costs. The basic purpose of the incentive was to
encourage reforestation. The American Jobs Creation Act of 2004 (P.L.
108-357) provided for an election to claim the reforestation deduction. The
2004 act also granted taxpayers the ability to revoke an election made prior
to the Act to treat the cutting of timber as a sale or exchange. The Gulf
Opportunity Zone Act of 2005 (P.L. 109-135) temporarily raised the cap on
the reforestation deduction for small timber producers, for expenditures
undertaken in the GO Zone through January 1, 2008; taxpayers holding 500
or more acres of qualified timber property at any time during the taxable
year were not eligible.
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Assessment

Supporters of the tax subsidy argue that timber-growing provides
benefits to society in general , such as an improved environment,
recreational opportunities, and natural vistas (economists call these positive
externalities). Because private investors are not compensated for these
external benefits, they would tend to invest less in timber-growing and
reforestation than may be socially desirable. A tax subsidy may encourage
increased forestry investment. Still, some argue that the tax-incentive
approach should be compared with alternatives such as direct subsidies or
direct ownership of timber lands by the government.

The cap on the deduction for reforestation expenditures has remained
at $10,000— the level set when the provision was first enacted in 1980.
Inflation over thirty years has consequently reduced the real value of the
deduction to a comparatively inconsequential level.
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TAX EXCLUSION FOR EARNINGS OF CERTAIN
ENVIRONMENTAL SETTLEMENT FUNDS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - " "
2011 - @) "
2012 - @) @)
2013 - @) "
2014 - @) @)

(") Positive tax expenditure of less than $50 million.

Authorization

Section 468B.

Description

In general, this section discusses the tax treatment of designated
settlement funds for certain environmental claims. The cleanup of hazardous
waste sites under the Superfund program sometimes is paid for out of
environmental settlement funds, which serve the same purpose as escrow
accounts. These funds arise out of consent decrees involving the
Environmental Protection Agency (EPA) and parties held responsible for the
site contamination and issued by federal district courts. The EPA uses the
funds in the accounts to resolve claims against responsible parties under the
Comprehensive Environmental Response, Compensation and Liability Act
of 1980 (CERCLA).

An environmental settlement fund will be exempt from taxation if the

following conditions are satisfied: 1) it is established pursuant to a consent
decree entered by a judge of a United States District Court; 2) it is created
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for the receipt of settlement payments as directed by a government entity for
the sole purpose of resolving or satisfying one or more claims asserting

liability under the Comprehensive Environmental Response, Compensation,
and Liability Act of 1980; 3) the authority and control over the expenditure
of funds therein (including the expenditure of contributions thereto and any
net earnings thereon) is with such government entity; and 4) upon
termination, any remaining funds will be disbursed to such government
entity (in this case the EPA) for use in accordance with applicable law.

Impact

The tax expenditure tied to the provision lies in the fund income that
escapes taxation. In effect, the provision lowers the after-tax cost to a
taxpayer of reaching a settlement with the EPA over cleaning up hazardous
waste sites identified through the Superfund program.

Rationale

The provision entered the tax code through the Tax Increase Prevention
and Reconciliation Act of 2005 (P.L. 109-222) and was further modified in
the Tax Relief and Health Care Act 02006 (P.L. 109-432). Proponents said
it was needed to clarify the tax status of income earned by an environmental
escrow account and to give parties deemed responsible for hazardous waste
sites an incentive to enter promptly into an agreement with the EPA over
cleaning up those sites. The funds in such an account are used to pay for the
cost of cleanup operations.

Assessment

Many would agree that it is in the public interest for the parties
responsible for hazardous waste sites to act as quickly as possible to clean
up the sites at their own expense. The provision is intended to promote such
a result.

Yet it is unclear from what little information about the provision is
available to what extent it has aided or expedited the cleanup of Superfund
hazardous waste sites. Responsible parties end up paying for the cleanup of
most of these sites. The EPA has reported that so-called potentially
responsible parties have conducted the cleanup of 70 percent of the worst
sites, those listed in the EPA’s National Priorities List (NPL). For the
remaining 30 percent of NPL sites, the EPA cannot locate the responsible
parties, or those it has found lack the funds to share the cost of the cleanup.
In those cases, the EPA draws on funds in the Superfund trust fund to pay
for the cleanup. The provision may remove a barrier to increasing the
proportion of contaminated sites cleaned up by responsible parties. If this
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proportion were to rise, less federal money would be needed to do the
cleanup.
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GAIN OR LOSS IN THE CASE OF TIMBER, COAL, OR
DOMESTIC IRON ORE

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.4 - 0.4
2011 0.4 - 0.4
2012 0.4 - 0.4
2013 0.4 - 0.4
2014 0.5 - 0.5

Authorization

Sections 631, 1221, and 1231.
Description

A taxpayer who has held standing timber or the right to cut timber for
a year (including ornamental evergreens cut after six years) may elect to
treat the income from the stand or cut timber as a capital gain. Lessors of
coal mining or iron ore rights who retain an economic interest in production
may also treat income as a capital gain. Percentage depletion is not available
to the lessor when tax rates on capital gains are lower than ordinary rates.

Impact

Capital gains treatment benefits individuals (corporate gains are taxed
atordinary rates). Capital gains treatment of timber departs from the general
treatment of sale of inventory. For coal and iron ore, the benefit is offset by
the loss of percentage depletion. Since percentage depletion is limited to
50% of net income and is in excess of cost depletion, the capital gains
treatment, at current rates, is more beneficial even when percentage
depletion is large relative to net income for high income taxpayers.
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Rationale

Treatment of gain from cutting timber was adopted in 1943, in part to
equalize the treatment of those who sold timber as a stand (where income
would automatically be considered a capital gain) and those who cut timber.
This treatment was also justified to encourage timber conservation through
selective cutting and because taxing gain at ordinary rates was unfair
because of the long development time. Capital gains treatment for coal
royalties was added in 1951 to equalize the treatment of coal lessors, to
provide benefits to long-term lessors with low royalties who were unlikely
to benefit from percentage depletion, and to encourage coal production.
Similar treatment of iron ore was enacted in 1964 to equalize treatment and
to encourage production of iron ore in response to foreign competition.

Assessment

In general, investments should be treated neutrally to maximize
economic efficiency unless there are market failures (such as external
benefits) that justify subsidies. Unlike expensing provisions that allow the
deduction of costs of developing and maintaining a timber stand, and could
be justified on environmental grounds, the capital gains treatment does not
distinguish between cutting old growth timber and planting new stands.
Deforestation is a contributor to climate change and to the extent that the
provision encourages cutting of existing timber, the provision could be
harmful to the environment. Arguments are sometimes made to justify
subsidies to mining on the basis of risk and protection of domestic industry,
but it is unclear whether these problems represent true present market
failures, and these industries also may have negative environmental effects.
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EXCESS OF PERCENTAGE OVER COST DEPLETION:
NONFUEL MINERALS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 " 0.1 0.1
2011 @) 0.1 0.1
2012 " 0.1 0.1
2013 " 0.1 0.1
2014 ") 0.1 0.1

(") Positive tax expenditure of less than $50 million.

Authorization

Sections 611, 612, 613, and 291.

Description

Firms that extract minerals, ores, and metals from mines are permitted
a deduction to recover their capital investment, which depreciates due to the
physical and economic depletion of the reserve as the mineral is recovered
(section 611).

There are two methods of calculating this deduction: cost depletion,
and percentage depletion. Cost depletion allows for the recovery of the
actual capital investment — the costs of discovering, purchasing, and
developing a mineral reserve — over the period during which the reserve
produces income. Each year, the taxpayer deducts a portion of the adjusted
basis (original capital investment less previous deductions) equal to the
fraction of the estimated remaining recoverable reserves that have been ex-
tracted and sold. Under this method, the total deductions cannot exceed the
original capital investment.
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Under percentage depletion, the deduction for recovery of capital
investment is a fixed percentage of the “gross income” — i.e., sales revenue
— from the sale of the mineral. Under this method, total deductions
typically exceed the capital invested.

Section 613 states that mineral producers must claim the higher of cost
or percentage depletion. The percentage depletion allowance is available for
many types of minerals, at rates ranging from 5 percent (for clay, sand,
gravel, stone, etc.) to 22 percent (for sulphur, uranium, asbestos, lead, etc.).

Metal mines generally qualify for a 14 percent depletion, except for
gold, silver, copper, and iron ore, which qualify for a 15 percent depletion.
The percentage depletion rate for foreign mines is generally 14 percent.

Percentage depletion is limited to 50 percent of the taxable income
from the property. For corporate taxpayers, section 291 reduces the
percentage depletion allowance for iron ore by 20 percent. Allowances in
excess of cost basis are treated as a preference item and taxed under the
alternative minimum tax.

Impact

Historically, generous depletion allowances and other tax benefits
reduced effective tax rates in the minerals industries significantly below tax
rates on other industries, providing incentives to increase investment,
exploration, and output, especially for oil and gas. It is possible for cumula-
tive depletion allowances to total many times the amount of the original
investment. The combination of this subsidy and the deduction of
exploration and development expenses represents a significant boon to
mineral producers that are eligible for both. In addition, the Mining Law of
1872 permits U.S. citizens and businesses to freely prospect for hard rock
minerals on federal lands, and allows them to mine the land if an
economically recoverable deposit is found. No federal rents or royalties are
imposed upon the sale of the extracted minerals. A prospecting entity may
establish a claim to an area that it believes may contain a mineral deposit of
value and preserve its right to that claim by paying an annual holding fee of
$100 per claim. Once a claimed mineral deposit is determined to be
economically recoverable, and at least $500 of development work has been
performed, the claim holder may apply for a “patent” to obtain title to the
surface and mineral rights. If approved, the claimant can obtain full title to
the land for $2.50 or $5.00 per acre.
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Issues of principal concern are the extent to which percentage
depletion:

(1) decreases the price of qualifying minerals, and therefore encourages
their consumption;

(2) bids up the price of exploration and mining rights; and

(3) encourages the development of new deposits and increases
production.

Most analyses of percentage depletion have focused on the oil and gas
industry, which — before the 1975 repeal of percentage depletion for major
oil companies — accounted for the bulk of percentage depletion. There has
been relatively little analysis of the effect of percentage depletion on other
industries. The relative value of the percentage depletion allowance in
reducing the effective tax rate of mineral producers is dependent on a
number of factors, including the statutory percentage depletion rate, income
tax rates, and the effect of the net income limitation.

Rationale

Provisions for a depletion allowance based on the value of the mine
were made under a 1912 Treasury Department regulation (T.D. 1742), but
this was never effectuated.

A court case resulted in the enactment, as part of the Tariff Act of
1913, of a “reasonable allowance for depletion” not to exceed five percent
of the value of output. This statute did not limit total deductions; Treasury
regulation No. 33 limited total deductions to the original capital investment.

This system was in effect from 1913 to 1918, although in the Revenue
Act of 1916, depletion was restricted to no more than the total value of
output, and, in the aggregate, to no more than capital originally invested or
fair market value on March 1, 1913 (the latter so that appreciation occurring
before enactment of income taxes would not be taxed).

On the grounds that the newer mineral discoveries that contributed to
the war effort were treated less favorably, discovery value depletion was
enacted in 1918. Discovery depletion, which was in effect through 1926,
allowed deductions in excess of capital investment because it was based on
the market value of the deposit after discovery. In 1921, because of concern
with the size of the allowances, discovery depletion was limited to net
income; it was further limited to 50 percent of net income in 1924.
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For oil and gas, discovery value depletion was replaced in 1926 by the
percentage depletion allowance, at the rate of 27.5 percent. This was due to
the administrative complexity and arbitrariness, and due to its tendency to
establish high discovery values, which tended to overstate depletion
deductions.

For other minerals, discovery value depletion continued until 1932, at
which time it was replaced by percentage depletion at the following rates:
23 percent for sulphur, 15 percent for metal mines, and 5 percent for coal.

From 1932 to 1950, percentage depletion was extended to most other
minerals. In 1950, President Truman recommended a reduction in the top
depletion rates to 15 percent, but Congress disagreed. The Revenue Act of
1951 raised the allowance for coal to 10 percent and granted it to more
minerals.

In 1954, still more minerals were granted the allowance, and foreign
mines were granted a lower rate. In 1969, the top depletion rates were
reduced and the allowance was made subject to the minimum tax. The Tax
Equity and Fiscal Responsibility Act of 1982 reduced the allowance for
corporations that mined coal and iron ore by 15 percent. The Tax Reform
Act of 1986 raised the cutback in corporate allowances for coal and iron ore
from 15 percent to 20 percent.

Assessment

Standard accounting and economic principles state that the appropriate
method of capital recovery in the mineral industry is cost depletion adjusted
for inflation. The percentage depletion allowance permits mineral producers
to continue to claim a deduction even after all the investment costs of
acquiring and developing the property have been recovered. Thus it is a
mineral production subsidy rather than an investment subsidy. In cases
where a taxpayer has obtained mining rights relatively inexpensively under
the provisions of the Mining Law of 1872, it can be argued that such
taxpayers should not be entitled to the additional benefits of the percentage
depletion provisions.

As a production subsidy, however, percentage depletion is
economically inefficient, encouraging excessive development of existing
properties rather than exploration of new ones. Although accelerated
depreciation for non-mineral assets may lower effective tax rates by
speeding up tax benefits, these assets cannot claim depreciation deductions
in excess of investment.

However, arguments have been made to justify percentage depletion on
grounds of unusual risks, the distortions in the corporate income tax, and
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national security, and to protect domestic producers. Mineral price volatility
alone does not necessarily justify percentage depletion.

Percentage depletion may not be the most efficient way to increase
mineral output. Percentage depletion may also have adverse environmental
consequences, encouraging the use of raw materials rather than recycled
substitutes.
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Natural Resources and Environment

EXPENSING OF EXPLORATION AND DEVELOPMENT COSTS:
NONFUEL MINERALS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 @) 0.1 0.1
2011 " 0.1 0.1
2012 " 0.1 0.1
2013 " 0.1 0.1
2014 ") 0.1 0.1

(") Positive tax expenditure of less than $50 million.

Authorization

Sections 263, 291, 616-617, 56, 1254.

Description

Firms engaged in mining are permitted to expense (to deduct in the year
paid or incurred) rather than capitalize (i.e., recover such costs through
depletion or depreciation) certain exploration and development (E&D) costs.
This provision is an exception to general tax rules.

In general, mining exploration costs are those (non-equipment) costs
incurred to ascertain the existence, location, extent, or quality of any
potentially commercial deposit of ore or other depletable mineral prior to the
development stage of the mine or deposit.

Development costs generally are those incurred for the development of
a mine or other natural deposits after the existence of ores in commercially
marketable quantities has been determined. Development expenditures
generally include those for construction of shafts and tunnels, and in some
cases drilling and testing to obtain additional information for planning
operations. There are no limits on the current deductibility of such costs.

271)
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Expensing of mine E&D costs may be taken in addition to percentage
depletion, but it subsequently reduces percentage depletion deductions (i.e.,
is recaptured). The costs of tangible equipment must be depreciated.

Expensing of E&D costs applies only to domestic properties; E&D
costs on foreign properties must be depreciated. The excess of expensing
over the capitalized value (amortized over 10 years) is a tax preference item
that is subject to the alternative minimum tax.

Impact

E&D costs for non-fuel minerals are not as large a portion of the costs
of finding and developing a mineral reserve as is the case for oil and gas,
where they typically account for over two-thirds of the costs of creating a
mineral asset. Expensing of such costs is also less of a benefit than
percentage depletion allowances. The Joint Committee on Taxation
estimates total tax expenditures from expensing E&D costs at $500 million
over the period 2006-2010.

Nevertheless they are a capital expense which otherwise would be
depleted over the income-producing life of the mineral reserve. Combined
with other tax subsidies, such as percentage depletion, expensing reduces
effective tax rates in the mineral industry below tax rates on other industries,
thereby providing incentives to increase investment, exploration, and output.
This cost reduction increases the supply of the mineral and reduces its price.

This tax expenditure is largely claimed by corporate producers. The at-
risk, recapture, and minimum tax restrictions that have since been placed on
the use of the provision have primarily limited the ability of high-income
taxpayers to shelter their income from taxation through investment in
mineral exploration.

Rationale

Expensing of mine development expenditures was enacted in 1951 to
encourage mining and reduce ambiguity in its tax treatment. The provision
for mine exploration was added in 1966.

Prior to the Tax Reform Act of 1969, a taxpayer could elect either to
deduct without dollar limitation exploration expenditures in the United
States (which subsequently reduced percentage depletion benefits), or to
deduct up to $100,000 a year with a total not to exceed $400,000 of foreign
and domestic exploration expenditures without recapture.
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The 1969 act subjected all post-1969 exploration expenditures to
recapture. The Tax Equity and Fiscal Responsibility Act of 1982 added
mineral exploration and development costs as tax preference items subject
to the alternative minimum tax, and limited expensing for corporations to 85
percent. The Tax Reform Act of 1986 required that all exploration and
development expenditures on foreign properties be capitalized.

Assessment

E&D costs are generally recognized to be capital costs, which,
according to standard accounting and economic principles, should be
recovered through depletion (cost depletion adjusted for inflation).

Lease bonuses and other exploratory costs (survey costs, geological and
geophysical costs) are properly treated as capital costs, although they may
be recovered through percentage rather than cost depletion. Immediate
expensing of E&D costs provides a tax subsidy for capital invested in the
mineral industry with a relatively large subsidy for corporate producers.

By expensing rather than capitalizing these costs, the tax code
effectively sets taxes on the return to such expenditures at zero. As a capital
subsidy, however, expensing is inefficient because it makes investment
decisions based on tax considerations rather than inherent economic
considerations.

Arguments have been made over the years to justify expensing on the
basis of unusual investment risks, the distortions in the corporate income
tax, strategic materials and national security, and protection of domestic
producers (especially small independents).

Expensingis a costly and inefficient way to increase mineral output and
enhance energy security. Expensing may also have adverse environmental
consequences by encouraging the development of raw materials as opposed
to recycled substitutes.
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Natural Resources and Environment

TREATMENT OF INCOME FROM EXPLORATION AND
MINING OF NATURAL RESOURCES AS QUALIFYING
INCOME UNDER THE PUBLICLY TRADED
PARTNERSHIP RULES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 " - "
2011 @) - @)
2012 @) - "
2013 " - "
2014 @) - "

(") Positive tax expenditure of less than $50 million

Authorization

Section 7704.

Description

Code Sec. 7704, with a noteworthy exception, generally treats a
publicly traded partnership (PTP) as a corporation for federal income tax
purposes. For this purpose, a PTP is any partnership that is traded on an
established securities market or secondary market.

A notable exception to Sec. 7704 occurs if 90 percent of the gross
income of a PTP is passive-type income, such as interest, dividends, real
property rents, gains from the disposition of real property, and similar
income or gains. In these cases, the PTP is exempt from corporate level
taxation, thus allowing it to claim pass-through status for tax purposes.

Qualifying income includes interest, dividends, real property rents, gain

from the disposition of real property, income and gains from certain natural
resource activities, gain from the disposition of a capital asset (e.g., selling
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stock), or certain property held for the production of income, as well as
certain income and gains from commodities. In addition, income derived
from the exploration, development, mining or production, processing,
refining, transportation, or the marketing of any mineral or natural resource
are treated as qualifying income for publicly traded partnerships. Qualifying
income does not include income derived from the production of power, or
trading and investment activity.

Impact

In general, the publicly traded partnerships rules favor the owners of
publicly traded partnerships whose main source of qualifying income is
derived from the exploration, development, mining or production,
processing, refining, transportation, or the marketing of any mineral or
natural resource. In contrast to an otherwise similar corporation, the owners
of such a publicly traded partnership are not subject to a corporate level tax.
In addition, the owners of PTPs benefit from deferral of income distributed
by the PTP.

