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This phaseout would reduce the 50% credit to 23.3%.

Impact

This provision reduces the cost of providing employer provided health
insurance coverage, for some small employers. According to 2006 Census data,
this provision could provide a credit to more than 90% of all U.S. businesses.
These businesses employ approximately one-fifth of U.S. workers.

Rationale

This provision was enacted as part of the Patient Protection and
Affordable Care Act (P.L. 111-148), in combination with the Health Care and
Education Reconciliation Act of 2010 (P.L. 111-152) in order to offset the cost
to small business of providing health insurance coverage for their employees.

Assessment

The Council of Economic Advisors (CEA) asserts that the tax credit is
broadly available and offsets the discrepancy between the cost of health
insurance provided by small and large employers. Specifically, the CEA
estimates that 4 million small businesses are eligible for the credit if they
provide health care to their workers. In addition, they state that this credit
offsets the estimated 18 percent difference that small businesses pay to provide
health care insurance to their employees—which may encourage
entrepreneurship through a reduction the cost of obtaining health insurance as
a small business.

This credit, however, is not available to all businesses. In addition to
those disqualified by the size and average wage limitations, firms with
insufficient or no tax liability receive limited or no benefit from the
provision—thus reducing the effectiveness of the credit in increasing the
provision of employer provided health insurance by small firms.
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Health

CREDITS AND SUBSIDIES FOR PARTICIPATION IN

EXCHANGES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 - - -

2011 - - -

2012 - - -

2013 - - -

2014 22.4 - 22.4

Authorization

Section 36B.

Description

Beginning in 2014, the Patient Protection and Affordable Care Act of
2010 (PPACA) imposes a penalty for individuals and families without health
insurance and establishes exchanges which limit premium differences for
purchase of individual health insurance by those not covered by employer
plans. PPACA includes a refundable tax credit to reduce the cost of health
insurance premiums purchased through exchanges.

The low-income premium assistance credit provides a tax benefit to limit
the cost of premiums to a fixed percentage of income. For individuals and
families with income of no more than 133 percent of the federal poverty level
(FPL), credits are provided to limit the premium to 2 percent of income. The
premium is limited to 3 to 4, 4 to 6.3, 6.3 to 8.05, and 8.05 to 9.5 percent
resepectively for individuals and families at 133 to 150, 150 to 200, 200 to 250
and 250 to 300 percent of FPL. For incomes that are 300 to 400 percent of
FPL, the premium costs are limited to 9.5 percent of income. The payment is
made directly to the insurance plan. For purposes of the credit, income is
adjusted gross income plus excluded income earned abroad (Section 911) and
tax-exempt interest.

Participants must provide information from the previous two years of tax
returns. The individual cannot be eligible for other coverage, including
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Medicare, Medicaid, the Children’s Health Insurance Program (CHIP), military
coverage, a grandfathered plan or any other coverage designated by the
Secretary of Treasury. Individuals who are offered minimumessential coverage
by employers are also not eligible unless the coverage is unaffordable
(employee premiums are more than 9.5% of income) or the employer’s share
is less than 60%, and the employee declines the insurance.

The credit can be applied to any plan but is measured as the difference
between the cost of a silver plan and the amount of the premium limited by the
income level. The credit is payable in advance directly to the insurer. It is not
taxable to individuals and families.

Impact

The premium credit reduces the cost of health insurance premiums in the
new health plan. According to data provided by the Congressional Budget
Office, of the 29 million individuals and families expected to be enrolled in
exchanges, 66 percent (19 million) will receive premium credits: 63 percent
without employer coverage and 3 percent with unaffordable employer coverage.
Thus a large number of families will benefit from the subsidies, which will be
concentrated in households with low or moderate income. For example, the
current 400 percent of FPL level for a family of three (excluding Alaska and
Hawaii) is $73,240.

Rationale

This provision was enacted as part of the Patient Protection and
Affordable Care Act (P.L. 111-148), in combination with the Health Care and
Education Reconciliation Act of 2010 (P.L. 111-152). The objective of the
legislation is to provide near universal health coverage. The premium credit is
provided to relieve the financial burden of health insurance premiums on lower
and moderate income individuals.