Rationale

The rules generally treating publicly traded partnerships as corporations
were enacted by the Revenue Act of 1987 (P.L. 100-203) to address concern
about erosion of the corporate tax base through the use of partnerships.
Congress’s concern was that growth in PTPs signified that activities that
would otherwise be conducted by corporations, and subject to both corporate
and sharcholder level taxation, were being done by PTPs for purely tax
reasons — eroding the corporate tax base.

The Technical and Miscellaneous Revenue Act of 1988 (P.L. 100-647)
clarified the definition of qualified income to include income from the
transport of oil and gas and from depletable natural resources. Income from
the marketing of oil and gas to retail customers was excluded from qualified
income. The Emergency Economic Stabilization Act of 2008 (P.L. 110-343)
expanded the definition of qualified income to include income or gains
derived from the exploration, development, mining or production,
processing, refining, transportation (including pipelines transporting gas, oil,
or products thereof), or the marketing of any mineral or natural resource.
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Assessment

The fundamental issue, from a matter of tax policy, is whether some
PTPs should be exempt from corporate level taxation, based upon the nature
and type of their income. In general, Congress has enacted rules that limit
the ability of untaxed entities to publicly trade their interests and/or restrict
the entities activities. Thus, the exemption of some PTPs from corporate
level taxes may be seen as a departure from general Congressional intent
concerning passthrough entities. Others would argue that the types of
qualifying income listed in statute are sufficient justification for the
passthrough treatment.
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SPECIAL RULES FOR MINING RECLAMATION RESERVES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 Q) Q) Q)
2011 () () ()
2012 Q) Q) Q)
2013 () () ()
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Authorization

Section 468.

Description

Firms are generally not allowed to deduct a future expense until

“economic performance” occurs — that is, until the service they pay for is
performed and the expense is actually paid. Electing taxpayers may,
however, deduct the current-value equivalent of certain estimated future
reclamation and closing costs for mining and solid waste disposal sites.

For federal income tax purposes, the amounts deducted prior to

economic performance are deemed to earn interest at a specified interest
rate. When the reclamation has been completed, any excess of the amounts
deducted plus deemed accrued interest over the actual reclamation or closing
costs is taxed as ordinary income.

Impact

Section 468 permits reclamation and closing costs to be deducted at the

time of the mining or waste disposal activity that gives rise to the costs.
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Absent this provision, the costs would not be deductible until the
reclamation or closing actually occurs and the costs are paid. Any excess
amount deducted in advance (plus deemed accrued interest) is taxed at the
time of reclamation or closing.

Rationale

This provision was introduced by the Deficit Reduction Act of 1984
(P.L. 98-369). Proponents argued that allowing current deduction of mine
reclamation and similar expenses is necessary to encourage reclamation, and
to prevent the adverse economic effect on mining companies that might
result from applying the general tax rules regarding deduction of future
costs.

Assessment

Reclamation and closing costs for mines and waste disposal sites that
are not incurred concurrently with production from the facilities are capital
expenditures. Unlike ordinary capital expenditures, however, these outlays
are made at the end of an investment project rather than at the beginning.

Despite this difference, writing off these capital costs over the project
life is appropriate from an economic perspective, paralleling depreciation of
up-front capital costs. The tax code does not provide systematic recognition
of such end-of-project capital costs. Hence they are treated under special
provisions that provide exceptions to the normal rule of denying deduction
until economic performance. Because the provisions align taxable income
and economic incomes closer together, it is debatable whether the
exceptions should be regarded as tax expenditures at all.
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EXCLUSION OF COST-SHARING PAYMENTS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 ) ) )
2011 ) () Q)
2012 ) ) )
2013 () Q) Q)
2014 @) @) @)

(") Positive tax expenditure of less than $50 million.

Authorization

Section 126.

Description

There are a number of programs under which both the federal and state

governments make payments to taxpayers which represent a share of the cost
of certain improvements made to the land. These programs generally relate
to improvements which further conservation, protect the environment,
improve forests, or provide habitats for wildlife. Under Section 126, the
grants received under certain of these programs are excluded from the

recipient’s gross income.

To qualify for the exclusion, the payment must be made primarily for

the purpose of conserving soil and water resources or protecting the
environment, and the payment must not produce a substantial increase in the
annual income from the property with respect to which the payment was

made.
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Impact

The exclusion of these grants and payments from tax provides a general
incentive for various conservation and land improvement projects that might
not otherwise be undertaken.

Rationale

The income tax exclusion for certain cost-sharing payments was part
of the tax changes made under the Revenue Act of 1978. The rationale for
this change was that in the absence of an exclusion many of these
conservation projects would not be undertaken. In addition, since the grants
are to be spent by the taxpayer on conservation projects, the taxpayer would
not necessarily have the additional funds needed to pay the tax on the grants
if they were not excluded from taxable income.

Assessment

The partial exclusion of certain cost-sharing payments is based on the
premise that the improvements financed by these grants benefit both the
general public and the individual landowner. The portion of the value of the
improvement financed by grant payments attributable to public benefit
should be excluded from the recipient’s gross income while that portion of
the value primarily benefitting the landowner (private benefit) is properly
taxable to the recipient of the payment.

The problem with this tax treatment is that there is no way to identify
the true value of the public benefit. In those cases where the exclusion of
cost-sharing payment is insufficient to cover the value of the public benefit,
the project probably would not be undertaken.

On the other hand, on those projects that are undertaken, the exclusion
ofthe cost-sharing payment probably exceeds the value of the public benefit
and hence, the excess provides a subsidy primarily benefitting the
landowner.
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EXCLUSION OF CANCELLATION OF INDEBTEDNESS
INCOME OF FARMERS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 - "
2011 0.1 - "
2012 0.1 - "
2013 0.1 - "
2014 0.1 - @)

Authorization

Sections 108 and 1017(b)(4).

Description

This provision allows farmers who are solvent to treat the income
arising from the cancellation of certain indebtedness as if they were
insolvent taxpayers. Under this provision, income that would normally be
subject to tax, the cancellation of a debt, would be excluded from tax if the
discharged debt was “qualified farm debt” discharged or canceled by a
“qualified person.”

To qualify, farm debt must meet two tests: it must be incurred directly
from the operation of a farming business, and at least 50 percent of the
taxpayer’s previous three years of gross receipts must come from farming.

To qualify, those canceling the qualified farm debt must participate
regularly in the business of lending money, cannot be related to the taxpayer
who is excluding the debt, cannot be a person from whom the taxpayer
acquired property securing the debt, or cannot be a person who received any
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fees or commissions associated with acquiring the property securing the
debt. Qualified persons include federal, state, and local governments.

The amount of canceled debt that can be excluded from tax cannot
exceed the sum of adjusted tax attributes and adjusted basis of qualified
property. Any canceled debt that exceeds this amount must be included in
gross income. Tax attributes include net operating losses, general business
credit carryovers, capital losses, minimum tax credits, passive activity loss
and credit carryovers, and foreign tax credit carryovers. Qualified property
includes business (depreciable) property and investment (including
farmland) property.

Taxpayers can elect to reduce the basis of their property before
reducing any other tax benefits.

Impact

This exclusion allows solvent farmers to defer the tax on the income
resulting from the cancellation of a debt.

Rationale

The exclusion for the cancellation of qualified farm indebtedness was
enacted as part of the Tax Reform Act of 1986. At the time, the intended
purpose of the provision was to avoid tax problems that might arise from
other legislative initiatives designed to alleviate the credit crisis in the farm
sector.

For instance, Congress was concerned that pending legislation
providing federal guarantees for lenders participating in farm-loan write-
downs would cause some farmers to recognize large amounts of income
when farm loans were canceled. As a result, these farmers might be forced
to sell their farmland to pay the taxes on the canceled debt. This tax
provision was adopted to mitigate that problem.

Assessment

The exclusion of cancellation of qualified farm income indebtedness
does not constitute a forgiveness of tax but rather a deferral of tax. By
electing to offset the canceled debt through reductions in the basis of
property, a taxpayer can postpone the tax that would have been owed on the
canceled debt until the basis reductions are recaptured when the property is
sold or through reduced depreciation in the future. Since money has a time
value (a dollar today is more valuable than a dollar in the future), however,
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the deferral of tax provides a benefit in that it effectively lowers the tax rate
on the income realized from the discharge of indebtedness.
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CASH ACCOUNTING FOR AGRICULTURE

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 Q) Q) Q)
2011 () () ()
2012 Q) Q) Q)
2013 () () ()
2014 () () ()

(") Positive tax expenditure of less than $50 million.

Note: Disaggregated estimates available from the Joint
Committee on Taxation.

Authorization

Sections 162, 175, 180, 446, 447, 448, 461, 464, and 465.

Description

Most farm businesses (with the exception of certain farm corporations
and partnerships or any tax shelter operation) may use the cash method of
tax accounting to deduct costs attributable to goods held for sale and in
inventory at the end of the tax year. These businesses are also allowed to
expense some costs of developing assets that will produce income in future
years. Both of these rules thus allow deductions to be claimed before the
income associated with the deductions is realized.

Costs that may be deducted before income attributable to them is
realized include livestock feed and the expenses of planting crops for
succeeding year’s harvest. Costs that otherwise would be considered capital
expenditures but that may be deducted immediately by farmers include
certain soil and water conservation expenses, costs associated with raising
dairy and breeding cattle, and fertilizer and soil conditioner costs.
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Impact

For income tax purposes, the cash method of accounting is less
burdensome than the accrual method of accounting and also provides
benefits in that it allows taxes to be deferred into the future. Farmers who
use the cash method of accounting and the special expensing provisions
receive tax benefits not available to taxpayers required to use the accrual
method of accounting,.

Rationale

The Revenue Act of 1916 established that a taxpayer may compute
personal income for tax purposes using the same accounting methods used
to compute income for business purposes. At the time, because accounting
methods were less sophisticated and the typical farming operation was small,
the regulations were apparently adopted to simplify record keeping for
farmers.

Specific regulations relating to soil and water conservation
expenditures were adopted in the Internal Revenue Code of 1954.
Provisions governing the treatment of fertilizer costs were added in 1960.

The Tax Reform Act of 1976 required that certain farm corporations
and some tax shelter operations use the accrual method of accounting rather
than cash accounting. The Tax Reform Act of 1986 further limited the use
of cash accounting by farm corporations and tax shelters and repealed the
expensing rules for certain land clearing operations. The Act also limited
the use of cash accounting for assets that had preproductive periods longer
than two years. These restrictions, however, were later repealed by the
Technical and Miscellaneous Revenue Act of 1988.

The Heartland, Habitat, Harvest, and Horticulture Act of 2008 ( P.L.
110-246) added to this provision by mandating that the amount of farming
losses that can be claimed for any tax year in which a taxpayer, other than
a C corporation, has received "applicable subsidies" will be limited,
effective for tax years beginning after 2009.
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Assessment

The effect of deducting costs before the associated income is realized
understates income in the year of deduction and overstates income in the
year of realization. The net result is that tax liability is deferred which
results in an underassessment of tax. In addition, in certain instances when
the income is finally taxed, it may be taxed at preferential capital gains rates.
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INCOME AVERAGING FOR FARMERS AND FISHERMEN

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 " - "
2011 " - "
2012 @) - @)
2013 " - "
2014 @) - @)

(") Positive tax expenditure of less than $50 million.

Authorization

Section 1301.

Description

For taxable years beginning after December 31, 1997, taxpayers have
the option to calculate their current year income tax by averaging over the
prior 3-year period, all or a portion of their income from farming or
commercial fishing. The taxpayer can designate all or a part of his current
year income from farming as “elected farm income” or from fishing as
“fishing business” income. The taxpayer then allocates 1/3 of the “elected
farm income™ or “fishing business” income to each of the prior 3 taxable
years.

The current year income tax for a taxpayer making this election is
calculated by taking the sum of his current year tax calculated without
including the “elected farm income” or “elected fishing business” income
and the extra tax in each of the three previous years that results from
including 1/3 of the current year’s “elected farm income” or “fishing
business” income. “Elected farm income” can include the gain on the sale
of farm assets with the exception of the gain on the sale of land.
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The tax computed using income averaging for farmers and fisherman
does not apply for purposes of computing the regular income tax and
subsequent determination of alternative minimum tax liability.

In addition, taxpayers who receive settlement or judgment-related
income (after October 3, 2008) from the litigation surrounding the 1989
Exxon Valdez oil spill may use three-year income averaging for reporting
such amounts or contribute such amounts to eligible retirement plans
without having the income treated as taxable.

Impact

This provision provides tax relief primarily to taxpayers whose main
source of income derives from agricultural production or commercial
fishing. It allows these taxpayers to exert some control over their taxable
incomes and hence, their tax liabilities in those years that they experience
fluctuations in their incomes.

Rationale

Income averaging for farmers was enacted as part of the Taxpayer
Relief Act of 1997. Congress saw that the income from farming can
fluctuate dramatically from year to year and that these fluctuations are
outside the control of the taxpayers. To address this problem, Congress
voted that taxpayers who derive their income from agriculture should be
allowed an election to average farm income and mitigate the adverse tax
consequences of fluctuating incomes under a progressive tax structure.

Section 504 of the Economic Stabilization Act of 2008 ( P.L. 110-343)
was enacted to allow qualified taxpayers who receive settlement or
judgment-related income from the litigation surrounding the 1989 Exxon
Valdez oil spill to use three-year income averaging for reporting such
amounts or contribute such amounts to eligible retirement plans without
having the income treated as taxable. This special treatment for such
settlement or judgment-related income went into effect on October 3, 2008.

Assessment

Under an income tax system with progressive tax rates and an annual
assessment of tax, the total tax assessment on an income that fluctuates from
year to year will be greater than the tax levied on an equal amount of income
that is received in equal annual installments. Under pre-1986 income tax
law, income averaging provisions were designed to help avoid the over-
assessment of tax that might occur under a progressive tax when a taxpayer’s
income fluctuated from year to year. These pre-1986 tax provisions were
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especially popular with farmers who, due to market or weather conditions,
might experience significant fluctuations in their annual incomes.

The Tax Reform Act of 1986 repealed income averaging. At the time,
it was argued that the reduction in the number of tax brackets and the level
of marginal tax rates reduced the need for income averaging. Farmers
argued that even though the tax brackets had been widened and tax rates
reduced, the fluctuations in their incomes could be so dramatic that without
averaging they would be subject to an inappropriately high level of income
taxation.

As marginal income tax rates were increased in 1990 and 1993,
Congress became more receptive to the arguments for income averaging and
reinstated limited averaging in the Taxpayer Relief Act of 1997. Under this
Act, income averaging for farmers was a temporary provision and was to
expire after January 1, 2001. The Omnibus Consolidated and Emergency
Supplemental Appropriations Act of 1998 made income averaging for
farmers permanent.

The American Jobs Creation Act of 2004 expanded income averaging
to include commercial fisherman. Italso coordinated income averaging with
the individual alternative minimum tax so that the use of income averaging
would not cause farmers or fishermen to incur alternative minimum tax
liability.

It appears, however, that the current income averaging provisions fall
short of the economic ideal on several fronts. For instance, from an
economic perspective the source of income fluctuations should not matter
when deciding whether or not income averaging is needed. Hence, limiting
averaging to farm income or commercial fishing income may appear unfair
to other taxpayers such as artists and writers who also may have significant
fluctuations in their annual incomes.

A more significant theoretical problem is that these provisions only
allow for upward income averaging. Under a theoretically correct income
tax, income averaging would be available for downward fluctuations in
income as well as upward fluctuations. Downward income averaging would
mean that taxpayers who experienced major reductions in their annual
incomes would also qualify for income averaging. This would allow them
to mitigate sharp reductions in their current year incomes by reducing their
current year taxes to reflect taxes that had already been prepaid in previous
years when their incomes were higher.
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Agriculture

FIVE-YEAR CARRY-BACK PERIOD FOR NET OPERATING
LOSSES ATTRIBUTABLE TO FARMING

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 - 0.1
2011 0.1 - 0.1
2012 0.1 - 0.1
2013 0.1 - 0.1
2014 0.1 - 0.1

Authorization

Section 172.

Description

A net operating loss, the amount by which business and certain other
expenses exceed income for the year, may be carried forward and deducted
from other income for 20 years following the loss year. It may, at the
taxpayer’s election, instead be carried back to earlier years in which there
was positive income. For most taxpayers, the carryback period is limited to
the previous two years, although small businesses in federally declared
disaster areas may carry losses back three years. (Losses arising in 2008 or
2009 were generally allowed a five year carryback period under The
Worker, Homeownership, and Business Assistance Act of 2009). Current
law permits losses attributed to a farming business (as defined in section
263A(e)(4)) to be carried back five years. The Gulf Opportunity Zone Act
of 2005 broadened the definition of farm income to include losses on
qualified timber property located in the Gulf or Rita Opportunity Zones.
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Impact

For businesses that have paid taxes within the allowed carryback
period, making use of the carryback rather than the carryforward option for
operating losses means receiving an immediate refund rather than waiting
for a future tax reduction. Although the special five year carryback applies
only to losses incurred in a farming business, the losses may be used to
offset taxes paid on any type of income. Thus the beneficiaries of this
provision are farmers who have either been profitable in the past or who
have had non-farm income on which they paid taxes.

Rationale

Some provision for deducting net operation losses from income in other
years has been an integral part of the income tax system from its inception.
The current general rules (20-year carryforwards and two year carrybacks)
date from the “Taxpayer Relief Act of 1997,” P.L. 105-34, which shortened
the carryback period from three to two years (except for farmers and small
businessmen in federally declared disaster areas, which remained at three
years).

The five year carryback for farm losses was enacted as a part of the
“Omnibus Consolidated and Emergency Supplemental Appropriations Act
0f1999,” P.L. 105-277. The committee reports state that a special provision
for farmers was considered appropriate because of the exceptional volatility
of farm income.

The Gulf Opportunity Zone Act of 2005 broadened the definition of
farm income to include losses on qualified timber property located in the
Gulf or Rita Opportunity Zones. This change is effective for losses incurred
on or after August 28, 2005 (in the Gulf Opportunity Zone), on or after
September 23, 2005 (in the Rita Zone), on or after October 23, 2005 (in the
Wilma Zone) and before January 1, 2007.

Assessment

In an ideal income tax system, the government would refund taxes in
loss years with the same alacrity that it collects them in profit years, and a
carryback of losses would not be considered a deviation from the normal tax
structure. Since the current system is less than ideal in many ways, however,
it is difficult to say whether the loss carryover rules bring it closer to or
move it further away from the ideal.

The special rule for farmers is intended to compensate for the excessive
fluctuations in income farmers are said to experience. This justification is
offered for many of the tax benefits farmers are allowed, but it is not
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actually based on evidence that farmers experience annual income
fluctuations greater than other small businessmen. The farm losses may
offset taxes on non-farm income, so some of the benefit will accrue to
persons whose income is not primarily from farming.
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Commerce and Housing:
Financial Institutions

EXEMPTION OF CREDIT UNION INCOME

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.4 0.4
2011 - 0.3 0.3
2012 - 0.5 0.5
2013 - 0.5 0.5
2014 - 0.7 0.7

Authorization

Section 501(c)(14) of the Internal Revenue Code of 1986 and section
122 of the Federal Credit Union Act, as amended (12 U.S.C. sec. 1768).

Description

Credit unions without capital stock, organized and operated for mutual
purposes, and without profit are not subject to federal income tax.

Impact

Credit unions are the only depository institutions exempt from federal
income taxes. Ifthis exemption were repealed, both federally chartered and
state chartered credit unions would become liable for payment of federal
corporate income taxes on their retained earnings but not on earnings
distributed to depositors.

For a given addition to retained earnings, this tax exemption permits
credit unions to pay members higher dividends and charge members lower
interest rates on loans. Over the past 25 years, this tax exemption may have
contributed to the more rapid growth of credit unions compared to other
depository institutions.
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Opponents of credit union taxation emphasize that credit unions
provide many services free or below cost in order to assist low-income
members. These services include small loans, financial counseling, and low-
balance share drafts. They argue that the taxation of credit unions would
create pressure to eliminate these subsidized services. But whether or not
consumer access to basic depository services is a significant problem is
disputed.