Assessment

The premium assistance credits not only provide relief from the financial
burden of health insurance, but also create incentives for lower and moderate
income families to purchase health insurance. Although insurance purchase is
not mandatory, penalties are due if insurance is not purchased. Since the
penalties are generally smaller than the cost of insurance for low income
families, without premium assistance, some families may find it more feasible
to pay the penalty.

As with certain other tax expenditures (such as the earned income credit
or the tuition tax credit), the tax system is used as a delivery mechanism to
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achieve goals of programs (such as education, health and income transfers) that
could be provided through other mechanisms. While using the tax system
increases the complexity of tax administration, the tax system has some
administrative advantages. As compared to an alternative delivery system
(where, for example, monthly income is used), tax administration allows
subsidies to be based on annual family income. The credit also avoids some of
the drawbacks of certain tax benefits, by providing the benefits in advance and
directly to the insurer rather than requiring these families to pay and then apply
for a refund.
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Medicare

EXCLUSION OF UNTAXED MEDICARE BENEFITS: HOSPITAL

INSURANCE

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 28.6 - 28.6

2011 33.6 - 33.6

2012 35.9 - 35.9

2013 37.8 - 37.8

2014 39.9 - 39.9

Authorization

Rev. Rul. 70-341, 1970-2 C.B. 31.

Description

The Medicare program has four main components: Parts A, B, C, and D.
Part A offers hospital insurance (HI). It covers most of the cost of in-patient
hospital care and as much as 100 days a year of skilled nursing facility care,
home health care, and hospice care for individuals who are age 65 and over or
disabled. In 2009, 46 million aged and disabled persons were enrolled in Part
A, and payments for Part A benefits totaled an estimated $239 billion.

Medicare Part A is financed primarily by a payroll tax levied on the
earnings of current workers. The tax rate is 2.90 percent, and there is no ceiling
on the earnings subject to the tax. Self-employed individuals pay the full rate,
while employees and employers each pay 1.45 percent. The revenue from the
tax is placed in a trust fund, from which payments are made to health care
providers. Such a financing scheme allows individuals to contribute to the fund
during their working years so they can receive Part A benefits during their
retirement years.

The employer’s share of the payroll tax is excluded from an employee’s
taxable income. Moreover, the expected lifetime value of Part A benefits under
current law exceeds the amount of payroll tax contributions by current
beneficiaries. These excess benefits are excluded from the taxable income of
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Medicare Part A beneficiaries.

Impact

All Medicare Part A beneficiaries are assumed to receive the same dollar
value of in-kind insurance benefits per year. But in reality, there is substantial
variation among individuals in the portion of those benefits covered by their
payroll tax contributions – or the portion considered an untaxed benefit.

The portion of benefits received by a Medicare beneficiary considered
untaxed depends on his or her history of taxable earnings and life expectancy at
the time benefits are received. Untaxed benefits are likely to be larger for
persons who became eligible in the earliest years of the Medicare program, for
persons who had low taxable wages in their working years or who qualified as
a spouse with little or no payroll contributions of their own, and for persons who
have a relatively long life expectancy. Beyond these considerations, the tax
expenditure arising from one dollar of untaxed insurance benefits also depends
on a beneficiary’s marginal income tax rate during retirement.

Rationale

The exclusion of Medicare Part A benefits from the federal income tax has
never been established or recognized by statute. Although the Medicare program
was created in 1965, the Internal Revenue Service waited until 1970 to rule
(Rev. Rul. 70-341) that the benefits under Part A of Medicare may be excluded
from gross income because they are in the nature of disbursements intended to
achieve the social welfare objectives of the federal government. The ruling also
stated that Medicare Part A benefits had the same legal status as monthly Social
Security payments to an individual, in determining an individual's gross income
under section 61 of the Internal Revenue Code. An earlier IRS ruling (Rev. Rul.
70-217, 1970-1 C.B. 13) allowed these payments to be excluded from gross
income.

Assessment

In effect, the tax subsidy for Part A benefits lowers the after-tax cost to the
elderly for those benefits. As a result, it has the potential to divert more
resources to the delivery of medical care through hospitals than otherwise might
be the case.