Rationale

Credit unions have never been subject to the federal income tax.
Initially, they were included in the provision that exempted domestic
building and loan associations — whose business was at one time confined
to lending to members — and nonprofit cooperative banks operated for
mutual purposes. The exemption for mutual banks and savings and loan
institutions was removed in 1951, but credit unions retained their exemption.
No specific reason was given for continuing the exemption of credit unions.

In 1978, the Carter Administration proposed that the taxation of credit
unions be phased in over a five-year period. In 1984, a report of the
Department of the Treasury to the President proposed that the tax exemption
of credit unions be repealed. In 1985, the Reagan Administration proposed
the taxation of credit unions with over $5 million in gross assets. In the
budget for fiscal year 1993, the Bush Administration proposed that the tax
exemption for credit unions with assets in excess of $50 million be repealed.
On March 16, 2004, Donald E. Powell, Chairman of the Federal Deposit
Insurance Corporation, stated that “credit unions ought to pay taxes.” On
November 3, 2005, the House Ways and Means Committee held a hearing
on “Review of Credit Union Tax Exemption.” In the first session of the
110" Congress, the U.S. Treasury published two major studies concerning
corporate tax reform: “Business Taxation and the Global Competitiveness,”
and “Approaches to Improve the Competitiveness of the U.S. Business Tax
System for the 21% Century.” Both of these studies recommended
broadening the corporate tax base by repealing various business tax breaks
including the tax exempt status of credit unions. Officials of the credit
union industry argued that these Treasury reports were in conflict with a
2004 letter from President Bush stating his support for the credit union tax
exemption. On August 27, 2010, the President’s Economic Recovery
Advisory Board (PERAB) released The Report on Tax Reform Options:
Simplification, Compliance, and Corporate Taxation. The preface of this
report states that “it is important to emphasize at the outset that the PERAB
is an outside advisory panel and is not part of the Obama Administration.”
For corporate tax reform, PERAB presented the option of broadening and
reducing marginal corporate income tax rates. PERAB indicated that one
option to broaden the corporate tax base would be to eliminate or reduce tax
expenditures including the exemption of credit union income from tax.
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Assessment

Supporters of the credit union exemption emphasize the uniqueness of
credit unions compared to other depository institutions. Credit unions are
nonprofit financial cooperatives organized by people with a common bond,
which is a unifying characteristic among members that distinguishes them
from the general public.

Creditunions are directed by volunteers for the purpose of serving their
members. Consequently, the exemption’s supporters maintain that credit
unions are member-driven while other depository institutions are profit-
driven. Furthermore, supporters argue that credit unions are subject to
certain regulatory constraints not required of other depository institutions
and that these constraints reduce the competitiveness of credit unions. For
example, credit unions may only accept deposits of members and lend only
to members, other credit unions, or credit union organizations.

Proponents of taxation argue that deregulation has caused extensive
competition among all depository institutions, including credit unions, and
that the tax exemption gives credit unions an unwarranted advantage.
Proponents of taxation argue that depository institutions should have a level
playing field in order for market forces to allocate resources efficiently.
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Commerce and Housing:
Insurance Companies

EXCLUSION OF INVESTMENT INCOME
ON LIFE INSURANCE AND ANNUITY CONTRACTS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 254 2.5 279
2011 25.7 2.5 28.2
2012 26.3 2.6 28.9
2013 27.0 2.6 29.6
2014 27.7 2.7 30.4

Authorization

Sections 72, 101, 7702, 7702A.

Description

Life insurance companies invest premiums they collect, and returns on
those investments help pay benefits. Amounts not paid as benefits may be
paid as policy dividends or given back to policyholders as cash surrender
values or loan values.

Policyholders are not generally taxed on this investment income,
commonly called “inside build-up,” as it accumulates. Insurance companies
also usually pay no taxes on this investment income. Death benefits for
most policies are not taxed at all, and amounts paid as dividends or
withdrawn as cash values are taxed only when they exceed total premiums
paid for the policy, allowing tax-free investment income to pay part of the
cost of the insurance protection. Investment income that accumulates within
annuity policies is also free from tax, but annuities are taxed on their
investment component when paid.
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Life insurance policies must meet tests designed to limit the tax-free
accumulation of income. If investment income accumulates faster than is
needed to fund the promised benefits, that income will be attributed to the
owner of the policy and taxed currently. If a corporation owns a life
insurance policy, investment income is included in alternative minimum
taxable income.

Impact

The interest exclusion on life insurance savings allows policyholders
to pay for a portion of their personal insurance with tax-free interest income.
Although the interest earned is not currently paid to the policyholder, it
covers part of the cost of the insurance coverage and it may be received in
cash if the policy is terminated. The tax-free interest income benefit can be
substantial, despite limitations imposed in the late 1980s on the amount of
income that can accumulate tax-free in a contract.

The tax deferral for interest credited to annuity contracts allows
taxpayers to save for retirement in a tax-deferred environment without
restrictions on the amount that can be invested for these purposes. Although
the taxpayer cannot deduct the amounts invested in an annuity, as is the case
for contributions to qualified pension plans or some IRAs, the tax deferral
on the income credited to life insurance investments can benefit taxpayers
significantly.

These provisions thus offer preferential treatment for the purchase of
life insurance coverage and for savings held in life insurance policies and
annuity contracts. Middle-income taxpayers, who make up the bulk of the
life insurance market, may reap most of this provision’s benefits. Many
higher-income taxpayers, once their life insurance requirements are satisfied,
generally obtain better after-tax yields from tax-exempt state and local
obligations or tax-deferred capital gains. Some very wealthy individuals,
however, can gain tax advantages through other forms of life insurance, such
as closely held life insurance companies (CHLICs or CICs) or private
placement life insurance (PPLI).

Rationale

The exclusion of death benefits paid on life insurance dates back to the
1913 tax law (P.L. 63-16). While no specific reason was given for
exempting such benefits, insurance proceeds may have been excluded
because they were believed to be comparable to bequests, which also were
excluded from the tax base.

The nontaxable status of the life insurance inside build-up and the tax
deferral on annuity investment income also dates from 1913. Floor
discussions of the bill made it clear that inside build-up was not taxable, and
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that amounts received during the life of the insured would be taxed only
when they exceeded the investment in the contract (premiums paid),
although these points were not included in the law explicitly. These views
were, in part, based on the general tax principle of constructive receipt.
Policyholders, in this view, did not own the interest income because to
receive that interest income they would have to give up the insurance
protection or the annuity guarantees. Over time, however, Congress
apparently has found the exclusion rationale based on the constructive
receipt doctrine less persuasive in some cases, having taken some steps to
limit tax-free inside build-up in recent decades.

The inside build-up in several kinds of insurance products was made
taxable to the policy owners in the late 1980s. For example, corporate-
owned policies were included under the minimum tax in the Tax Reform Act
of 1986 (P.L. 99-514); and the Deficit Reduction Act of 1984 (P.L. 98-369)
and the Technical and Miscellanecous Revenue Act of 1988 (P.L. 100-647)
imposed taxes on inside build-up and distributions for policies with an
overly large investment component. On the other hand, during
consideration of the Tax Reform Act of 1986, Congress rejected a
comprehensive proposal included in President Reagan’s tax reform initiative
that would have imposed current taxation on all inside build-up in life
insurance policies. The President’s Advisory Panel on Federal Tax Reform,
which issued its final report in November 2005, recommended elimination
of the exemption on life insurance investment earnings. Instead the
Advisory Panel favored savings incentives which would treat various
investment vehicles in a more neutral manner. No legislation so far enacted
has implemented recommendations of the Advisory Panel.

Assessment

The tax treatment of policy income combined with the tax treatment of
life insurance company reserves (see “Special Treatment of Life Insurance
Company Reserves,” below) makes investments in life insurance policies
virtually tax-free. Cash value life insurance can operate as an investment
vehicle that combines life insurance protection with a financial instrument
that operates similarly to bank certificates of deposit and mutual fund
investments. This exemption of inside build-up distorts investors’ decisions
by encouraging them to choose life insurance over competing savings
vehicles such as bank accounts, mutual funds, or bonds. The result could be
overinvestment in life insurance and excessive levels of life insurance
protection relative to what would occur if life insurance products competed
on a level playing field with other investment opportunities.

A risk-averse and forward-looking family can use life insurance, in
conjunction with investments in stocks and bonds, to hedge against the
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financial consequences of an unexpected loss of a wage earner. Many
families, according to some economists, fail to buy enough life insurance to
protect surviving family members from a sharp drop in income and living
standards that the death of a wage-earner could cause. Such families, whose
financial vulnerabilities are not offset by insurance benefits, may be
described as underinsured. Encouraging families to buy more life insurance
could reduce those families’ financial vulnerabilities. Whether the tax
exemption on life insurance benefits, however, induces families to buy
prudent levels of life insurance is unclear. Better financial education, for
example, may provide a more direct route to helping families reduce
financial vulnerabilities due to death or other serious disruptions.

The practical difficulties of taxing policy owners’ inside build-up and
the desire to avoid subjecting heirs to a tax on death benefits have
discouraged many tax reform proposals covering life insurance. Taxing at
the company level as a proxy for individual income taxation has been
suggested as an alternative.

In the 1980s and 1990s, the inside build-up exclusion helped boost the
number of corporate-owned life insurance (COLI) policies (also known as
“employer-owned life insurance contracts”). Many firms, which had
previously bought policies only for key personnel, bought life insurance on
large numbers of lower level employees. Several newspaper articles
highlighted purchases of COLI policies bought without employees’
knowledge or consent, which have been termed “dead peasant insurance” or
“janitor insurance.” The IRS argued that such COLI policies served as a tax
shelter and successfully sued several major corporations. Those cases
limited some of the tax benefits of COLI policies. (See the 2006 Joint Tax
Committee summary for citations.) The Pension Protection Act of 2006 (P.
L. 109-280) limited tax benefits of COLI policies to key personnel and to
benefits paid to survivors, and requires firms to obtain employees’ written
consent. Firms with COLI policies generally must report data on IRS Form
8925, Report of Employer-Owned Life Insurance Contracts.

The statutory definition of ‘key personnel’ [26 USC § 101(G)(2)(A)],
however, is broadly defined, so that the effect of limiting tax benefits of
COLI policies to key personnel may be less than stringent. Such key
personnel include the top 35% of employees ranked by compensation and
those earning above an inflation-adjusted threshold ($110,000 for 2009; see
26 USC 414(q)) also fall within that definition. The Joint Tax Committee
estimated that these limits will have a negligible effect on revenues. The
Obama Administration, in its FY2010 and FY2011 budget submissions,
proposed further limitations on COLI policies.
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Commerce and Housing:
Insurance Companies

SMALL LIFE INSURANCE COMPANY TAXABLE INCOME
ADJUSTMENT

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.1 0.1
2011 - 0.1 0.1
2012 - 0.1 0.1
2013 - 0.1 0.1
2014 - 0.1 0.1
Authorization
Section 806.
Description

Life insurance companies with gross assets less than $500 million may
take a special “small life insurance company deduction.” This deduction is
60 percent of life insurance company taxable income (before the deduction)
for a tax year up to $3 million. For life insurance company taxable income
between $3 million and $15 million, the deduction is $1.8 million minus 15
percent of the taxable income above $3 million. That is, the deduction
phases out as a company’s taxable insurance income (before the deduction)
increases from $3 million to $15 million. A company with taxable insurance
income over $15 million (before the deduction) cannot take the small life
insurance company deduction. The taxable income and gross asset standards
are generally applied using consolidated group tests.

For example, a company meeting the gross assets requirement with life
insurance company taxable income of $2 million would be eligible for a
deduction of $1.2 million. A company meeting the gross assets requirement
with life insurance company taxable income of $10 million would be eligible
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for a deduction of $750,000 and (i.e., $1.8 million minus 15 percent of $7
million).

Impact

The small life insurance company deduction reduces the tax rate for
“small” life insurance companies. An insurer with assets of up to $500
million and taxable incomes of up to $15 million is small relative to very
large companies that comprise most of the industry. A company eligible for
the maximum small company deduction of $1.8 million (i.e., for a company
with life insurance company taxable income of exactly $3 million) is, in
effect, taxed at a rate of 13.6 percent instead of the regular 34 percent
corporate rate.

Determining how benefits for the small life insurance company
deduction are distributed is difficult because ownership of these companies
may be widely dispersed, either among shareholders in stock companies or
policyholders in mutual companies. Competitive pressures may force
companies to pass some of these benefits on to life insurance policyholders
via lower premiums.

Some business owners have created small life insurance companies—
so-called microcaptives— as part of a tax avoidance strategy. How
extensively microcaptives are being used to avoid taxes is unknown.

Rationale

The Deficit Reduction Act of 1984 (P.L. 98-369), which made major
revisions to the taxation of life insurance companies, included a small life
insurance company deduction. The Senate Finance Committee in 1984
noted that “small life insurance companies have enjoyed a tax-favored status
for some time.” For example, early 20" century tax laws, such as the 1909
law (P.L. 61-5, §38), excluded “fraternal beneficiary societies, orders, or
associations operating under the lodge system,” which according to some
estimates, provided life insurance to about 30 percent of the adult
population. The Senate Finance Committee in 1984 concluded that while
“Congress believed that, without this provision [the small life insurance
company deduction], the Act provided for the proper reflection of taxable
income, . . . it would not be appropriate to dramatically increase their tax
burden at this time.”

A companion provision (the special life insurance company deduction),
which allowed all life insurance companies a deduction of 20 pe cent of
tentative life insurance company taxable income, was repealed in the Tax
Reform Act of 1986 (P.L. 99-514, § 1011(a)). The deduction for small
companies, however, was retained.
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Assessment

The principle of basing taxes on the ability to pay, often put forth as a
requisite of an equitable and fair tax system, does not justify reducing taxes
on business income for firms below a certain size. Tax burdens are
ultimately borne by persons, such as business owners, customers,
employees, or other individuals, not by firms. The burden that a business’s
taxes places on a person is not determined by the size of the business.

Imposing lower tax rates on smaller firms distorts the efficient
allocation of resources, since it offers a cost advantage based on size and not
economic performance. This tax reduction serves no simplification purpose,
since it requires an additional set of computations and some complex rules
to prevent abuses. It may help newer insurance companies become
established and build up the reserves required by state laws. In other lines
of insurance such as auto coverage, however, new entrants have quickly
achieved significant market shares without such tax advantages.
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Commerce and Housing:
Insurance Companies

SPECIAL TREATMENT OF LIFE INSURANCE COMPANY
RESERVES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 22 2.2
2011 - 23 23
2012 - 24 2.4
2013 - 2.6 2.6
2014 - 2.7 2.7

Authorization

Sections 803(a)(2), 805(a)(2), 807.

Description

Life insurance companies can deduct net additions to reserves used to
pay future liabilities and must add net subtractions to reserves to its income,
subject to certain requirements on reserves set out in Section 807. The
ability to deduct net additions to reserves may allow life insurance
companies to defer paying some taxes, thus reducing those companies’ tax
burden by allowing them to offset current income with future expenses. The
match between the timing of taxable income and deductible expenses is, in
general, closer for other businesses.

Special provisions govern the taxation of life insurance companies,
which reflect the nature of the life insurance market. First, a life insurance
company must count all premiums paid by insurance customers as income.
Second, a company may deduct net additions to its life insurance reserves.

For example, after a customer signs an insurance contract and pays a
one-time premium of $5000, the company records that amount as income.
If the policy promises the beneficiary a payment of $100,000 when the
customer dies, then the company puts aside some portion of the premium
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into a reserve to cover that payment, which is deducted from the insurer’s
income. The insurer performs an actuarial calculation to find the present
value of the insurance benefit, which is the minimum investment needed to
fund the expected costs of a $100,000 payout when the customer dies. If the
firm calculates that the present value of the life insurance benefit is $3000
then the firm earns an underwriting profit of $2000, net of other expenses.
If, when the customer dies, the portion of the insurance reserve tied to that
contract were $95,000, the insurer would show a net deduction $5,000 (i.e.,
the $100,000 payout minus the $95,000 reserve).

If the insurer used more conservative actuarial assumptions, so that
present value of the life insurance benefit were calculated to be $4000, then
the underwriting profit would be only $1000. Thus, using more conservative
actuarial assumptions reduces the insurer’s taxable income by $1000 in the
current tax year, and increases the size of the accumulated reserve at the
time of the customer’s death, which increases the insurer’s taxable income
in the future. Thus, more conservative actuarial assumptions reduce
underwriting profits (taxable now) and increase the surplus of the
accumulated reserves over payouts in the future, allowing firms to defer
taxation by converting underwriting profits into reserves. For that reason,
Section 807 provides detailed requirements on actuarial assumptions used
to calculate appropriate levels of reserves.

Impact

Reserves are accounts recorded in the liabilities section of balance
sheets to indicate a claim against assets for future expenses. When life
insurance companies can deduct additions to the reserve accounts when
computing taxable income, they can purchase assets using tax-free (or tax-
deferred) income. Reserve accounting shelters both premium and
investment income from tax because amounts added to reserves include both
premium income and the investment income earned by the invested assets.
A large part of the reserves of life insurance companies is credited to
individual policyholders, who also pay no tax on this investment income (see
“Exclusion of Investment Income on Life Insurance and Annuity Contracts,”
above).

Competition in the life insurance market could compel companies to
pass along corporate tax reductions to policyholders. Thus, this tax
expenditure may benefit life insurance consumers as well as shareholders of
private stock insurance companies. For mutual life insurance companies,
policyholders may benefit either through lower premiums, better service, or
higher policyholder dividends.
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Rationale

The 1909 corporate income tax (P.L. 61-5) allowed insurance
companies to deduct additions to reserves required by law and sums (besides
dividends) paid on claims and annuities within the year. Some form of
reserve deduction has been allowed ever since. Originally, the accounting
rules of most regulated industries were adopted for tax purposes, and reserve
accounting was required by all state insurance regulations. The many
different methods of taxing insurance companies used since 1909 have all
allowed some form of reserve accounting.

Before the Deficit Reduction Act of 1984 (P.L. 98-369), which set the
current rules for taxing life insurance companies, reserves were those
required by state law and generally computed by state regulatory rules. The
Congress, concluding that the conservative regulatory rules allowed a
significant overstatement of deductions, set rules for tax reserves that
specified what types of reserves would be allowed and what discount rates
would be used.

Assessment

Reserve accounting allows the deduction of expenses relating to the
future from current income. Reserve accounting is standard among state
insurance regulators, which supervise life insurance companies operating in
their state. The primary goal of state insurance regulators is actuarial
solvency: that is, ensuring that companies will be able to pay promised
benefits. The understatement of current income and conservative actuarial
assumptions in that context is a virtue rather than a vice.

Under the federal income tax, however, understating current income
provides a tax advantage. Combined with virtual tax exemption of life
insurance product income at the individual level, this tax advantage makes
life insurance a far more attractive investment vehicle than it would
otherwise be and leads to the overpurchase of insurance and overinvestment
in insurance products.

One often-proposed solution would retain reserve accounting but limit
the deduction to amounts actually credited to the accounts of specific
policyholders, who would then be taxed on the additions to their accounts.
This would assure that all premium and investment income not used to pay
current expenses was taxed at either the company or individual level, more
in line with the tax treatment of banks, mutual funds, and other competitors
of the life insurance industry.
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Commerce and Housing:
Insurance Companies

SPECIAL DEDUCTION FOR
BLUE CROSS AND BLUE SHIELD COMPANIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.4 0.4
2011 - 0.4 0.4
2012 - 0.4 0.4
2013 - 0.4 0.4
2014 - 0.5 0.5
Authorization
Section 833.
Description

Blue Cross and Blue Shield and a number of smaller health insurance
providers that existed on August 16, 1986, and other nonprofit health
insurers that meet certain community-service and medical loss ratio
standards receive special tax treatment. A medical loss ratio (MLR), also
called a loss ratio or health benefit ratio, is total health benefits paid divided
by premium income and is a common, albeit rough, indicator of profitability
and administrative efficiency.

The Blue Cross and Blue Shield special deduction has two main
features. First, eligible health insurers are treated in the tax law as stock
property and casualty insurance companies. Eligible organizations,
however, can fully deduct unearned premiums, unlike other property and
casualty insurance companies. Second, eligible companies may take a
special deduction of 25 percent of the year’s health-related claims and
expenses minus its accumulated surplus at the beginning of the year (if such
claims and expenses exceed the accumulated surplus). For example, if an
eligible health insurer had claims and related expenses of $150 million and
an accumulated surplus of $110 million during a tax year, it could take a
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special deduction of $10 million (i.e., 25 percent of the difference between
$150 million and $110 million). The special deduction is also known as the
“three-month” deduction because when an eligible insurer’s health-related
claims and expenses exceed its accumulated surplus, it may deduct a quarter
of the difference for the year.

The special deduction only applies to net taxable income for the year
and cannot be used in alternative minimum tax calculations. Therefore, net
income for eligible organizations is subject to a minimum tax rate of 20
percent.

Impact

Blue Cross/Blue Shield organizations traditionally provided
community-rated health insurance. The special deduction for Blue
Cross/Blue Shield plans may help offset costs of providing high-risk and
small-group coverage. While Blue Cross/Blue Shield affiliates were
originally not allowed to organize as for-profits, in 1994, Blue Cross/Blue
Shield guidelines were amended to let affiliates reorganize as for-profit
insurers. This led more than a dozen Blue Cross/Blue Shield affiliates to
convert to for-profit status. Blue Cross/Blue Shield affiliates that
reorganized after August 16, 1986 are ineligible for the special deduction.

Affiliates that are eligible for the special deduction cannot be owned
by investors, so the special deduction could also benefit either their
subscribers or all health insurance purchasers (through reduced premiums),
their managers and employees (through increased compensation), or
affiliated hospitals and physicians (through increased fees). Some have
raised concerns that management and investors involved in Blue Cross/Blue
Shield conversions to for-profit organizations have gained enormous benefits
from previous tax advantages, even as most conversions have included
establishment of a foundation to fund civic interests in the area of health.
In 2002, New York State absorbed an estimated $2 billion in social assets
accumulated by Empire Blue Cross/Blue Shield and promised to use those
resources to fund health programs.

Rationale

The “Blues” had been ruled tax-exempt by Internal Revenue
regulations since their inception in the 1930s, apparently because they were
regarded as community service organizations. The Tax Reform Act of 1986
((P.L. 99-514) removed Blue Cross/Blue Shield plans’ tax exemption
because Congress believed that “exempt charitable and social welfare
organizations that engage in insurance activities are engaged in an activity
whose nature and scope is inherently commercial rather than charitable,”
and that “the tax-exempt status of organizations engaged in insurance
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activities provided an unfair competitive advantage.” The 1986 Act,
however, introduced the special deduction described above, in part because
of their continuing, albeit more limited, role in providing community-rated
health insurance. In particular, Section 833(c)2(c) links the special
deduction for Blue Cross/Blue Shield plans to the provision of high-risk and
small-group coverage.

The Patient Protection and Affordable Care Act (PPACA; P.L.
111-148, §9016) links special deduction tax benefits enjoyed by Blue
Cross/Blue Shield organizations to a MLR threshold. Blue Cross/Blue
Shield organizations will have to maintain a MLR of at least 85% for tax
years starting after December 31, 2009. More generally, PPACA requires
private health plans meet a minimum MLR requirements (80% in the
individual and small group business, and 85% in large group) for plan years
starting after September 2010. Federal rulemaking regarding how MLR
thresholds required by PPACA will be defined and administered could affect
Blue Cross/Blue Shield organizations’ ability to qualify for the special
deduction.

Assessment

Differences in price and coverage between the health insurance
products offered by Blue Cross and Blue Shield plans and those offered by
commercial insurers, in the view of Congress, have faded over time. Some
of the plans have accumulated enough surplus to purchase unrelated
businesses. Many receive a substantial part of their income from
administering Medicare or self-insurance plans of other companies. Some
have argued that these tax preferences have benefitted their managers and
their affiliated hospitals and physicians more than their communities.

Blue Cross and Blue Shield organizations, however, retain a
commitment to offer high-risk and small-group insurance coverage in their
charters. Some continue to offer policies with premiums based on
community payout experience (“community rated”). The tax exemption
previously granted to the “Blues,” as well as the current special deduction,
presumably have helped support these community-oriented activities.
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Commerce and Housing:
Insurance Companies

TAX-EXEMPT STATUS AND ELECTION TO BE TAXED ONLY
ON INVESTMENT INCOME FOR CERTAIN SMALL NON-LIFE
INSURANCE COMPANIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.1 0.1
2011 - 0.1 0.1
2012 - 0.1 0.1
2013 - 0.1 0.1
2014 - 0.1 0.1

Authorization

Sections 321(a), 832, 834, 501(c)(15).

Description

Insurance companies not classified as life insurance companies, which
for the most part are property and casualty insurance companies, enjoy tax-
exempt status if their gross receipts for a tax year are $600,000 or less and
if premiums account for 50 percent or less of those gross receipts. Mutual
insurance companies may enjoy tax-exempt status if their gross receipts for
a tax year are $150,000 or less, and if more than 35 percent of those gross
receipts consist of premiums. This tax-exempt status is subject to a
controlled group rule. Legislation enacted in 2004 (P.L. 108-218) changed
the gross receipt’s requirements to limit certain tax sheltering strategies
using 501(c)(15) insurers.

Slightly larger insurance companies not classified as life insurance
companies may elect to be taxed only on their taxable investment income so
long as net written premiums and direct written premiums each do not
exceed $1.2 million. Small non-life insurance companies that elect to
receive this tax treatment cannot reverse that decision without a waiver from
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the Treasury Secretary. The small non-life insurance election provision is
subject to a 50 percent controlled group rule.

Impact

Some very small non-life insurance companies are exempted from
taxation entirely, while slightly larger non-life insurance companies may
choose a potentially advantageous tax status instead of being taxed at the
regular corporate tax rate of 34 percent.

Determining how benefits of the small non-life insurance company
deduction are distributed is difficult because ownership of some of these
companies may be widely dispersed. Competitive pressures may force
companies to pass some of these benefits on to insurance policyholders via
lower premiums. In other cases, a set of companies may set up a “captive”
or “minicaptive” insurance company, which provides insurance policies in
exchange for premiums. In these cases, stakeholders in the parent
companies benefit from the tax exemption. The insurance company,
however, must accomplish bona fide “risk shifting” and “risk distribution”
in order to qualify as an insurance company under tax law. Some business
owners have created small insurance companies—so-called microcaptives—
as part of a tax avoidance strategy.

Rationale

Early 20" century tax laws, such as the 1909 law (P.L. 61-5, §38),
excluded “fraternal beneficiary societies, orders, or associations operating
under the lodge system,” which according to some estimates, provided life
insurance to about 30 percent of the adult population. Since that time, small
insurance companies of all types have received various tax advantages. The
Revenue Act of 1954, included mutual non-life and non-marine insurance
companies with gross receipts of $150,000 or less among the tax-exempt
institutions set out in section 501(c). These provisions may have been
included to encourage formation of small insurance companies to serve
specific groups of individuals or firms that could not easily obtain insurance
through existing insurers.

The Tax Reform Act of 1986 (P.L. 99-514) broadened the exemption
by allowing individuals and corporations to take advantage of the
exemption, and increased the cap on gross receipts to $350,000. Congress
held that previous provisions affecting small insurers were “inordinately
complex” and the “small company provision [should be extended] to all
eligible small companies, whether stock or mutual.” After the 1986 change,
several wealthy individuals and corporations were able to avoid large
amounts of taxes by creating 501(c)(15) insurers that were used to hold
reserves in excess of levels required to pay claims. Legislation enacted in
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2004 (P.L. 108-218) changed the gross receipt’s requirements to these
501(c)(15) insurance company tax sheltering strategies.

Assessment

The principle of basing taxes on the ability to pay, often put forth as a
requisite of an equitable and fair tax system, does not justify reducing taxes
on business income for firms below a certain size. Tax burdens are
ultimately borne by persons, such as business owners, customers,
employees, or other individuals, not by firms. The burden that a business’s
taxes place on a person is not determined by the size of the business.

Imposing lower tax rates on smaller firms distorts the efficient
allocation of resources, since it offers a cost advantage based on size and not
economic performance. This tax reduction serves no simplification purpose,
since it requires an additional set of computations and some complex rules
to prevent abuses. The tax reduction may help newer insurance companies
become established and build up the reserves required by state laws,
although it may also help perpetuate inefficient insurance companies. In
other lines of insurance such as auto coverage, however, new entrants have
quickly achieved significant market shares without such tax advantages.

These special tax rules for small non-life insurance companies may
expand strategies available to very wealthy individuals to avoid or reduce
tax liabilities. How extensively these strategies, which reduce federal
revenues and may raise equity issues, are being used is unknown.
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Commerce and Housing:
Insurance Companies

INTEREST RATE AND DISCOUNTING PERIOD ASSUMPTIONS
FOR RESERVES OF PROPERTY AND CASUALTY INSURANCE
COMPANIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.7 0.7
2011 - 0.7 0.7
2012 - 0.7 0.7
2013 - 0.8 0.8
2014 - 0.7 0.7

Authorization

Sections 831, 832(b), 846

Description

The way in which the present values of future losses for property and
casualty insurance companies are calculated may provide those insurers with
a tax advantage. A present value is the current equivalent value of a given
cash flow and is calculated using interest rates or discount factors and
information about the timing of income and losses. Most businesses
calculate taxable income by deducting expenses when the business becomes
liable for paying them. A significant portion of losses paid by property and
casualty insurance companies are paid years after premiums were collected.
Funds that an insurer holds between payment of premiums and disbursement
of loss claims are known as “float” and investment earnings on those funds
are an important source of revenue in some lines of insurance.

State regulators typically require insurers to maintain minimum levels
of loss reserves to ensure solvency, that is, the ability to pay all future
claims. On the other hand, if loss reserves are well above levels needed to
ensure solvency, an insurer may be able to shift current earnings into future
years, thus deferring tax payments. In other words, some form of
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discounting is appropriate to ensure that premium income, received when a
policy is written, is properly matched with associated losses that occur later.
If losses in future years are not fully discounted, the insurer may enjoy a tax
advantage through the ability to defer loss payments.

Each year, the Treasury Secretary specifies discount factors (based on
interest rates and an estimated profile of losses over time) for various lines
of property and casualty insurance that insurers use to compute present
values of future losses for tax purposes. In some cases, property and
casualty insurers may use discount rates reflecting their own claims
experience. A financially sophisticated insurer, however, may be able to
finance future loss payouts more cheaply than calculations based on tax law
and Treasury-specified discount rates would indicate. In effect, this would
allow an insurer to shift some net earnings into the future, thus deferring and
lowering its tax burden.

In particular, under current law the Treasury Department calculates an
interest rate that is used to develop discount rates for computing present
values of loss reserves. Long-term market interest rates, however, are
generally higher than short-term interest rates because investors typically
require a higher yield for investments that limit their choices for a longer
period of time. This suggests that the present value of losses paid in the near
future, calculated using present tax methods, may be overstated relative to
market values, while the present value of losses paid farther into the future
may be underestimated. In addition, the current tax law truncates the stream
of losses. For example, for some lines of insurance, losses that occur more
than ten years in the future are treated for tax purposes as occurring ten
years in the future. This truncation tends to increase the estimated present
value of losses under current tax methods.

Impact

If the net present value of losses payable by property and casualty
insurers calculated for tax purposes is greater than the true net present value
of those losses based on efficient financial strategies, then those insurance
companies may enjoy some managerial discretion on how net earnings are
allocated over time. That discretion may allow management of insurers to
reduce their federal tax burden, or to smooth earnings to make the insurer’s
stock more attractive to investors.

Determining the distribution of benefits of this tax provision is difficult
because ownership of most property and casualty insurance companies is
widely dispersed, either among shareholders in stock companies or
policyholders in mutual companies. Competitive pressures may force
companies to pass some of these benefits on to property and casualty
insurance policyholders via lower premiums.
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Rationale

Property and casualty insurers’ loss reserve deductions before the Tax
Reform Act of 1986 (P.L. 99-514) were based on the simple sum of expected
payments for claim losses. Congress determined that this practice did not
accurately measure the costs of these insurers, because property and casualty
insurance companies, unlike other taxpayers, could deduct losses before they
were paid. Because current dollars are more valuable than future dollars
because of the time value of money, allowing insurers to deduct losses ahead
of actual payment reduced insurers’ tax burden.

Since 1987, the loss reserve deduction has been calculated using a
discounted loss reserve. The allowable current-year deduction for loss
reserves since 1987 has been the accident-year’s discounted loss reserve at
the beginning of the tax year plus the strengthening in all prior accident-year
discounted loss reserves. While these discounting rules reduced insurers’
tax advantages, the discounting methodology implemented by the Tax
Reform Act of 1986 probably overstates the true market-based present value
of future losses of these insurers.

Requiring most property and casualty companies to calculate the
present value of future losses using a methodology given by the Tax Reform
Act of 1986 using discount rates specified by the Treasury may simplify the
calculation of tax liability for those insurers. In addition, the relative
simplicity of these methods may help ensure that the tax treatment of
property and casualty companies is uniform. In addition, the computational
and administrative burden on the Treasury Department may be minimized
by using simple discounting and loss profile methods. Most large property
and casualty companies, however, have been considered financially
sophisticated firms, which would use standard strategies to minimize the
costs of carrying loss reserves.

Assessment

Allowing some firms, such as property and casualty insurance
companies, to defer certain tax liabilities requires other taxpayers to bear
higher burdens, or reduces federal revenues. This tax provision may serve
a simplification purpose, although the Treasury Department and insurance
companies are likely well equipped to promulgate and apply discounting
methods that more closely approximate efficient financing strategies for loss
reserve management. Allowing property and casualty insurance companies
an advantageous tax status, based on the potential mismatch between simple
tax rules and actual financial management practices, may allow those
insurers to attract economic resources from other sectors of the economy,
thus creating economic inefficiencies.
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Commerce and Housing:
Insurance Companies

15-PERCENT PRO-RATION FOR PROPERTY AND CASUALTY
INSURANCE COMPANIES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 - 0.3 0.3
2011 - 0.3 0.3
2012 - 0.4 0.4
2013 - 0.4 0.4
2014 - 0.4 0.4
Authorization
Section 832(b).
Description

A property and casualty insurance company’s taxable income during
a tax year is its underwriting income (i.e., premiums minus incurred losses
and expenses) plus investment income and certain other income items minus
allowable deductions. Additions to loss reserves, held to pay future claims,
can also be deducted from taxable income under certain conditions. The
Tax Reform Act of 1986 (P.L. 99-514) imposed the 15 percent pro-ration
provision, as Congress held that using tax-exempt investments to finance
additions to loss reserves was “inappropriate.” Therefore, the allowable
deduction for additions to loss reserves was reduced to 15 percent of (I) the
insurer’s tax-exempt interest, (ii) the deductible portion of dividends
received (with special rules for dividends from affiliates), and (iii) the
increase for the taxable year in the cash value of life insurance, endowment
or annuity contracts.

Impact

The 15 percent proration provision does not remove all of the benefit
of holding tax-exempt investment to property and casualty insurance
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companies. At the typical corporate income tax rate of 35%, a property or
casualty insurance company would in the simplest case pay an effective tax
rate of 15% % 35% = 5.25% on income from tax exempt investments. The
corporate alternative minimum tax and certain other tax provisions,
however, may cap the advantage of holding higher proportions of tax-
exempt securities.

Rationale

This 15-percent pro-ration requirement was included in the Tax Reform
Act of 1986 (P.L. 99-514) because Congress believed that “it is not
appropriate to fund loss reserves on a fully deductible basis out of income
which may be, in whole or in part, exempt from tax. The amount of the
reserves that is deductible should be reduced by a portion of such tax-
exempt income to reflect the fact that reserves are generally funded in part
from tax-exempt interest or from wholly or partially deductible dividends.”
The Taxpayer Relief Act of 1997 (P.L. 105-34) expanded the 15-percent
pro-ration rule to apply to the inside buildup on certain insurance contracts.

In 1999, the Clinton Administration proposed increasing pro-ration for
insurance companies from 15 percent to 25 percent.

A Senate version of the Jobs and Growth Tax Relief Reconciliation Act
0f2003 (JGTRRA, H.R. 2; P.L. 108-27) included a provision to change the
pro-ration treatment of life insurance subsidiaries of property and casualty
firms, but that provision was omitted from the conference report. Pro-ration
requirements for life insurance companies differ from those for property and
casualty companies. The Senate JGTRRA proposal would have let property
and casualty companies apply life insurance pro-ration rules to their life
insurance reserves. This was allowed only if life insurance reserves (or
reserves for noncancellable accident and health policies) comprised at least
half of an insurer’s total reserves.

A January 2005 report issued by the Joint Committee on Taxation
recommended substituting the allocation rule of section 265(b) for 15%
proration rule. The report argued that the section 265(b) pro-rata interest
disallowance rule would more accurately reflect insurance companies use of
tax exempt or advantaged means of financing reserves. Hence, the report
contends, that change would limit the potential of some insurance companies
to engage in tax arbitrage and increase federal revenue collections.

Assessment
The 15-percent pro-ration provision allows property and casualty

insurance companies to fund a substantial portion of their deductible
reserves with tax-exempt or tax-deferred income. Life insurance companies,
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banks and brokerage firms, and other financial intermediaries, face more
stringent proration rules that prevent or reduce the use of tax-exempt or
tax-deferred investments to fund currently deductible reserves or deductible
interest expense. Allowing property and casualty insurance companies an
advantageous tax status, based on the ability to use tax-exempt income to
reduce tax liabilities, may allow those insurers to attract economic resources
from other sectors of the economy, thus creating economic inefficiencies.

A more stringent allocation rule could reduce insurance companies’
demand for tax exempt bonds issued by state and local governments, which
could raise financing costs for those governments. On the other hand, a more
stringent allocation rule would allow Congress to target tax incentives for
state and local governments more effectively.
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Commerce and Housing:
Housing

DEDUCTION FOR MORTGAGE INTEREST
ON OWNER-OCCUPIED RESIDENCES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 90.8 - 90.8
2011 93.8 - 93.8
2012 94.1 - 94.1
2013 98.5 - 98.5
2014 106.8 - 106.8

Authorization

Section 163(h).

Description

A taxpayer may claim an itemized deduction for “qualified residence
interest,” which includes interest paid on a mortgage secured by a principal
residence and a second residence. The underlying mortgage loans can
represent acquisition indebtedness of up to $1 million, plus home equity
indebtedness of up to $100,000.

Impact
The deduction is considered a tax expenditure because homeowners are
allowed to deduct their mortgage interest even though the implicit rental

income from the home (comparable to the income they could earn if the
home were rented to someone else) is not subject to tax.
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Renters and the owners of rental property do not receive a comparable
benefit. Renters may not deduct any portion of their rent under the federal
income tax. Landlords may deduct mortgage interest paid for rental
property, but they are subject to tax on the rental income.

For taxpayers who can itemize, the home mortgage interest deduction
encourages home ownership by reducing the cost of owning compared with
renting. Italso encourages them to spend more on housing (measured before
the income tax offset), and to borrow more than they would in the absence
of the deduction.

The mortgage interest deduction primarily benefits middle- and upper-
income households. Higher-income taxpayers are more likely to itemize
deductions. As with any deduction, a dollar of mortgage interest deduction
is worth more the higher the taxpayer’s marginal tax rate.