Those who favor curtailing this subsidy, as a means of increasing federal
revenue or reducing use of hospital care, would find it difficult to do so in an
equitable manner for two reasons. First, Medicare benefits receive the same tax
treatment as most other health insurance benefits: they are untaxed. Second,
taxing the value of the health care benefits actually received by an individual
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would have the largest impact on people who suffer health problems that are
costly to treat; many of these individuals are elderly and living on relatively
small fixed incomes.

Under the Omnibus Budget Reconciliation Act of 1993 (OBRA93), a
portion of the Social Security payments received by taxpayers whose so-called
provisional income exceeded certain income thresholds was subject to taxation,
and the revenue was deposited in the HI trust fund. A taxpayer’s provisional
income is his or her adjusted gross income, plus 50 percent of any Social
Security benefit and the interest received from tax-exempt bonds. If a taxpayer’s
provisional income falls between income thresholds of $25,000 ($32,000 for a
married couple filing jointly) and $34,000 ($44,000 for a married couple), then
the portion of Social Security benefits that are taxed is the lesser of 50 percent
of the benefits or 50 percent of provisional income above the first threshold. If
a taxpayer’s provisional income is greater than the second threshold, then the
portion of Social Security benefits subject to taxation is the lesser of 85 percent
of the benefits or 85 percent of provisional income above the second threshold,
plus the smaller of $4,500 ($6,000 for married couples) or 50 percent of benefits.
(See the entry on the exclusion of untaxed Social Security and railroad
retirement benefits for more details). The same rules apply to railroad retirement
tier 1 benefits.

For future retirees, the share of HI benefits they receive beyond their
payroll tax contributions is likely to decrease gradually over time, as the
contribution period will cover more of their work years. In addition, the absence
of a cap on worker earnings subject to the Medicare HI payroll tax means that
today’s high-wage earners will contribute more during their working years and
consequently receive a smaller (and possibly negative) subsidy once they begin
to receive Medicare Part A benefits.

Before 1991, the taxable earnings base for Medicare Part A was the same
as the earnings base for Social Security. But the Omnibus Budget Reconciliation
Act of 1990 (P.L. 101-508) drove a wedge between the two bases by raising the
annual cap on employee earnings subject to the Medicare HI tax to $125,000 in
1991 and indexing it for inflation in succeeding years. OBRA93 repealed the cap
on wages and self-employment income subject to the Medicare HI tax, as of
January 1, 1994.

In adopting changes in the HI payroll tax in 1990 and 1993, Congress chose
a more progressive approach to financing the HI trust fund than the chief
alternative of raising HI payroll tax rates on the Social Security earnings base.
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Medicare

EXCLUSION OF MEDICARE BENEFITS: SUPPLEMENTARY
MEDICAL INSURANCE

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 20.5 - 20.5

2011 23.4 - 23.4

2012 24.4 - 24.4

2013 27.2 - 27.2

2014 29.0 - 29.0

Authorization

Rev. Rul. 70-341, 1970-2 C.B. 31.

Description

The Medicare program has four main components: Parts A, B, C and D.
Part B of Medicare provides supplementary medical insurance (SMI). Among
the services covered under Part B are certain physician services, outpatient
hospital services, and durable medical equipment. In 2009, according to the 2010
report by the Boards of Trustees of the Medicare trust funds, 42.8 million aged
and disabled Americans were enrolled in SMI, and payments for SMI benefits
totaled about $206 billion.

Unlike Part A of Medicare, participation in SMI is voluntary. Enrollees
must pay a minimum monthly premium that varies over time. In 2010,
individuals who have their Part B premiums deducted from their monthly Social
Security benefit checks are still paying the 2009 monthly premium of $96.40; all
other enrollees are paying either the standard premium for 2010 of $110.50 or
a higher amount, depending on their modified adjusted gross income (MAGI).
From 2009 through 2019, individuals with MAGIs above $85,000 and couples
who file jointly with MAGIs above $170,000 are subject to premiums above the
stand premium. The program generally pays for 80 percent of Medicare's fee
schedule or other approved amounts after a beneficiary satisfies an annual
deductible, which is $155 in 2010. Premiums are set to cover 25 percent of the
program's estimated costs for most recipients; the remaining 75 percent is funded
out of general revenues.
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Transfers from the general fund of the U.S. Treasury to pay for the cost of
covered services are excluded from the taxable income of enrollees.

Impact

The tax expenditure associated with this exclusion depends on the marginal
tax rates of enrollees. Unlike many other tax expenditures (where the amount
of the subsidy can vary considerably among individual taxpayers), the general-
fund premium subsidy for SMI is the same for most eligible individuals. All
enrollees are assumed to receive the same dollar value of in-kind benefits, and
all but the upper-income Medicare beneficiaries are charged the same monthly
premium. As a result, most enrollees receive the same amount of the subsidy,
which is measured as the difference between the value of insurance benefits and
the premium. But the tax savings from the exclusion are greater for enrollees in
higher tax brackets. Taxpayers who claim the itemized deduction for medical
expenses under section 213 may include any Part B premiums they pay out of
pocket or have deducted from their monthly Social Security benefits.

Rationale

The exclusion of Medicare Part B benefits has never been established or
recognized by statute. Rather, it emerged from two related regulatory rulings by
the Internal Revenue Service (IRS).

In 1966, the IRS ruled (Rev. Rul. 66-216) that the premiums paid for
coverage under Part B may be deducted as a qualified medical expense under
section 213. The ruling did not address the tax treatment of the medical benefits
received through Part B.

Four years later, the IRS did address this issue. In Rev. Rul. 70-341, the
agency held that Medicare Part B benefits could be excluded from taxable
income because they have the same status under the tax code as “amounts
received through accident and health insurance for personal injuries or sickness.”
These amounts were (and still are) excluded from taxable income under section
104(a).

Rev. Rul. 70-341 did not address the issue of whether the exclusion of Part
B benefits applied to all such benefits, or only to the portion of benefits financed
out of premiums. Nevertheless, the exclusion has applied to all Part B benefits
(including the portion financed out of general revenues) since 1970.

This treatment is supported by the same rationale used by the IRS to justify
the exclusion of Medicare Part A benefits from the gross income of
beneficiaries. In Rev. Rul. 70-341, the agency noted that the benefits received
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by an individual under Part A are not “legally distinguishable from the monthly
payments to an individual under title II of the Social Security Act.” It also
pointed out that the IRS had held in an earlier revenue ruling (Rev. Rul. 70-217)
that monthly Social Security payments should be excluded from the gross
income of recipients, as they are “made in furtherance of the social welfare
objectives of the federal government.” So the IRS concluded that the “basic
Medicare benefits received by (or on behalf of) an individual under part A title
XVIII of the Social Security Act are not includible in the gross income of the
individual for whom they are paid.”

Assessment

Medicare benefits are similar to most other health insurance benefits in that
they are exempt from taxation.

Initially, Part B premiums were set to cover 50 percent of projected SMI
program costs. But between 1975 and 1983, that share gradually shrank to less
than 25 percent. From 1984 through 1997, premiums were set to cover 25
percent of program costs under a succession of laws. A provision of the
Balanced Budget Act of 1997 (P.L. 105-33) permanently fixed the Part B
monthly premium at 25 percent of projected program costs.

The tax subsidy for Part B reduces the after-tax cost of medical insurance
for retirees. One consequence of this reduction is that enrollees are likely to
consume more health care than needed to maintain good health. As the subsidy
is not means-tested, upper-income Medicare beneficiaries gain more benefit
from it than lower-income beneficiaries.

Some have proposed adding the value of the subsidy to taxable income.
There appear to be no significant administrative barriers to doing so. The value
of the subsidy could easily be estimated, assigned to beneficiaries, and reported
as income on their tax returns. A drawback to such a proposal is that it would
impose an added tax burden on older individuals of moderate or meager means
who have little flexibility in their budgets to absorb higher taxes.