Higher-income households also tend to have larger mortgage interest
deductions because they can afford to spend more on housing and can
qualify to borrow more. The home equity loan provision favors taxpayers
who have been able to pay down their acquisition indebtedness and whose
homes have appreciated in value.

Distribution by Income Class of
Tax Expenditure for Mortgage Interest Deduction,

2009

Income Class Percentage

(in thousands of $) Distribution
Below $10 0.0
$10 to $20 0.1
$20 to $30 0.7
$30 to $40 1.7
$40 to $50 3.0
$50 to $75 12.2
$75 to $100 13.1
$100 to $200 39.5
$200 and over 29.7

Rationale

The income tax code instituted in 1913 contained a deduction for all
interest paid, with no distinction between interest payments made for
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business, personal, living, or family expenses. There is no evidence in the
legislative history that the interest deduction was intended to encourage
home ownership or to stimulate the housing industry at that time. In 1913
most interest payments represented business expenses. Home mortgages and
other consumer borrowing were much less prevalent than in later years.

Before the Tax Reform Act of 1986 (TRAS86), there were no
restrictions on either the dollar amount of mortgage interest deduction or the
number of homes on which the deduction could be claimed. The limits
placed on the mortgage interest deduction in 1986 and 1987 were part of the
effort to limit the deduction for personal interest.

Under the provisions of TRA86, for home mortgage loans settled on or
after August 16, 1986, mortgage interest could be deducted only on a loan
amount up to the purchase price of the home, plus any improvements, and
on debt secured by the home but used for qualified medical and educational
expense. This was an effort to restrict tax-deductible borrowing of home
equity in excess of the original purchase price of the home. The interest
deduction was also restricted to mortgage debt on a first and second home.

The Omnibus Budget Reconciliation Act of 1987 placed new dollar
limits on mortgage debt incurred after October 13, 1987, upon which interest
payments could be deducted. An upper limit of $1 million ($500,000 for
married filing separately) was placed on the combined ‘“acquisition
indebtedness” for a principal and second residence.  Acquisition
indebtedness includes any debt incurred to buy, build, or substantially
improve the residence(s). The ceiling on acquisition indebtedness for any
residence is reduced down to zero as the mortgage balance is paid down, and
can only be increased if the amount borrowed is used for improvements.

The TRA86 exception for qualified medical and educational expenses
was replaced by the explicit provision for home equity indebtedness: in
addition to interest on acquisition indebtedness, interest can be deducted on
loan amounts up to $100,000 ($50,000 for married filing separately) for
other debt secured by a principal or second residence, such as a home equity
loan, line of credit, or second mortgage. The sum of the acquisition
indebtedness and home equity debt cannot exceed the fair market value of
the home(s). There is no restriction on the purposes for which home equity
indebtedness can be used.

State and local taxes were among several deductions subject to the
phaseout on itemized deductions for taxpayers whose AGI exceeds the
applicable threshold amount — $166,800 for single taxpayers, $250,200 for
joint filers in 2009, indexed for inflation. The deduction was reduced by the
lesser of three percent of the excess over the threshold amount or 80% of
allowable deductions. The phaseout began to gradually phase out itself
beginning in the 2006 tax year. For 2008 and 2009, only one-third of
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reduction applied and is completely eliminated beginning with the 2010 tax
year. P.L. 111-312 extended the elimination of the phase out for two years.

Assessment

Major justifications for the mortgage interest deduction have been the
desire to encourage homeownership and to stimulate residential
construction. Homeownership is alleged to encourage neighborhood
stability, promote civic responsibility, and improve the maintenance of
residential buildings. Homeownership is also viewed as a mechanism to
encourage families to save and invest in what for many will be their major
financial asset.

A major criticism of the mortgage interest deduction has been its
distribution of tax benefits in favor of higher-income taxpayers. It is
unlikely that a housing subsidy program that gave far larger amounts to high
income compared with low income households would be enacted if it were
proposed as a direct expenditure program.

The preferential tax treatment of owner-occupied housing relative to
other assets is also criticized for encouraging households to invest more in
housing and less in other assets that might contribute more to increasing the
Nation’s productivity and output.

Efforts to limit the deduction of some forms of interest more than
others must address the ability of taxpayers to substitute one form of
borrowing for another. For those who can make use of it, the home equity
interest deduction can substitute for the deductions phased out by TRA86 for
consumer interest and investment interest in excess of investment income.
This alternative is not available to renters or to homeowners with little
equity buildup.

Analysts have pointed out that the rate of homeownership in the United
States is not significantly higher than in countries such as Canada that do not
provide a mortgage interest deduction under their income tax. The value of
the U.S. deduction may be at least partly capitalized into higher prices at the
middle and upper end of the housing market.
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Commerce and Housing:
Housing

DEDUCTION FOR PROPERTY TAXES ON OWNER-OCCUPIED
RESIDENCES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 15.0 - 15.0
2011 22.8 - 22.8
2012 26.5 - 26.5
2013 27.6 - 27.6
2014 29.1 - 29.1

Authorization

Section 164.

Description

Taxpayers may claim an itemized deduction for property taxes paid on
owner-occupied residences. Taxpayers that do not itemize and pay property
taxes were permitted (in 2008 and 2009) to take a deduction in addition to
the standard deduction of up to $500 ($250 for single filers). The additional
standard provision expired after the 2009 tax year. For more on the
additional property tax deduction, see the entry titled the “Increased
Standard Deduction of Real Property Taxes.”

Impact

The deductibility of property taxes on owner-occupied residences
provides a subsidy both to home ownership and to the financing of state and
local governments. Like the deduction for home mortgage interest, the
federal deduction for real property (real estate) taxes reduces the cost of
home ownership relative to renting. Renters may not deduct any portion of
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their rent under the federal income tax. Landlords may deduct the property
tax they pay on a rental property but are taxed on the rental income.

Homeowners may deduct the property taxes but are not subject to
income tax on the imputed rental value of the dwelling. For itemizing
homeowners, the deduction lowers the net price of state and local public
services financed by the property tax and raises their after-federal-tax
income.

Like all personal deductions, the property tax deduction provides
uneven tax savings per dollar of deduction. The tax savings are higher for
those with higher marginal tax rates, and those homeowners who do not
itemize deductions receive no direct tax savings.

Higher-income groups are more likely to itemize property taxes and to
receive larger average benefits per itemizing return. Consequently, the tax
expenditure benefits of the property tax deduction are concentrated in the
upper-income groups.

Distribution by Income Class of
Tax Expenditure for Property Tax Deductions, 2009

Income Class Percentage

(in thousands of $) Distribution
Below $10 0.0
$10 to $20 0.1
$20 to $30 0.7
$30 to $40 1.7
$40 to $50 3.3
$50 to $75 13.8
$75 to $100 15.6
$100 to $200 45.1
$200 and over 19.7

Rationale

Under the original 1913 federal income tax law all federal, state, and
local taxes were deductible, except those assessed against local benefits (for
improvements which tend to increase the value of the property), for
individuals as well as businesses. A major rationale was that tax payments
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reduce disposable income in a mandatory way and thus should be deducted
when determining a taxpayer’s ability to pay the federal income tax.

Over the years, the Congress has gradually eliminated the deductibility
of certain taxes under the individual income tax, unless they are business-
related. Deductions were eliminated for federal income taxes in 1917, for
estate and gift taxes in 1934, for excise and import taxes in 1943, for state
and local excise taxes on cigarettes and alcohol and fees such as drivers’ and
motor vehicle licenses in 1964, for excise taxes on gasoline and other motor
fuels in 1978, and for sales taxes in 1986.

In 2004, a sales tax deductibility option was reinstated temporarily by
the “American Jobs Creation Act of 2004,” (P.L. 108-357). In contrast to
pre-1986 law, state sales and use taxes can only be deducted in lieu of state
income taxes, not in addition to. Taxpayers who itemize and live in states
without a personal income tax benefitted the most from the new law. The
sales tax deductibility option has been extended several times, most recently
by P.L. 111-312, the Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act of 2010.

State and local taxes were among several deductions subject to the
phaseout on itemized deductions for taxpayers whose AGI exceeds the
applicable threshold amount — $166,800 for single taxpayers, $250,200 for
joint filers in 2009, indexed for inflation. The deduction was reduced by the
lesser of three percent of the excess over the threshold amount or 80% of
allowable deductions. The phaseout began to gradually phase out itself
beginning in the 2006 tax year. For 2008 and 2009, only one-third of
reduction applied and is completely eliminated beginning with the 2010 tax
year. P.L. 111-312 extended the elimination of the phase out for two years.

Assessment

Proponents argue that the deduction for state and local taxes is a way
of promoting fiscal federalism by helping state and local governments to
raise revenues from their own taxpayers. Itemizers receive an offset for
their deductible State and local taxes in the form of lower federal income
taxes. Deductibility thus helps to equalize total federal-state-local tax
burdens across the country: itemizers in high-tax state and local jurisdictions
pay somewhat lower federal taxes as a result of their higher deductions, and
vice versa.
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By allowing property taxes to be deducted in the same way as state and
local income, sales, and personal property taxes, the federal Government
avoids interfering in state and local decisions about which of these taxes to
rely on. The property tax is particularly important as a source of revenue for
local governments and school districts.

Nevertheless, the property tax deduction is not an economically
efficient way to provide federal aid to state and local governments in
general, or to target aid on particular needs, compared with direct aid. The
deduction works indirectly to increase taxpayers’ willingness to support
higher state and local taxes by reducing the net price of those taxes and
increasing their income after federal taxes.

The same tax expenditure subsidy is available to property taxpayers,
regardless of whether the money is spent on quasi-private benefits enjoyed
by the taxpayers or redistributive public services, or whether they live in
exclusive high-income jurisdictions or heterogeneous cities encompassing
a low-income population. The property-tax-limitation movements of the
1970s and 1980s, and state and local governments’ increased reliance on
non-deductible sales and excise taxes and user fees during the 1980s and
1990s, suggest that other forces can outweigh the advantage of the property
tax deduction.

Two separate lines of argument are offered by critics to support the
case that the deduction for real property taxes should be restricted. One is
that a large portion of local property taxes may be paying for services and
facilities that are essentially private benefits being provided through the
public sector. Similar services often are financed by non-deductible fees and
user charges paid to local government authorities or to private community
associations (e.g., for water and sewer services or trash removal).

Another argument is that if imputed income from owner-occupied
housing is not subject to tax, then associated expenses, such as mortgage
interest and property taxes, should not be deductible.

Like the mortgage interest deduction, the value of the property tax
deduction may be capitalized to some degree into higher prices for the type
of housing bought by taxpayers who can itemize. Consequently, restricting
the deduction for property taxes could lower the price of housing purchased
by middle- and upper-income taxpayers, at least in the short run.
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Commerce and Housing:
Housing

INCREASED STANDARD DEDUCTION OF REAL
PROPERTY TAXES ON OWNER-OCCUPIED RESIDENCES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.5 - 0.5
2011 - - -
2012 - - -
2013 - - -
2014 - - -

Authorization

Section 63 and section 164.

Description

Taxpayers may claim an itemized deduction for property taxes paid on
owner-occupied residences. This entry explains a provision for taxpayers
that do not itemize and pay property taxes. These taxpayers were allowed to
take a deduction in addition to the standard deduction of up to $500 ($250
for single filers) through the 2009 tax year. For more on the property tax
deduction for itemizers, see the entry titled the “Deduction for Property
Taxes on Owner-Occupied Housing.”

Impact

The deductibility of property taxes on owner-occupied residences
provides a subsidy both to home ownership and to the financing of state and
local governments. Like the deduction for home mortgage interest, the
federal deduction for real property (real estate) taxes reduces the cost of
home ownership relative to renting. Renters may not deduct any portion of
their rent under the federal income tax. Landlords may deduct the property
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tax they pay on a rental property but are taxed on the rental income. Like all
personal deductions, the additional property tax deduction provides uneven
tax savings per dollar of deduction. The tax savings are higher for those
with higher marginal tax rates. Consequently, the tax expenditure benefits
of the property tax deduction are concentrated in the upper-income groups.

The additional standard deduction also subsidizes state and local public
services financed by the property tax. In almost every State, property taxes
are a major source of local government revenue, and thus the federal transfer
through deductibility is also quite large. State governments, in contrast, are
less dependent upon property tax revenue and instead rely more upon
income and sales taxes. According to the U.S. Census Bureau, nationally,
property taxes comprised 45.3% ($397.0 billion in FY2008) of all local
government general own-source revenue and 1.2% ($12.7 billion in FY2008)
of all state government general own-source revenue.

Rationale

Under the original 1913 federal income tax law all federal, state, and
local taxes were deductible, except those assessed against local benefits (for
improvements which tend to increase the value of the property), for
individuals as well as businesses. A major rationale was that tax payments
reduce disposable income in a mandatory way and thus should be deducted
when determining a taxpayer’s ability to pay the federal income tax.

Over the years, the Congress has gradually eliminated the deductibility
of certain taxes under the individual income tax, unless they are business-
related. Deductions were eliminated for federal income taxes in 1917, for
estate and gift taxes in 1934, for excise and import taxes in 1943, for state
and local excise taxes on cigarettes and alcohol and fees such as drivers’ and
motor vehicle licenses in 1964, for excise taxes on gasoline and other motor
fuels in 1978, and for sales taxes in 1986.

In 2004, sales tax deductibility was reinstated for the 2004 and 2005 tax
years by the American Jobs Creation Act of 2004 (P.L. 108-357). In
contrast to pre-1986 law, state sales and use taxes can only be deducted in
lieu of state income taxes, not in addition to. Taxpayers who itemize and
live in states without a personal income tax benefitted the most from the new
law. The sales tax deductibility option was extended three times and
expires after the 2011 tax year.

The additional standard deduction for property taxes of $500 for joint
filers and $250 for single filers was included in the Housing and Economic
Recovery Act of 2008 (P.L. 110-289). The provision was part of a concerted
effort to help provide tax relief to homeowners that did not itemize. The
provision was extended through 2009 by the Tax Extenders and Alternative
Minimum Tax Relief Act of 2008 (P.L. 110-343).
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Assessment

A property tax deduction is not an economically efficient way to
provide federal aid to state and local governments in general, or to target aid
to individuals, compared with direct aid. The deduction works indirectly to
increase taxpayers’ willingness to support higher state and local taxes by
reducing the net price of those taxes and increasing their income after
federal taxes. The temporary increase of the standard deduction for property
taxes paid for homeowners increases equity across homeowners, but not
taxpayers more generally.

The same tax expenditure subsidy is available to property taxpayers,
regardless of whether the money is spent on quasi-private benefits enjoyed
by the taxpayers or redistributive public services, or whether they live in
exclusive high-income jurisdictions or heterogeneous cities encompassing
a low-income population. The property-tax-limitation movements of the
1970s and 1980s, and state and local governments’ increased reliance on
non-deductible sales and excise taxes and user fees during the 1980s and
1990s, suggest that other forces can outweigh the advantage of the property
tax deduction.

The tax savings from the additional property tax deduction will likely
benefit taxpayers that do not have other potentially deductible expenses that
are great enough to merit itemizing. Taxpayers with no mortgage (or low
mortgage debt) in states with relatively low state and local tax burdens
would likely benefit the most from this new tax provision.

Two separate lines of argument are offered by critics to support the
case that the deduction for real property taxes should be restricted. One is
that a large portion of local property taxes may be paying for services and
facilities that are essentially private benefits being provided through the
public sector. Similar services often are financed by non-deductible fees and
user charges paid to local government authorities or to private community
associations (e.g., for water and sewer services or trash removal).

Like the mortgage interest deduction, the value of the property tax
deduction may be capitalized to some degree into higher prices for the type
of housing bought by taxpayers who can itemize. Consequently, restricting
the deduction for property taxes could lower the price of housing purchased
by middle- and upper-income taxpayers, at least in the short run.
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Commerce and Housing
Housing

DEDUCTION FOR PREMIUMS FOR QUALIFIED MORTGAGE
INSURANCE

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.3 - 0.3
2011 0.1 - 0.1
2012 - - -
2013 - - -
2014 - - -

Note: This provision was extended through 2011 by P.L. 111-
312, at a cost of $0.3 billion for FY2011 and $0.1 billion for
FY2012.

Authorization

Section 163.

Description

Qualified mortgage insurance premiums paid with respect to a qualified
residence can be treated as residence interest and is therefore tax deductible.
The deduction is phased out for married taxpayers with adjusted gross
income from $100,000 to $110,000, and is phased out for single taxpayers
with adjusted gross income from $50,000 to $55,000. For the purposes of
this deduction, qualified mortgage insurance means mortgage insurance
obtained from the Department of Veterans Affairs (VA), the Federal
Housing Authority (FHA), the Rural Housing Administration (RHA), and
private mortgage insurance as defined by the Homeowners Protection Act
of 1988.
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Impact

For a number of reasons, the mortgage insurance premium deduction
primarily benefits young middle-income households. First, most lenders
require mortgage insurance if a borrower’s down payment is less than 20
percent. Young households are more likely to lack the wealth needed to meet
this requirement and will therefore purchase mortgage insurance. Second,
the deduction is only beneficial to households that itemize. Lower-income
households do not itemize as they find the standard deduction to be more
valuable. Finally, while higher-income households are likely to itemize,
income eligibility limits exclude higher-income households from benefitting
from this additional deduction.

As with any deduction, a dollar of mortgage insurance premium
deduction is worth more the higher the taxpayer’s marginal tax rate. Thus,
within the group of middle-income households that are eligible for this
deduction, higher income earners will find it more beneficial.

Rationale

The deduction was added, for 2007, by the Tax Relief and Health Care
Act of 2006 (P.L. 109-432) and extended through 2010 by the Mortgage
Forgiveness Debt Relief Act of 2007 (P.L. 110-142) and through 2011 by
the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation
Act of 2010 (P.L. 111-312). Proponents believe that allowing for the
deduction of mortgage insurance premiums fosters home ownership. Most
lenders will demand that a household purchase mortgage insurance ifa down
payment of less than 20 percent is made. By reducing the cost associated
with the purchase of such insurance, more households — particularly
younger middle-income households unable to meet the 20 percent down
payment criteria — may be encouraged to own a home.

Assessment

A justification for the mortgage insurance premium deduction has been
the desire to encourage homeownership. Homeownership is believed to
encourage neighborhood stability, promote civic responsibility, and improve
the maintenance of residential buildings. Homeownership is also viewed as
a mechanism to encourage families to save and invest in what for many will
be their major asset.

Economists have noted that owner-occupied housing in the United
States is already heavily subsidized. By increasing the subsidy, resources are
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likely further directed away from other uses in the economy, such as
investment in productive physical capital.
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Commerce and Housing:
Housing

EXCLUSION OF CAPITAL GAINS
ON SALES OF PRINCIPAL RESIDENCES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 15.0 - 15.0
2011 16.5 - 16.5
2012 17.5 - 17.5
2013 18.2 - 18.2
2014 19.0 - 19.0

Authorization

Section 121.
Description

A taxpayer may exclude from federal income tax up to $250,000 of
capital gain ($500,000 in the case of married taxpayers filing joint returns)
from the sale or exchange of their principal residence. To qualify the
taxpayer must have owned and occupied the residence for at least two of the
previous five years. The exclusion is limited to one sale every two years.
Special rules apply in the case of sales necessitated by changes in
employment, health, and other circumstances.

Impact
Excluding the capital gains on the sale of principal residences from tax
primarily benefits middle- and upper-income taxpayers. At the same time,

however, this provision avoids putting an additional tax burden on
taxpayers, regardless of their income levels, who have to sell their homes
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because of changes in family status, employment, or health. It also provides
tax benefits to elderly taxpayers who sell their homes and move to less
expensive housing during their retirement years. This provision simplifies
income tax administration and record keeping.