Several proposals introduced in recent Congresses would have effectively
raised the Part B premiums for high-income enrollees – in some cases, the
proposed increase would cover 100 percent of average benefits per enrollee – by
recapturing the subsidy through the individual income tax. Under the proposals,
all revenues from taxing the subsidy would be added to the Medicare SMI Trust
Fund. An individual would be permitted to deduct the recaptured subsidy in the
same manner that he or she is allowed to deduct other health insurance premiums
paid out of pocket. Any reimbursement of the recaptured amount by a former
employer would be excluded from a recipient’s taxable income.
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Medicare

EXCLUSION OF MEDICARE BENEFITS:
PRESCRIPTION DRUG BENEFIT

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 5.5 - 5.5

2011 6.6 - 6.6

2012 6.7 - 6.7

2013 7.7 - 7.7

2014 8.7 - 8.7

Authorization

Rev. Rul. 70-341, 1970-2 C.B. 31.

Description

The Medicare program has four main components: Parts A, B, C, and D.
Part D provides an outpatient prescription drug benefit, which went into effect
on January 1, 2006. The benefit is offered through stand-alone private
prescription drug plans (PDPs) and Medicare Advantage (MA) plans, such as
health maintenance organizations, that provide all Medicare benefits, including
coverage for outpatient prescription drugs. Unlike other Medicare services,
Medicare beneficiaries can obtain the drug benefit only by enrolling in one of
those plans, which are open to anyone entitled to Medicare Part A and/or
enrolled in Medicare Part B.

Part D plans offer either a defined standard benefit or an alternative benefit
that is actuarially equivalent. They may also offer enhanced benefits. In 2010,
the standard benefit includes a $310 deductible and 25-percent coinsurance for
total drug costs between $310 and $2,830. There is a coverage gap beyond this
limit until a beneficiary has accumulated $4,550 in out-of-pocket costs ($6,440
in total spending), excluding a $250 Medicare rebate mandated by recent
legislation. Once that catastrophic limit is reached, the program covers all drug
expenses, except for nominal cost sharing. Beginning in 2011, the coverage gap
will gradually be reduced until it is eliminated in 2020. Most plans offer
actuarially equivalent benefits rather than the standard benefit. Part D plans vary
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in benefit design, covered drugs, the use of utilization management tools, and
monthly premiums. All plans are required to provide beneficiaries with access
to negotiated prices for covered drugs.

Unlike Part A of Medicare, participation in Part D is voluntary, with the
exception of individuals who are eligible both for Medicare and Medicaid (so-
called “dual eligibles”) and certain other low-income Medicare beneficiaries
who are automatically enrolled in a PDP if they do not select one on their own.
Enrollees pay monthly premiums that vary among plans and regions. The base
premium for 2010 is $31.94 a month. On the whole, beneficiary premiums
represent 25.5% of the cost of the standard benefit. federal assistance with
premiums, cost-sharing, and other out-of-pocket expenses is available for
beneficiaries with low incomes (below $14,621 for individuals in 2009) and
modest assets (below $8,100 for individuals in 2009).

As of February 2009, 26.7 million Medicare beneficiaries were enrolled in
Part D drug plans in 2009, 9.6 million of whom received low-income subsidies.
In addition, 6.0 million obtained outpatient prescription drug coverage from
former employers that claimed the subsidy for Medicare-eligible retiree drug
benefits; 8.2 million had drug coverage through other sources, including
TRICARE and the Federal Employees Health Benefits program, and 4.5 million
beneficiaries, or 10 percent of the Medicare population, lacked comparable or
“creditable” drug coverage from any source, including the health plans of former
employers.

Expenditures on Part D benefits totaled $60.5 billion in 2009. The amount
depends primarily on the number of enrollees, their health status and drug use,
the number of recipients of low-income subsidies, and the extent to which plans
negotiate discounts and rebates with drug companies and control costs by
promoting the use of generic drugs and mail-order pharmacies.

Funding for Part D comes from a combination of enrollee premiums, state
contributions (through the so-called “clawback provision”), and general federal
revenues. In 2009, premiums accounted for 10% of program income, general
revenue for 77%, and state transfers for the remaining 13%. Monthly premiums
are set to cover 25.5 percent of the cost of standard drug coverage. Medicare
subsidizes the remaining 74.5 percent, based on bids submitted by plans for their
expected benefit payments in the coming year.

In keeping with the tax treatment of benefits received by beneficiaries
under Parts A and B of Medicare, transfers from the general fund of the U.S.
Treasury and state governments to pay for the cost of the drug benefit not
covered by premiums are excluded from the taxable income of enrollees.
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Impact

In essence, the exclusion reduces the after-tax cost to enrollees of using
covered drugs. As such, it promotes a central aim of Part D: expanding access
to affordable prescription drugs among the elderly.

The tax expenditure arising from to the exclusion depends on the marginal
tax rates of enrollees and the subsidies they receive. Both factors can vary
considerably among individuals. In this case, the subsidy is measured as the
average difference between the value of benefits received by enrollees and the
premiums they pay. For a given subsidy amount, the tax savings from the
exclusion are greater for enrollees in the highest tax bracket than for enrollees
in the lowest tax bracket. Enrollees who claim the itemized deduction for
medical expenses under section 213 may include their payments for Part D
premiums.

Rationale

Part D was added to Medicare by the Medicare Prescription Drug,
Improvement, and Modernization Act of 2003 (P.L. 108-173), following years
of sporadic debate in Congress over establishing such a benefit. It was intended
to expand access to outpatient prescription drugs among the elderly, restrain
their spending on drugs, and contain program costs through heavy reliance on
private competition and enrollee choice.

The Medicare Improvements for Patients and Providers Act of 2008 (P.L.
110-275), which became law on July 15, 2008, made a few modifications to the
Part D program.

More recently, the Patient Protection and Affordable Care Act (P.L. 111-
148) made several significant changes to the design of the Part D drug benefit,
including a phaseout of the coverage gap by 2020.

The exclusion of Medicare benefits has never been embedded in statute.
Rather, it emerged from two related regulatory rulings by the Internal Revenue
Service (IRS). In 1966, the IRS held in Rev. Rul. 66-216 that premiums paid for
coverage under Part B could be deducted as a qualified medical expense under
section 213. Four years later, the agency ruled (Rev. Rul. 70-341) that Part B
benefits could be excluded from gross income because they had the same status
under the tax code as “amounts received through accident and health insurance
for personal injuries and sickness.” Those amounts were (and still are) excluded
from taxable income under section 104(a).

Assessment

Medicare benefits receive the same tax treatment as other health insurance
benefits: they are exempt from taxation. In the case of the drug benefit under
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Part D, this treatment has the effect of reducing the after-tax cost to enrollees of
the drugs they use. Making drugs more affordable for senior citizens is one of
the primary objectives of the program.

There is some evidence that Part D already has made progress toward
reaching some of its main objectives. As of January 2008, the Department of
Health and Human Services (HHS) reported that 57 percent of Medicare
beneficiaries were enrolled in a Part D plan, and that 90 percent of beneficiaries
had creditable drug coverage. The number of beneficiaries with drug coverage
rose from 24 million to nearly 40 million between January 2006 and January
2008.

Still, the program still has its share of critics. In their view, changes need
to be made in the design of the benefit if it is to achieve all of its key objectives.
They charge that the current program is too complex, has left too many
beneficiaries without adequate drug coverage, is too costly, and does less than
it should to lessen the financial risks associated with health care facing elderly
individuals. Issues of particular concern to critics include the 4.5 million
Medicare beneficiaries that had not enrolled in a Part D plan or had drug
coverage through another source in 2009, the lack of a mandatory income or
means test for setting premiums, the multitude of complex plans and choices
within plans facing enrollees, and the inability of HHS to negotiate with drug
manufacturers over prices (the so-called non-interference clause). Among the
recommended changes are accelerating the time table for getting rid of the
coverage gap, giving the federal government the power to negotiate lower prices
with drug companies, establishing within Medicare a separate drug plan option
in which beneficiaries could enroll in lieu of a private plan, and limiting the
number of plans available in each region. Eliminating or limiting the tax
exclusion for Part D benefits is not among those changes.
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Medicare

EXCLUSION OF SUBSIDY PAYMENTS TO EMPLOYERS
MAINTAINING PRESCRIPTION DRUG BENEFITS FOR RETIREES

ELIGIBLE FOR MEDICARE

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 - 0.4 0.4

2011 - 0.5 0.5

2012 - 0.5 0.5

2013 - 0.3 0.3

2014 - - -

Authorization

Section 139A and Section 1860D-22 of the Social Security Act (42 U.S.C.
1395w-132)

Description

The Medicare program has four components: Parts A , B, C, and D. Part
D offers a voluntary outpatient prescription drug benefit that began on January
1, 2006. Every individual enrolled in Medicare Parts A or B, or who receives
Medicare benefits through a private heath plan under Part C, is eligible to enroll
in a qualified prescription drug plan.