Rationale

Capital gains arising from the sale of a taxpayer’s principal residence
have long received preferential tax treatment. The Revenue Act of 1951
introduced the concept of deferring the tax on the capital gain from the sale
of a principal residence if the proceeds of the sale were used to buy another
residence of equal or greater value. This deferral principal was
supplemented in 1964 by the introduction of the tax provision that allowed
elderly taxpayers a one-time exclusion from tax for some of the capital gain
derived from the sale of their principal residence. Over time, the one-time
exclusion provision was modified such that all taxpayers aged 55 and older
were allowed a one-time exclusion for up to $125,000 gain from the sale of
their principal residence.

By 1997, Congress had concluded that these two provisions, tax free
rollovers and the one-time exclusion of $125,000 in gain for elderly
taxpayers, had created significant complexities for the average taxpayer with
regard to the sale of their principal residence. To comply with tax
regulations, taxpayers had to keep detailed records of the financial
expenditures associated with their home ownership. Taxpayers had to
differentiate between those expenditures that affected the basis of the
property and those that were merely for maintenance or repairs. In many
instances these records had to be kept for decades.

In addition to record keeping problems, Congress believed that the
prior law rules promoted an inefficient use of taxpayers’ resources. Because
deferral of tax required the purchase of a new residence of equal or greater
value, prior law may have encouraged taxpayers to purchase more expensive
homes than they otherwise would have.

Finally, Congress believed that prior law may have discouraged some
elderly taxpayers from selling their homes to avoid possible tax
consequences. Elderly taxpayers who had already used their one-time
exclusion and those who might have realized a gain in excess of $125,000,
may have held on to their homes longer than they otherwise would have.

Asaresult of these concerns, Congress repealed the rollover provisions
and the one-time exclusion of $125,000 of gain in the Taxpayer Relief Act
of 1997. In their place, Congress enacted the current tax rules which allow
a taxpayer to exclude from federal income tax up to $250,000 of capital gain
($500,000 in the case of married taxpayers filing joint returns) from the sale
or exchange of their principal residence.
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Assessment

This exclusion from income taxation gives homeownership a
competitive advantage over other types of investments, since the capital
gains from investments in other assets are generally taxed when the assets
are sold. Moreover, when combined with other provisions in the tax code
such as the deductibility of home mortgage interest, homeownership is an
especially attractive investment. As a result, savings are diverted out of
other forms of investment and into housing.

Viewed from another perspective, many see the exclusion on the sale
of a principal residence as justifiable because the tax law does not allow the
deduction of personal capital losses, because much of the profit from the
sale of a personal residence can represent only inflationary gains, and
because the purchase of a principal residence is less of a profit-motivated
decision than other types of investments. Taxing the gain on the sale of a
principal residence might also interfere with labor mobility.
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Commerce and Housing:
Housing

EXCLUSION OF INTEREST ON STATE AND LOCAL
GOVERNMENT BONDS FOR OWNER-OCCUPIED HOUSING

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.7 0.3 1.0
2011 0.8 0.3 1.1
2012 0.8 0.3 1.1
2013 0.9 0.4 1.3
2014 1.0 0.4 1.4

Authorization

Sections 103, 141, 143, and 146 of the Internal Revenue Code of 1986.

Description

Interest income on sand local bonds issued to provide mortgages at
below-market interest rates on owner-occupied principal residences of first-
time homebuyers is tax exempt. The issuer of mortgage bonds typically uses
bond proceeds to purchase mortgages made by a private lender. The
homeowners make their monthly payments to the private lender, which
passes them through as payments to the bondholders.

These mortgage revenue bonds (MRBs) are classified as private-
activity bonds rather than governmental bonds because a substantial portion
of their benefits accrues to individuals or business rather than to the general
public. For more discussion of the distinction between governmental bonds
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and private-activity bonds, see the entry under General Purpose Public
Assistance: Exclusion of Interest on Public Purpose State and Local Debt.

Numerous limitations have been imposed on state and local MRB
programs, among them restrictions on the purchase prices of the houses that
can be financed, on the income of the homebuyers, and on the portion of the
bond proceeds that must be expended for mortgages in targeted (lower
income) areas.

A portion of capital gains on an MRB-financed home sold within ten
years must be rebated to the Treasury. Housing agencies may trade in bond
authority for authority to issue equivalent amounts of mortgage credit
certificates (MCCs). MCCs take the form of nonrefundable tax credits for
interest paid on qualifying home mortgages.

MRBs are subject to the private-activity bond annual volume cap that
was equal to the greater of $90 per state resident or $273.775 million in
2010. The cap has been adjusted for inflation since 2003. Housing agencies
must compete for cap allocations with bond proposals for all other private-
activities subject to the volume cap.

Inresponse to the housing market crisis in 2008, Congress included two
provisions in the Housing and Economic Recovery Actof 2008 (HERA; P.L.
110-289) that are intended to assist the housing sector. First, HERA
provided that interest on qualified private activity bonds issued for (1)
qualified residential rental projects, (2) qualified mortgage bonds, and (3)
qualified veterans' mortgage bonds, would not be subject to the AMT. In
addition, HERA also created an additional $11 billion of volume cap space
for bonds issued for qualified mortgage bonds and qualified bonds for
residential rental projects. The cap space was designated for 2008 but could
have been carried forward through 2010.

Impact

Since interest on the bonds is tax exempt, purchasers are willing to
accept lower before-tax rates of interest than on taxable securities. These
low interest rates enable issuers to offer mortgages on owner-occupied
housing at reduced mortgage interest rates.

Some of the benefits of the tax exemption also flow to bondholders.
For a discussion of the factors that determine the shares of benefits going to
bondholders and homeowners, and estimates of the distribution of tax-
exempt interest income by income class, see the “Impact” discussion under
General Purpose Public Assistance: Exclusion of Interest on Public Purpose
State and Local Debt.
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Rationale

The first MRBs were issued without any federal restrictions during the
high-interest-rate period of the late 1970s. State and local officials expected
reduced mortgage interest rates to increase the incidence of homeownership.
The Mortgage Subsidy Bond Tax Act of 1980 imposed several targeting
requirements, most importantly restricting the use of MRBs to lower-income
first-time purchasers. The annual volume of bonds issued by governmental
units within a state was capped, and the amount of arbitrage profits (the
difference between the interest rate on the bonds and the higher mortgage
rate charged to the home purchaser) was limited to one percentage point.

Depending upon the state of the housing market, targeting restrictions
have been relaxed and tightened over the decade of the 1980s. MRBs were
included under the unified volume cap on private-activity bonds by the Tax
Reform Act of 1986.

MRBs had long been an “expiring tax provision” with a sunset date.
MRBs first were scheduled to sunset on December 31, 1983, by the
Mortgage Subsidy Bond Tax Act of 1980. Additional sunset dates have
been adopted five times when Congress has decided to extend MRB
eligibility for a temporary period. The Omnibus Budget Reconciliation Act
of 1993 made MRBs a permanent provision.

The Tax Increase Prevention and Reconciliation Act required that
payors of state and municipal bond tax-exempt interest begin to report those
payments to the Internal Revenue Service after December 31, 2005. The
manner of reporting is similar to reporting reqhuirements for interest paid on
taxable obligations. Additionally in the 109™ Congress, the program was
expanded temporarily to assist in the rebuilding efforts after the Gulf Region
hurricanes of the Fall of 2005.

In the 110" Congress, the Housing and Economic Recovery Act of
2008, P.L. 110-289 enacted several permanent and temporary changes to the
program. First, the interest on MRBs became permanently exempt from the
alternative minimum tax. Second, eligible MRBs use was temporarily
expanded to include the refinancing of qualified subprime mortgages. Third,
states’ volume caps were increased for 2008. Fourth, changes enacted in the
109" Congress to assist victims of the Gulf Region hurricanes were
extended. Also inthe 110" Congress, the Emergency Economic Stabilization
Act of 2008, P.L. 110-343 waived certain program requirements, enabling
disaster victims to benefit from MRB financing.
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Assessment

Income, tenure status, and house-price-targeting provisions imposed on
MRBs make them more likely to achieve the goal of increased
homeownership than many other housing tax subsidies that make no
targeting effort, such as is the case for the mortgage-interest deduction.
Nonetheless, it has been suggested that most of the mortgage revenue bond
subsidy goes to families that would have been homeowners even if the
subsidy were not available.

Even ifa case can be made for this federal subsidy for homeownership,
it is important to recognize the potential costs. As one of many categories
of tax-exempt private-activity bonds, MRBs increase the financing cost of
bonds issued for other public capital. With a greater supply of public bonds,
the interest rate on the bonds necessarily increases to lure investors. In
addition, expanding the availability of tax-exempt bonds increases the assets
available to individuals and corporations to shelter their income from
taxation.
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Commerce and Housing:
Housing

EXCLUSION OF INTEREST ON STATE AND LOCAL
GOVERNMENT BONDS FOR RENTAL HOUSING

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.6 0.2 0.8
2011 0.6 0.2 0.8
2012 0.7 0.3 1.0
2013 0.7 0.3 1.0
2014 0.7 0.3 1.0

Authorization

Sections 103, 141, 142, and 146.

Description

Interest income on state and local bonds used to finance the
construction of multifamily residential rental housing units for low- and
moderate-income families is tax exempt. These rental housing bonds are
classified as private-activity bonds rather than as governmental bonds
because a substantial portion of their benefits accrues to individuals or
business, rather than to the general public. For more discussion of the
distinction between governmental bonds and private-activity bonds, see the
entry under General Purpose Public Assistance: Exclusion of Interest on
Public Purpose State and Local Debt.

These residential rental housing bonds are subject to the state private-
activity bond annual volume cap that was equal to the greater of $90 per
state resident or $273.775 million in 2010. The cap has been adjusted for
inflation since 2003. Several additional requirements have been imposed on
these projects, primarily on the share of the rental units that must be
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occupied by low-income families and the length of time over which the
income restriction must be satisfied.

Inresponse to the housing market crisis in 2008, Congress included two
provisions in the Housing and Economic Recovery Act of 2008 (HERA; P.L.
110-289) that are intended to assist the housing sector. First, HERA
provided that interest on qualified private activity bonds issued for (1)
qualified residential rental projects, (2) qualified mortgage bonds, and (3)
qualified veterans' mortgage bonds, would not be subject to the AMT. In
addition, HERA also created an additional $11 billion of volume cap space
for bonds issued for qualified mortgage bonds and qualified bonds for
residential rental projects. The cap space was designated for 2008 but could
have been carried forward through 2010.

Impact

Since interest on the bonds is tax exempt, purchasers are willing to
accept lower before-tax rates of interest than on taxable securities. These
low interest rates enable issuers to offer residential rental housing units at
reduced rates. Some of the benefits of the tax exemption also flow to bond-
holders. For a discussion of the factors that determine the shares of benefits
going to bondholders and renters, and for estimates of the distribution of tax-
exempt interest income by income class, see the “Impact” discussion under
General Purpose Public Assistance: Exclusion of Interest on Public Purpose
State and Local Debt.

Rationale

Before 1968, State and local governments were allowed to issue tax-
exempt bonds to finance multifamily rental housing without restriction. The
Revenue and Expenditure Control Act of 1968 (RECA 1968) imposed tests
that restricted the issuance of these bonds. However, the Act also provided
a specific exception which allowed unrestricted issuance for multifamily
rental housing.

Most states issue these bonds in conjunction with the Leased Housing
Program under Section 8 of the United States Housing Act of 1937. The
Tax Reform Act of 1986 restricted eligibility for tax-exempt financing to
projects satisfying one of two income-targeting requirements: 40 percent or
more of the units must be occupied by tenants whose incomes are 60 percent
or less of the area median gross income, or 20 percent or more of the units
are occupied by tenants whose incomes are 50 percent or less of the area
median gross income. The Tax Reform Act of 1986 subjected these bonds
to the state volume cap on private-activity bonds.
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The Tax Increase Prevention and Reconciliation Act required that
payors of state and municipal bond tax-exempt interest begin to report those
payments to the Internal Revenue Service after December 31, 2005. The
manner of reporting is similar to reporting requirements for interest paid on
taxable obligations. Additionally in the 109" Congress, the program was
expanded temporarily to assist in the rebuilding efforts after the Gulf Region
hurricanes of the Fall of 2005.

Most recently, the Housing and Economic Recovery Act of 2008, P.L.
110-289, coordinated certain rules pertaining to the low-income housing tax
credit program and the tax exempt rental program when a project received
both sources of financing. In addition, a hold-harmless policy for computing
area median income limits was enacted to ensure that the annual income
limits in a given year do not fall below the limits in the previous year.

Assessment

This exception was provided because it was believed that subsidized
housing for low- and moderate-income families provided benefits to the
Nation, and provided equitable treatment for families unable to take
advantage of the substantial tax incentives available to those able to invest
in owner-occupied housing.

Even if a case can be made for a federal subsidy for multifamily rental
housing due to underinvestment at the state and local level, it is important
to recognize the potential costs. As one of many categories of tax-exempt
private-activity bonds, those issued for multifamily rental housing increase
the financing cost of bonds issued for other public capital. With a greater
supply of public bonds, the interest rate on the bonds necessarily increases
to lure investors. In addition, expanding the availability of tax-exempt
bonds increases the assets available to individuals and corporations to
shelter their income from taxation.

Selected Bibliography

Hellerstein, Walter and Eugene W. Haper, “Discriminatory State
Taxation of Private Activity Bonds After Davis,” State Tax Notes, April 27,
2009, p. 295.

Maguire, Steven. Private Activity Bonds: An Introduction. Library of
Congress, Congressional Research Service Report RL31457.

— . Tax-Exempt Bonds: A Description of State and Local Government
Debt. Library of Congress, Congressional Research Service Report
RL30638.

U.S. Government Accountability Office. Information on Selected
Capital Facilities Related to the Essential Governmental Function Test.
GAO-06-1082. 2006.



370

U.S. Congress, Congressional Budget Office. Tax-Exempt Bonds for
Multi-Family Residential Rental Property, 99th Congress, 1st session. June
21, 1985.

— , Joint Committee on Taxation. General Explanation of the
Revenue Provisions of the Tax Reform Act of 1986. May 4, 1987: 1171-
1175.

Zimmerman, Dennis. The Private Use of Tax-Exempt Bonds:
Controlling Public Subsidy of Private Activity. Washington, DC: The Urban
Institute Press, 1991.



Commerce and Housing
Housing

FIRST-TIME HOMEBUYER TAX CREDIT

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 8.7 - 8.7
2011 2.4 - 2.4
2012 -2.5 - -2.5
2013 -1.6 - -1.6
2014 -0.8 - -0.8

Authorization
Section 36.
Description

There have been four different iterations of the First-Time Homebuyer
Tax Credit since the summer of 2008. In July 2008, Congress enacted a
$7,500 first-time homebuyer tax credit as part of the Housing and Economic
Recovery Act of 2008 (HERA; P.L. 110-289). Eligible buyers were allowed
a refundable credit against their federal income tax equal to a maximum of
10% of a home's purchase price, or $7,500. The amount of the credit that
could be claimed was reduced for individuals with modified adjusted gross
income (AGI) of more than $75,000 ($150,000 for joint filers), and was zero
for those individuals with modified AGI in excess of $95,000 ($170,000 for
joint filers). To qualify for the credit the buyer must not have had an interest
in a principal residence in the last three years. The credit was to be repaid
over a 15-year period and was originally set to expire on July 1, 2009.

The American Recovery and Reinvestment Act of 2009 (ARRA; P.L.
111-5) modified the tax credit in several ways. The credit amount was set
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equal to a maximum of 10% of a home's purchase price, or $8,000. The tax
credit remained refundable, although the repayment requirement was
removed. The income limits remained unchanged. Lastly, the expiration date
was extended to December 1, 2009.

The Worker, Homeownership, and Business Assistance Act of 2009
(WHBAA; P.L. 111-92) extended the tax credit to homebuyers who had
entered into a binding written contract before May 1, 2010, and completed
the home purchase by July 1, 2010. The credit was made available to
first-time as well as repeat homebuyers. For first-time homebuyers, the
maximum credit amount was limited to the lesser of 10% of a home's
purchase price, or $8,000. The maximum credit amount was reduced to
$6,500 for repeat homebuyers. To qualify as a repeat buyer the taxpayer
must have owned and used their previous house as their principal residence
for five consecutive years during the eight-year period ending with the home
purchase. The credit amount was reduced for homebuyers (first-time or
repeat) with modified AGI of more than $150,000 ($225,000 for joint filers),
and was zero for those individuals with modified AGI in excess of $170,000
($245,000 for joint filers). Purchasers of homes with prices exceeding
$800,000 were ineligible for the WHBAA version of the credit.

Most recently, the deadline by which homebuyers need to complete
their home purchases in order to qualify for the credit was extended to
September 30, 2010. Buyers were still required to have entered into a
binding contract before May 1, 2010. The extension was provided by the
Homebuyer Assistance and Improvement Act of 2010 (P.L. 111-196). There
were no other changes to the WHBAA version of the tax credit.

Impact

While the Homebuyer Tax Credit is available to qualified homebuyers,
the economic incidence of the credit depends on the conditions of local
housing markets. In markets that have experienced depressed prices for a
prolonged period of time, the benefit of the tax credit may accrue primarily
to buyers because sellers may be unable to raise prices given current
conditions. In stronger markets, the benefit of the credit may be split
between buyers and sellers as sellers raise prices in the face of an increased
demand. In theory, sellers could raise prices by exactly the amount of the tax
credit, capturing the entire benefit of the credit.

The distributional impact also depends on regional housing market
conditions. In relatively expensive markets, the primary beneficiaries of this
credit are more likely to be better off financially than the average federal
taxpayer — they have the resources to own a home in a relatively expensive
market. In more affordable markets the primary beneficiaries of this tax
credit are likely to more closely resemble the average federal taxpayer.
These taxpayers must still have the resources to own a home, although in a
smaller amount as compared to a more expensive housing market.
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Rationale

The Homebuyer Tax Credit is intended to address two housing market
concerns: an excess inventory (supply) of housing on the market and falling
home prices. The tax credit provides an incentive for current renters to
purchase a home. By increasing the demand for owner-occupied housing,
proponents believe that the tax credit may help to reduce the supply of
unsold homes and stabilize home prices. Subsequent modifications and
extension to the credit were in response to continued concern that the
housing market still required assistance.

Assessment

As mentioned above, this tax credit is intended to encourage the
purchase of homes and, as a result, stabilize prices by decreasing the
inventory of unsold homes on the market. The effectiveness of the tax credit
thus depends upon how many additional homebuyers are induced into
buying homes. If a large number of households that would have otherwise
remained renters without the tax credit become home owners, then the credit
could be considered effective. On the other hand, the credit may have a
minimal effect on home prices and the home inventory to the extent the
credit is claimed by households that would have purchased a home even
without the credit.

Too little time has passed since the enactment of the homebuyer tax
credit to definitively study the tax credit’s impact. A Congressional
Research Service analysis (see Selected Bibliography below), however,
suggests that lower home prices and low mortgage rates may have been
quantitatively more important in stabilizing the housing market than the tax
credit. For example, between when the tax credit was enacted and when it
was modified by ARRA, mortgage rates fell from around 6.5% to slightly
above 5.0%. Between the peak of the housing market and when the credit
was enhanced by ARRA, prices fell on average between 18% and 29%
depending on whether one uses the Case-Shiller or the FHFA home price
index to measure home prices. Over the same time period, home prices in the
hardest hit markets fell by nearly 50%. Regardless, the tax credit likely lead
some buyers to make their purchase sooner than they otherwise would.
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Commerce and Housing:
Housing

DEPRECIATION OF RENTAL HOUSING IN EXCESS
OF ALTERNATIVE DEPRECIATION SYSTEM

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 4.5 0.5 5.0
2011 4.4 0.5 4.9
2012 4.2 0.5 4.7
2013 3.9 0.4 4.3
2014 4.0 0.4 4.4

Authorization

Sections 167 and 168.

Description

Taxpayers are allowed to deduct the costs of acquiring depreciable
assets (assets that wear out or become obsolete over a period of years) as
depreciation deductions. The tax code currently allows new rental housing
to be written off over 27.5 years, using a “straight line” method where equal
amounts are deducted in each period. This rule was adopted in 1986. There
is also a prescribed 40-year write-off period for rental housing under the
alternative minimum tax (also based on a straight-line method).

The tax expenditure measures the revenue loss from current
depreciation deductions in excess of the deductions that would have been
allowed under this longer 40-year period. The current revenue effects also
reflect different write-off methods and lives prior to the 1986 revisions,
since many buildings pre-dating that time are still being depreciated.

Prior to 1981, taxpayers were generally offered the choice of using the
straight-line method or accelerated methods of depreciation, such as double-
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declining balance and sum-of-years digits, in which greater amounts are
deducted in the early years. (Used buildings with a life of twenty years or
more were restricted to 125-percent declining balance methods.) The period
of time over which deductions were taken varied with the taxpayer’s
circumstances.

Beginning in 1981, the tax law prescribed specific write-offs which
amounted to accelerated depreciation over periods varying from 15 to 19
years. Since 1986, all depreciation on residential buildings has been on a
straight-line basis over 27.5 years.

Example: Suppose a building with a basis of $10,000 was subject to
depreciation over 27.5 years. Depreciation allowances would be constant
at 1/27.5 x $10,000 = $364. For a 40-year life the write-off would be $250
per year. The tax expenditure in the first year would be measured as the
difference between the tax savings of deducting $364 or $250, or $114.

Impact

Because depreciation methods faster than straight-line allow for larger
deductions in the early years of the asset’s life and smaller depreciation
deductions in the later years, and because shorter useful lives allow quicker
recovery, accelerated depreciation results in a deferral of tax liability.

It is a tax expenditure to the extent it is faster than economic (i.e.,
actual) depreciation, and evidence indicates that the economic decline rate
for residential buildings is much slower than that reflected in tax
depreciation methods.

The direct benefits of accelerated depreciation accrue to owners of
rental housing. Benefits to capital income tend to concentrate in the higher-
income classes (see discussion in the Introduction).

Rationale

Prior to 1954, depreciation policy had developed through admin-
istrative practices and rulings. The straight-line method was favored by IRS
and generally used. Tax lives were recommended for assets through
“Bulletin F,” but taxpayers were also able to use a facts-and-circumstances
justification.

A ruling issued in 1946 authorized the use of the 150-percent declining
balance method. Authorization for it and other accelerated depreciation
methods first appeared in legislation in 1954 when the double declining
balance and other methods were enacted. The discussion at that time fo-
cused primarily on whether the value of machinery and equipment declined



377

faster in their earlier years. However, when the accelerated methods were
adopted, real property was included as well.

By the 1960s, most commentators agreed that accelerated depreciation
resulted in excessive allowances for buildings. The first restriction on
depreciation was to curtail the benefits that arose from combining
accelerated depreciation with lower capital gains taxes when the building
was sold. That is, while taking large deductions reduced the basis of the
asset for measuring capital gains, these gains were taxed at the lower capital
gains rate rather than the ordinary tax rate.

In 1964, 1969, and 1976 various provisions to “recapture” accelerated
depreciation as ordinary income in varying amounts when a building was
sold were enacted.

In 1969, depreciation on used rental housing was restricted to 125
percent declining balance depreciation. Low-income housing was exempt
from these restrictions.

In the Economic Recovery Tax Act of 1981, residential buildings were
assigned specific write-off periods that were roughly equivalent to 175-
percent declining balance methods (200 percent for low-income housing)
over a 15-year period under the Accelerated Cost Recovery System (ACRS).

These changes were intended as a general stimulus to investment.
Taxpayers could elect to use the straight-line method over 15 years, 35
years, or 45 years. (The Deficit Reduction Act of 1984 increased the 15-year
life to 18 years; in 1985, it was increased to 19 years.) The recapture provi-
sions would not apply if straight-line methods were originally chosen. The
acceleration of depreciation that results from using the shorter recovery
periodunder ACRS was not subject to recapture as accelerated depreciation.

The current treatment was adopted as part of the Tax Reform Act of
1986, which lowered tax rates and broadened the base of the income tax.

Assessment

Evidence suggests that the rate of economic decline of residential
structures is much slower than the rates allowed under current law, and this
provision causes a lower effective tax rate on such investments than would
otherwise be the case. This treatment in turn tends to increase investment
in rental housing relative to other assets, although there is considerable
debate about how responsive these investments are to tax subsidies.

At the same time, the more rapid depreciation roughly offsets the
understatement of depreciation due to the use of historical cost-basis
depreciation, assuming inflation is at a rate of two percent or so. Moreover,
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many other assets are eligible for accelerated depreciation as well, and the
allocation of capital depends on relative treatment.

Much of'the previous concern about the role of accelerated depreciation
in encouraging tax shelters in rental housing has faded because the current
depreciation provisions are less rapid than those previously in place, and
because there is a restriction on the deduction of passive losses. (However,
the restrictions were eased somewhat in 1993.)
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Commerce and Housing:
Housing

TAX CREDIT FOR LOW-INCOME HOUSING

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.2 4.9 5.1
2011 0.3 5.1 54
2012 0.3 53 5.6
2013 0.3 5.6 5.9
2014 0.3 6.1 6.4
Authorization
Section 42.
Description

The Low Income Housing Tax Credit (LIHTC) was created by the Tax
Reform Act of 1986 (TRAS86, P.L. 99-514) to provide an incentive for the
development or rehabilitation of affordable rental housing. Developers may
receive one of two types of LIHTCs depending on the nature of their
projects. Most new and rehabilitation LIHTC construction receives what is
known as the "9%" credit, which is claimed over a 10-year period. In each
year of the 10-year credit period the amount of the tax credit that may be
claimed is roughly equal to 9% of a project's qualified basis (cost of
construction). The 9% credit is intended to deliver a subsidy equal to 70%
of'a project's qualified basis in present value terms. The U.S. Department of
the Treasury uses a formula to set the credit rate to deliver the 70% subsidy.
Because the formula depends on prevailing interest rates, which vary, the
actual tax credit rate fluctuates around 9%.

The second type of LIHTC, known as the "4%" credit, is generally
reserved for low-income housing construction that is partly financed with
tax-exempt bonds. Like the 9% credit, the 4% credit is claimed annually
over a 10-year credit period. The actual credit rate fluctuates around 4%, but
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is set by the Treasury to deliver a subsidy equal to 30% of a project's
qualified basis in present value terms.

The credit is allowed only for the fraction of units serving low-income
tenants, which are subject to a maximum rent. To qualify, at least 40
percent of the units in a rental project must be occupied by families with
incomes less than 60 percent of the area median or at least 20 percent of the
units in a rental project must be occupied by families with incomes less than
50 percent of the area median. Rents in low-income units are restricted to 30
percent of the 60 percent (or 50 percent) of area median income. An
owner’s required time commitment to keep units available for low-income
use was originally 15 years, but the Omnibus Budget Reconciliation Act of
1989 extended this period to 30 years for projects begun after 1989.

The credits are allocated in a competitive process by State housing
agencies to developers, most of whom then sell their 10-year stream of tax
credits to investors to raise capital for the project. The original law
established an annual per-resident limit of $1.25 for the State’s total credit
authority. Under the Community Renewal Tax Relief Act of 2000 (P.L 106-
554), this limit was increased to $1.50 in 2001, $1.75 in 2002, and
thereafter, adjusted for inflation (originally, $2.00 for 2008). For states with
low resident populations, there is a small state minimum limit. In 2010,
states received the greater of $2.10 per-resident or $2.43 million.

The tax credits are subject to passive loss restrictions. The amount of
the credit that can be offset against unrelated active income is limited to the
equivalent of $25,000 in deductions. This limitation stems from TRA86
which in part attempted to curb the use of tax shelters.

Impact

This provision substantially reduces the cost of investing in qualified
units. The competitive sale of tax credits by developers to investors and the
oversight requirements by housing agencies should prevent excess profits
from occurring, and direct much of the benefit to qualified tenants of the
housing units.

Most tax credits are now purchased by corporations, including banks
who are satisfying their requirements under the Community Reinvestment
Act, and by the government-sponsored enterprises, Fannie Mae and Freddie
Mac, also satisfying their affordable housing lending goals.
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Rationale

The tax credit for low-income housing was adopted in the Tax Reform
Act of 1986 to provide a subsidy directly linked to the addition of rental
housing with limited rents for low-income households. It replaced less
targeted subsidies in the law, including accelerated depreciation, five-year
amortization of rehabilitation expenditures, expensing of construction-period
interest and taxes, and general availability of tax-exempt bond financing.
The credit was scheduled to expire at the end of 1989, but was temporarily
extended a number of times until made permanent by the Omnibus Budget
Reconciliation Act of 1993 (P.L. 103-66).

The Omnibus Budget Reconciliation Act of 1989 (P.L. 101-239)
required states to regulate tax-credit projects more carefully to insure that
investors were not earning excessive rates of return and introduced the
requirement that new projects have a long-term plan for providing low-
income housing. Legislation in 1988, (the Technical and Miscellaneous
Revenue Act of 1988, P.L. 100-647), in 1989 (noted above), and in 1990
(the Omnibus Budget Reconciliation Act of 1990, P.L. 101-508) made
technical and substantive changes to the provision. As noted above, the
Community Renewal Tax Relief Act of 2000 increased the annual tax credit
allocation limit, indexed it to inflation, and made minor amendments to the
program.

The tax credit has been used to assist victims of recent natural disasters.
Forexample, The Emergency Economic Stabilization Act of 2008 (P.L. 110-
343) allowed states harmed by Hurricane lke and the severe weather and
flooding in the Midwest to allocate additional credits to affected areas for
the years 2009, 2010, and 2011. Similar changes were enacted as part Gulf
Opportunity Zone Act of 2005 to assist victims of Hurricanes Katrina, Rita,
and Wilma.

Most recently, the American Recovery and Reinvestment Act of 2009
(ARRA), P.L. 111-5, created a temporary LIHTC-grant exchange program
to assist a depressed market for LIHTCs. The exchange program, commonly
referred to as the Section 1602 LIHTC-grant exchange program after Section
1602 of ARRA, allowed states to return a portion of their tax credits to the
Treasury in exchange for grants. The tax credits were exchanged at a rate of
$0.85 in grants for every $1.00 of LIHTCs. Only LIHTC developments that
qualified for the "9%" credit were eligible for the exchange.
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Assessment

The low-income housing credit is more targeted to benefitting lower-
income individuals than the general tax provisions it replaced. Moreover,
by allowing state authorities to direct its use, the credit can be used as part
of a general neighborhood revitalization program. To this end, the LIHTC
program today gives states about $8.0 billion in annual budget authority.

The most comprehensive data base of tax credit units, compiled by the
Department of Housing and Urban Development (HUD), revised as of
February 16,2010, shows that nearly 31,125 projects and nearly 1,843,000
housing units were placed in service between 1987 and 2007, with about
100,000 units now being added each year. The HUD data base of units built
from 1995 through 2007 shows nearly two-thirds were newly constructed,
slightly less then one-third of the projects had a nonprofit sponsor, nearly
one-half of units are located in central cities and about 40 percent are in
metro area suburbs. Data also show that LIHTC units are more likely to be
located in largely minority- or renter-occupied census tracts or tracts with
large proportions of female-headed households, compared to households in
general or rental units in general.

Much less is known about the financial aspects of tax credit projects
and how much it actually costs to provide an affordable rental unit under this
program when all things are considered. Many tax credit projects receive
other federal subsidies, and as noted, more than one-third of tax credit
renters receive additional federal rental assistance. HUD’s Federal Housing
Administration (FHA) program is insuring an increasing number of tax
credit projects. There are reports that some neighborhoods are saturated
with tax credit projects and projects targeted to households with 60 percent
of area median income frequently have as high a vacancy rate as the
surrounding unsubsidized market.

There are a number of criticisms that can be made of the credit (see the
Congressional Budget Office study in the bibliography below for a more
detailed discussion). The credit is unlikely to have a substantial effect on
the total supply of low-income housing, based on both micro-economic
analysis and some empirical evidence. There are significant overhead and
administrative costs, especially if there are attempts to insure that investors
do not earn excess profits. Direct funding by the federal government to state
housing agencies would avoid the cost of the syndication process (the sale
of tax credits to investors as “tax shelters.”) And, in general, many
economists would argue that housing vouchers, or direct-income
supplements to low-income individuals, are more direct and fairer methods
of providing assistance to lower-income individuals. However, others argue
that because of landlord discrimination against low-income people,
minorities, and those with young children (and sometimes an unwillingness
to get involved in a government program, particularly in tight rental
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markets), a mix of vouchers and project-based assistance like the tax credit
might be necessary.

An issue at the forefront of some economists concerns is the number of
completed LIHTC projects that are nearing the end of their 15-year
affordability restrictions. A report by the Joint Center for Housing Studies
at Harvard University and the Neighborhood Reinvestment Corporation on
the expiring affordability issue concluded that: “Lack of monitoring or
insufficient funds for property repair or purchase will place even properties
for which there is an interest in preserving affordability at risk of market
conversion, reduced income-targeting, or disinvestment and decline.” An
increasing amount of tax credits have been and are likely to be used for the
preservation of existing affordable housing in the future rather than for new
units that add to the overall supply of affordable units.
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Commerce and Housing:
Housing

TAX CREDIT FOR REHABILITATION OF
HISTORIC STRUCTURES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 0.4 0.5
2011 0.1 0.4 0.5
2012 0.2 0.4 0.6
2013 0.2 0.4 0.6
2014 0.2 0.4 0.6
Authorization
Section 47.
Description

Certified expenditures used to substantially rehabilitate certified
historic structures qualify for a 20-percent tax credit. The building must be
depreciable. That is, it must be used in a trade or business, or held for the
production of income. It may be used for offices, for commercial, industrial
or agricultural enterprises, or for rental housing. The building may not serve
exclusively as the owner’s private residence.

The costs of acquiring an historic building, or an interest in such a
building, such as a leasehold interest, are not qualifying expenditures. The
costs of facilities related to an existing building, such as a parking lot, also
are not qualifying expenditures. Expenditures incurred by a lessee do not
qualify for the credit unless the remaining lease term on the date the
rehabilitation is completed is at least as long as the applicable recovery
period under the general depreciation rules (generally, 27.5 years for
residential property and 39 years for nonresidential property). Straight-line
depreciation must be used. The basis (the cost for purposes of depreciation)
of the building is reduced by the amount of the rehabilitation credit.
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The rehabilitation must be substantial. During a 24-month period
selected by the taxpayer, rehabilitation expenditures must exceed the greater
of $5,000 or the adjusted basis of the building and its structural components.
For phased rehabilitations, completed in two or more distinct stages, the
measuring period is 60 months. The rehabilitation tax credit is generally
allowed in the taxable year that the rehabilitated property is placed in
service.

There is no upper limit on the amount of rehabilitation expenditures
that can be claimed. However, under the passive-loss rules, there is a limit
on the amount of deductions and credits from rental real estate investment
that can be used to offset tax on unrelated income in a single tax year. The
limit is the equivalent of $25,000 in deductions. This special deduction is
phased out above specified income thresholds. The ordering rules for the
phaseout are provided in Section 469 of the Internal Revenue Code.

Certified historic structures are either individually registered in the
National Register of Historic Places, or they are structures certified by the
Secretary of the Interior as having historic significance that are located in a
registered historic district. The State Historic Preservation Office reviews
applications and forwards recommendations for historic designation to the
U.S. Department of the Interior.

The credit has a recapture provision. The owner must hold the building
for five full years after completing the rehabilitation, or pay back the credit.
If the owner disposes of the building within a year after it is placed in
service, 100 percent of the credit is recaptured. For properties held between
one and five years, the tax-credit recapture-amount is reduced by 20 percent
per year. The National Park Service or the State Historic Preservation
Office may inspect a rehabilitated property at any time during the five-year
period. The National Park Service may revoke certification if the building
alterations do not conform to the plans specified in the application.

Section 47 also provides a 10-percent tax credit for the rehabilitation
of commercial structures that were built before 1936 but are not historically
certified. (See the entry on “Investment Credit for Rehabilitation of
Structures, Other Than Historic Structures.”)
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Impact

The credit reduces the taxpayer’s cost of restoring historic buildings.
The availability of the credit may raise the prices offered for certified
historic structures in need of rehabilitation. Prior to 1986, historic
preservation projects had become a popular, rapidly growing tax shelter. To
help restrain this, the Tax Reform Act of 1986 (P.L. 99-514) imposed at-risk
rules and passive-loss limits on deductions and credits from investments in
rental real estate.

Both historic and non-historic rehabilitation projects proliferated after
the introduction of the tax credits in 1981. Following the introduction of the
passive-loss rules on individual investors in 1986, however, there was a
steep decline in rehabilitation projects sponsored by limited partnerships and
other syndication structures that linked individual investors to developers.
Rehabilitation activity continued to decline through 1993. During the
second half of the 1990s, historic rehabilitation rebounded, but in a new
form. Corporations that had become regular investors under the Low-Income
Housing Tax Credit (LIHTC) program began “twinning” or combining the
historic tax credit (HTC) with the LIHTC by rehabilitating historic
properties for affordable housing, sometimes also including retail or office
space in the building. Subsequently, developers began twinning the HTC
with the federal New Markets Tax Credit (NMTC), enacted in 2000. (See
the entries on “Tax Credit for Low-Income Housing” and “New Markets Tax
Credit and Renewal Community Tax Incentives.”)

In addition to these federal tax credits, developers may receive tax
credits on their state income taxes as well. In 2009, approximately 30 states
had historic preservation tax credits, 16 states had low income housing tax
credits, and eight states had new markets tax credits.

Investments claiming the federal historic tax credit reached record
highs in 2008 and 2009. But the HTC program is small compared to the
LIHTC and NMTC programs. According to the National Park Service, the
historic rehabilitation tax credit has helped leverage over $55 billion in
rehabilitation investments, from its inception in 1976 through fiscal year
2009.

Rationale

Congress identified the preservation of historic structures and
neighborhoods as an important national goal. But achieving that goal
depended on enlisting private funds in the preservation movement. It was
argued that prior law encouraged the demolition and replacement of old
buildings instead of their rehabilitation and re-use.
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The Tax Reform Act of 1976 (P.L. 94-455) introduced rapid
depreciation (amortization over a 60-month period) for capital expenditures
incurred in the rehabilitation of certified historic structures. In addition, the
1976 act provided that in the case of a substantially altered or demolished
certified historic structure, the amount expended for demolition, or any loss
sustained on account of the demolition, is to be charged to the capital
account with respect to the land; it is not to be included in the depreciable
basis of a replacement structure. Further, the act prohibited accelerated
depreciation for a replacement structure.

The Economic Recovery Tax Act of 1981 (P.L. 97-34) provided a 25-
percent tax credit for income-producing certified historic rehabilitation, a
15-percent credit for the rehabilitation of non-historic buildings at least 30
years old, and a 20-percent credit for renovation of existing commercial
properties at least 40 years old.

The Tax Reform Act of 1986 (P.L. 99-514) simplified the structure
from three to two tiers and lowered the credit rates, in keeping with the
lowered tax rates on income under the act. The credit for certified historic
rehabilitation was reduced from 25 percent to 20 percent. The 15-percent
and 20-percent credits for the rehabilitation of non-historic buildings were
combined into one credit of 10 percent for rehabilitating older qualified
buildings first placed in service prior to 1936. The 1986 act also imposed
limits on the use of credits and deductions from rental real estate
investments, in the form of at-risk rules and passive-loss limitations.

In 2002, tax simplification proposals noted the numerous limitations
and qualifications under the passive- loss rules. In response, the Job
Creation and Worker Assistance Act of 2002 (P.L. 107-147) clarified the
ordering rules in the Internal Revenue Code (section 469(i)(3)(E)).

The Gulf Opportunity Zone Act of 2005 (GO Zone, P.L. 109-135)
temporarily increased the rate of the 20-percent tax credit to 23 percent, and
the 10-percent credit to 13 percent. The 23-percent credit applied to the
rehabilitation of certified historic structures located in specific areas of the
Gulf Region that had been adversely affected by Hurricanes Katrina, Rita,
and Wilma in the fall of 2005. It was effective for expenditures made from
August 28, 2005 through December 31, 2008. The Emergency Economic
Stabilization Act of 2008 (P.L. 110-343) extended this provision one year,
through December 31, 2009.
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Assessment

The 20-percent tax credit is available for substantial rehabilitation
expenditures approved by the National Park Service. The credit encourages
the renovation of historic buildings. Opponents argue that the credit leads
to economic inefficiency by encouraging investment in historic renovation
projects that would not be profitable without the credit.

Proponents of the tax credit say that investors may otherwise fail to
consider the positive externalities from renovating historic buildings, such
as the value to society at large from preserving social and aesthetic assets.
Proponents of the tax credit commonly cite the number of jobs in the
rehabilitated building as jobs created by the tax credit. While the tax credit
may influence the decision to locate jobs in a rehabilitated historic building
rather than elsewhere, that does not necessarily mean that the rehabilitation
created new jobs —other than the construction jobs involved in rehabilitating
the building. Proponents also claim that the credit has a benefit-cost ratio
of 5-to-1(that it generates $5 in investment for every $1 of tax-revenue cost);
but that ratio would be expected from a 20-percent tax credit.

The rehabilitation tax credit receives more administrative oversight
than most other tax provisions. To qualify for the credit, the rehabilitation
expenditures must be certified by the U.S. National Park Service both when
they are proposed and after the project is completed. Furthermore, the credit
has recapture provisions.
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Housing

INVESTMENT CREDIT FOR REHABILITATION
OF STRUCTURES, OTHER THAN HISTORIC STRUCTURES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.1 " 0.1
2011 0.1 0.1 0.2
2012 0.2 0.1 0.3
2013 0.2 0.1 0.3
2014 0.2 0.1 0.3

(")Positive tax expenditure of less than $50 million.

Authorization

Section 47.

Description

Qualified expenditures made to substantially rehabilitate a non-historic,
non-residential building are eligible for a 10-percent tax credit. Only
expenditures on buildings placed in service before 1936 are eligible. A
building that was moved after 1935 is ineligible. Expenditures made during
any 24-month period must exceed the greater of $5,000 or the adjusted basis
(cost less depreciation taken) of the building. There is no upper limit on the
rehabilitation expenditures that can be claimed. The property must be
depreciable. The basis must be reduced by the full amount of the credit. The
tax credit may be claimed for the tax year in which the rehabilitated building
is placed in service.
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For a building to be eligible, at least 50 percent of the external walls
must be retained as external walls, at least 75 percent of the exterior walls
must be retained as internal or external walls, and at least 75 percent of the
internal structural framework of the building must be retained. While rental
housing does not qualify for the credit, hotels do, because hotels are
considered to be a commercial rather than a residential use.

Section 47 also provides a 20-percent tax credit for the substantial
rehabilitation of certified historic structures. (See entry on “Tax Credit for
Rehabilitation of Historic Structures.”) The two credits are mutually
exclusive. Unlike historic rehabilitation, there is no formal administrative
review process for the rehabilitation of non-historic buildings.

Impact

The tax credit encourages businesses to renovate property rather than
relocate by reducing the cost of building rehabilitation. The availability of
the tax credit may turn an unprofitable rehabilitation project into a profitable
one, and may make rehabilitating a building more profitable than new
construction.

Rationale

In 1978 there was concern about the declining usefulness of older
buildings, especially in older neighborhoods and central cities. Inresponse,
the Revenue Act of 1978 (P.L. 95-600) introduced an investment tax credit
for rehabilitation expenditures for non-residential buildings in use for at
least 20 years. The purpose was to promote stability in and restore economic
vitality to deteriorating areas.

The Economic Recovery Tax Act of 1981 (P.L. 97-34) provided a 25-
percent tax credit for income-producing certified historic rehabilitation, a
15-percent credit for the rehabilitation of non-historic buildings at least 30
years old, and a 20-percent credit for renovation of existing commercial
properties at least 40 years old. The purpose was to counteract the tendency
of significantly shortened depreciation recovery periods to encourage firms
to relocate and build new plants. Concerns were expressed that investment
in new structures in new locations does not promote economic recovery if
it displaces older structures, and that relocating a business can cause
hardship for workers and their families.

The Tax Reform Act of 1986 (P.L. 99-514) simplified the structure of
the rehabilitation credits from three to two tiers and lowered the credit rates,
in keeping with the lowered tax rates on income under the act. The credit
for certified historic rehabilitation was reduced from 25 percent to 20
percent. The 15-percent and 20-percent credits for the rehabilitation of non-
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historic buildings were combined into one credit of 10 percent for
rehabilitating older qualified buildings first placed in service prior to 1936.

The Gulf Opportunity Zone Act of 2005 (GO Zone, P.L. 109-135)
temporarily increased the rate of the non-historic rehabilitation credit from
10 percent to 13 percent. The 13-percent credit applied to the rehabilitation
of non-residential structures located in specific areas of the Gulf Region that
had been adversely affected by Hurricanes Katrina, Rita, and Wilma in the
fall of 2005. It was effective for expenditures made from August 28, 2005
through December 31, 2008. The Emergency Economic Stabilization Act
0f2008 (P.L. 110-343) extended this provision one year, through December
31, 2009.

Assessment

The main criticism of the tax credit is that it causes economic
inefficiency by encouraging investment projects — restoring older buildings
— that would not be profitable without the credit. A defense of the tax
subsidy is that there may be external benefits to society that investors would
not take into account, such as preserving the aesthetic attributes of older
buildings, or stabilizing neighborhoods by promoting the re-use of existing
buildings rather than having the buildings abandoned.

Proponents of updating the credit point out that when the fixed cutoff
date of 1936 was set in 1976, the credit was available for buildings 40 or
more years old. They argue that if buildings at least 40 years old are
considered worth saving, then the law should provide for a rolling
qualification period, rather than the fixed date, which disqualifies buildings
built after 1936 that may now be well over 40 years old. The Joint
Committee on Taxation has recommended eliminating the 10-percent credit
based on simplification arguments.
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EXCLUSION OF INCOME ATTRIBUTABLE TO THE
DISCHARGE OF PRINCIPAL RESIDENCE ACQUISITION
INDEBTEDNESS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 0.8 - 0.8
2011 0.7 - 0.7
2012 0.5 - 0.5
2013 () - ()
2014 - - -

(") Positive tax expenditure of less than $50 million.

Authorization

Section 108.

Description

Mortgage debt cancellation can occur when lenders either (1)
restructure loans, reducing principal balances or (2) sell properties, either in
advance, or as a result, of foreclosure proceedings. Historically, if a lender
forgives or cancels such debt, tax law has treated it as cancellation of debt
(COD) income subject to tax. Exceptions, however, have been available for
certain taxpayers who are insolvent or in bankruptcy — these taxpayers may
exclude canceled mortgage debt income under existing law.

An additional exception allows for the exclusion of discharged
qualified residential debt from gross income. Qualified indebtedness is
defined as debt, limited to $2 million ($1 million if married filing
separately), incurred in acquiring, constructing, or substantially improving
the taxpayer’s principal residence that is secured by such residence. It also
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includes refinancing of this debt, to the extent that the refinancing does not
exceed the amount of refinanced indebtedness. The taxpayer is required to
reduce the basis in the principal residence by the amount of the excluded
income.

The provision does not apply if the discharge was on account of
services performed for the lender or any other factor not directly related to
a decline in the residence’s value or to the taxpayer’s financial condition.
The additional exclusion of discharged qualified residential debt applies to
discharges that are made on or after January 1, 2007, and before January 1,
2013.

Impact

The benefits stemming from the exclusion of discharged qualified
residential debt from gross income will be concentrated among middle- and
higher- income taxpayers, as these households have likely incurred the
largest residential debt and are subject to higher marginal tax rates. To a
lesser extent, the benefits also extend to lower-income new homeowners
who are in distress as a result of interest rate resets and the slowdown in
general economic activity. The residential debt of lower-income households,
however, is relatively small, thus limiting the overall benefit accruing to
these taxpayers.

According to economic theory, discharged debt qualifies as income. As
a result, the impact of the exclusion differs across taxpayers with identical
income. Specifically, a household who has no forgiven debt can be expected
to pay more taxes, all else equal, than a household who has the same amount
of income, a part of which constitutes canceled debt.

Rationale

A rationale for excluding canceled mortgage debt income has focused
on minimizing hardship for households in distress. Policymakers have
expressed concern that households experiencing hardship and in danger of
losing their home, presumably as a result of financial distress, should not
incur an additional hardship by being taxed on canceled debt income. Some
analysts have also drawn a connection between minimizing hardship for
individuals and consumer spending; reductions in consumer spending, if
significant, can lead to recession.

This provision, as originally included in the Mortgage Forgiveness
Debt Relief Act of 2007, P.L. 110-142, was set to expire on January 1%,
2011. The Emergency Economic Stabilization Act of 2008, P.L. 110-343,
extended the exclusion through December 31%, 2012.
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Assessment

By reducing the amount of taxes a homeowner would otherwise be
required to pay, this provision provides relief to those who have qualified
residential debt canceled by their lender. The exclusion also likely helps to
support consumer spending among distressed borrowers by providing them
with an income tax cut. Allowing canceled debt to be excluded from taxable
income, however, does not guarantee that a distressed homeowner will retain
their home — such outcome is determined in the loss mitigation process.

Opponents argue that an exclusion for canceled mortgage debt income
increases the attractiveness of debt forgiveness for homeowners, and could
encourage homeowners to be less responsible about fulfilling debt
obligations. Some also question why the exclusion is not permanent. If the
objective of the exclusion is to provide relief for distressed borrowers, then
allowing the exclusion for all borrowers regardless of the overall default rate
would be consistent with this objective.

Selected Bibliography

Internal Revenue Service, “Questions and Answers on Home
Foreclosure and Debt Cancellation,” press release, February 4, 2008, at
[http://www.irs.gov/newsroom/article/0,,id=174034,00.html], visited
October 28, 2008.

Keightley, Mark P, and Erika Lunder. Analysis of the Tax Exclusion for
Canceled Mortgage Debt Income. Library of Congress, Congressional
Research Service Report RL34212. October 8, 2008.

U.S. Congress, Joint Committee on Taxation, Technical Explanation
of of Title IlI (Tax Provisions) of Division A of H.R. 1424, The Emergency
Economic Stabilization Act of 2008, JCX-79-08, Washington, DC, October
1,2008.






Commerce and Housing:
Other Business and Commerce

REDUCED RATES OF TAX
ON DIVIDENDS AND LONG-TERM CAPITAL GAINS

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2010 77.7 - 77.7
2011 84.2 - 84.2
2012 65.9 - 65.9
2013 90.3 - 90.3
2014 84.9 - 84.9

Note: P.L. 111-312 added costs of $15.2 billion, $15.9 billion, $11.0
billion and $15.8 billion in FY2011-FY2014 respectively.

Authorization

Sections 1(h), 631, 1201-1256.

Description

Dividends on corporate stock and gains on the sale of capital assets
held for more than a year are subject to lower tax rates under the individual
income tax. Individuals subject to the 10- or 15-percent rate pay a zero-
percent rate and individuals in higher tax brackets pay a 15-percent rate.
After 2012 the rates as scheduled to revert to their levels prior to changes in
2003 (see rationale). Gain arising from prior depreciation deductions is
taxed at ordinary rates but gain arising from straight line depreciation on real
estate is taxed at a maximum rate of 25 percent. Also, gain on the sale of
property used in a trade or business is treated as a long-term capital gain if
all gains for the year on such property exceed all losses for the year on such
property. Qualifying property used in a trade or business generally is
depreciable property or real estate that is held more than a year, but not
inventory.

(405)
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The tax expenditure is the difference between taxing gains and
dividends at the lower rates and taxing them at the rates that apply to other
income. Capital gains of income from timber, coal and iron ore royalties are
listed separately under the Natural Resources section. To be eligible for the
lower dividend rate, stock must be held for 60 out of 120 days that begin 60
days before the ex-dividend day. Only stock paid by domestic corporations
and qualified foreign corporations is eligible. For passthrough entities RICs
(regulated investment companies, commonly known as mutual funds) and
real estate investment trusts (REITSs), payments to shareholders are eligible
only to the extent they were qualified dividends to the passthrough entities.

Impact

Since higher-income individuals receive most capital gains, benefits
accrue to high-income taxpayers. Dividends are also concentrated among
higher income individuals, although not to as great a degree as capital gains.
Estimates of the benefit in the table below are based on data provided by the
Joint Committee on Taxation. (These data were released by the Democratic
staff of the Ways and Means Committee, June 7, 2006).

Estimated Distribution of Tax Expenditure, 2005
[In billions of dollars]

Income Class Capital Gains Dividends
Less than $50,000 1.5 5.8
$50,000-$100,000 3.9 13.6
$100,000-$200,000 7.1 17.5
$200,000-$1,000,000 21.9 31.1
Over $1,000,000 65.6 32.0

The primary assets that typically yield capital gains are corporate stock,
and business and rental real estate. Corporate stock accounts for 20 percent
to 50 percent of total realized gains, depending on the state of the economy
and the stock market. There are also gains from assets such as bonds,
partnership interests, owner-occupied housing, timber, and collectibles, but
all of these are relatively small as a share of total capital gains.

Rationale
Although the original 1913 Act taxed capital gains at ordinary rates, the

1921 law provided for an alternative flat-rate tax for individuals of 12.5
percent for gain on property acquired for profit or investment. This
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treatment was to minimize the influence of the high progressive rates on
market transactions. The Committee Report noted that these gains are earned
over a period of years, but are nevertheless taxed as a lump sum. Over the
years, many revisions in this treatment have been made. In 1934, a sliding
scale treatment was adopted (where lower rates applied the longer the asset
was held). This system was revised in 1938.

In 1942, the sliding scale approach was replaced by a 50-percent
exclusion for all but short-term gains (held for less than six months), with
an elective alternative tax rate of 25 percent. The alternative tax affected
only individuals in tax brackets above 50 percent. The 1942 act also
extended special capital gains treatment to property used in the trade or
business, and introduced the alternative tax for corporations at a 25-percent
rate, the alternative tax rate then in effect for individuals. This tax relief was
premised on the belief that many wartime sales were involuntary
conversions which could not be replaced during wartime, and that resulting
gains should not be taxed at the greatly escalated wartime rates.

Treatment of gain from cutting timber was adopted in 1943, in part to
equalize the treatment of those who sold timber as a stand (where income
would automatically be considered a capital gain) and those who cut timber.
Capital gains treatment for coal royalties was added in 1951 to make the
treatment of coal lessors the same as that of timber lessors and to encourage
coal production. Similar treatment of iron ore was enacted in 1964 to make
the treatment consistent with coal and to encourage production. The 1951
act also specified that livestock was eligible for capital gains, an issue that
had been in dispute since 1942.

The alternative tax for individuals was repealed in 1969, and the
alternative rate for corporations was reduced to 30 percent. The minimum
tax on preference income and the maximum tax offset, enacted in 1969,
raised the capital gains rate for some taxpayers.

In 1976 the minimum tax was strengthened, and the holding period
lengthened to one year. The effect of these provisions was largely
eliminated in 1978, which also saw the introduction of a 60-percent
exclusion for individuals and a lowering of the alternative rate for
corporations to 28 percent. The alternative corporate tax rate was chosen to
apply the same maximum marginal rate to capital gains of corporations as
applied to individuals (since the top rate was 70 percent, and the capital
gains tax was 40 percent of that rate due to the exclusion).

The Tax Reform Act of 1986, which lowered overall tax rates and
provided for only two rate brackets (15 percent and 28 percent), provided
that capital gains would be taxed at the same rates as ordinary income. This
rate structure included a “bubble” due to phase-out provisions that caused
effective marginal tax rates to go from 28 percent to 33 percent and back to
28 percent.
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In 1990, this bubble was eliminated, and a 31-percent rate was added
to the rate structure. There had, however, been considerable debate over
proposals to reduce capital gains taxes. Since the new rate structure would
have increased capital gains tax rates for many taxpayers from 28 percent to
31 percent, the separate capital gains rate cap was introduced. The 28-
percent rate cap was retained when the 1993 Omnibus Budget
Reconciliation Act added a top rate of 36 percent and a 10-percent surcharge
on very high incomes, producing a maximum rate of 39.6 percent.

The Taxpayer Relief Act of 1997 provided the lower rates; its objective
was to increase saving and risk-taking, and to reduce lock-in. Individuals
subject to the 15-percent rate paid a 10-percent rate and individuals in the
28-, 31-, 36-, and 39.6-percent rate brackets paid a 20-percent rate. Gain
arising from prior depreciation deductions was taxed at ordinary rates but
with a maximum of 28 percent. Eventually, property held for five years or
more would be taxed at 8 percent and 18 percent, rather than 10 percent and
20 percent. The 8-percent rate applied to sales after 2000; the 18-percent
rate applied to property acquired after 2000 (and, thus, to such property sold
after 2005). The holding period was increased to 18 months, but cut back to
one year in 1998.

The Jobs and Growth Tax Relief Reconciliation Act of 2003 provided
for the current lower rates, with a sunset after 2008 (extended to 2010 by the
Tax Increase Prevention and Reconciliation Act of 2006 and then to 2012
by the Tax Relief, Unemployment Insurance Reauthorization and Job
Creation Act of 2010). The stated rationale was to encourage investment
and growth, and to reduce the distortions due to higher taxes on dividends,
which also encouraged use of debt finance and retention of earnings.

Assessment

The original rationale for allowing a capital gains exclusion or
alternative tax benefit — the problem of bunching of income under a
progressive tax — is relatively unimportant under the current flatter rate
structure.

A primary rationale for reducing the tax on capital gains is to mitigate
the lock-in effect. Since the tax is paid only on a realization basis, an
individual is discouraged from selling an asset. This effect causes
individuals to hold a less desirable mix of assets, causing an efficiency loss.
This loss could be quite large relative to revenue raised if the realizations
response is large.

Some have argued, based on certain statistical studies, that the lock-in
effect is, in fact, so large that a tax cut could actually raise revenue. Others
have argued that the historical record and other statistical studies do not
support this view and that capital gains tax cuts will cause considerable
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revenue loss. This debate about the realizations response has been a highly
controversial issue, although the weight ofthe evidence suggests that capital
gains tax cuts lead to revenue losses.

Although there are efficiency gains from reducing lock-in, capital gains
taxes can also affect efficiency through other means, primarily through the
reallocation of resources between types of investments. Lower capital gains
taxes may disproportionately benefit real estate investments, and may cause
corporations to retain more earnings than would otherwise be the case,
causing efficiency losses. At the same time lower capital gains taxes reduce
the distortion that favors corporate debt over equity, which produces an
efficiency gain.

Another argument in favor of capital gains relief is that much of gain
realized is due to inflation. On the other hand, capital gains benefit from
deferral of tax in general, and this deferral can become an exclusion if gains
are held until death. Moreover, many other types of capital income (e.g.,
interest income) are not corrected for inflation.

The particular form of this capital gains tax relief also results in more
of'a concentration towards higher-income individuals than would be the case
with an overall exclusion.

The extension of lower rates to dividends in 2003 significantly reduced
the pre-existing incentives to corporations to retain earnings and finance
with debt, and reduced the distortion that favors corporate over non-
corporate investment. It is not at all clear, however, that the lower tax rates
will induce increased saving, another stated objective of the 2003 dividend
relief, if the tax cuts are financed with deficits.
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