Under Part D, beneficiaries have the choice of purchasing plans offering
standard drug coverage or alternative coverage with actuarially equivalent
benefits. In 2010, the standard benefit has the following key elements: a $310
deductible; 25-percent coinsurance for qualified drug expenses between $310
and $2,830; no coverage above this amount until a beneficiary reaches an out-of-
pocket threshold of $4,550 (or $6,440 in total spending); then unlimited
coverage above that catastrophic limit, except for nominal cost-sharing. An
enrollee’s out-of-pocket spending on drugs that counts against the threshold does
not include amounts paid or reimbursed by most third parties, including retiree
health plans. The deductible, initial coverage limit, and the out-of-pocket
threshold are indexed to annual growth in per-capita spending by Medicare
beneficiaries on drugs covered under Part D.

Coverage is obtained through private prescription drug plans or
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comprehensive Medicare plans that combine Part A and B benefits under a
revised Part C known as Medicare Advantage. Enrollees pay premiums intended
to cover 25.5 percent of the overall cost of drug benefits under Part D: in 2010,
the base monthly beneficiary premium is $31.94. Federal subsidies are available
to encourage widespread participation by low-income Medicare beneficiaries,
and to prevent large numbers of public and private employers and unions that
offer prescription drug benefits to Medicare-eligible retirees from dropping or
sharply cutting this coverage.

Public and private employers and unions providing prescription drug
benefits to such retirees face four options under Part D. First, they can elect to
receive subsidy payments from Medicare if they continue to provide drug
benefits to qualified retirees and if those benefits are actuarially equivalent to the
standard drug coverage under Part D. Second, they can coordinate their drug
benefits for retirees with the standard drug coverage in a way that allows them
to offer an approved Part D plan. Third, they can enter into a contract with an
approved Medicare drug plan or a Medicare Advantage plan to provide drug
benefits to retirees. Finally, they can stop providing drug benefits to Medicare-
eligible retirees altogether, leaving them with the options of having no coverage
for outpatient drugs or enrolling in a Part D plan.

Public and private employers and unions electing the subsidy payments
must agree to subject their drug benefits for retirees to continuing federal
scrutiny. To receive the subsidy, an employer or union pass two tests. First, a
certified actuary needs to confirm that the drug benefits offered to Medicare-
eligible retirees is actuarially equivalent to the standard coverage under Part D
and file a document affirming that confirmation with the Department of Health
and Human Services (HHS) no later than 90 days before the start of the next
year. Second, the employer or union must provide HHS with annual proof that
those benefits remain actuarially equivalent to the standard coverage to continue
to receive the subsidy payments. The Secretary of HHS has the authority to audit
the prescription drug benefits offered to Medicare-eligible retirees by employers
or unions receiving subsidy payments to determine whether they still meet the
requirement that the benefits have an actuarial value that equals or exceeds that
of standard coverage. Certain retiree health plans have been deemed unqualified
for the subsidy. Under a ruling by the Centers for Medicaid and Medicare, so-
called account-based health plans (e.g., flexible spending accounts, health
savings accounts, and Archer medical savings accounts) do not offer drug
benefits that qualify as creditable coverage.

In 2010 and 2011, the subsidy payments are equal to 28 percent of a
qualified retiree’s allowable gross prescription drug costs between $310 and
$6,300. This means that the maximum subsidy for a qualified retiree in each year
is $1764. These costs are defined as the combined payments by a qualified
retiree and his or her employer for prescription drugs covered under Part D, less
rebates and discounts. The lower and upper dollar limits are indexed to annual
growth in per-capita spending by Medicare beneficiaries on prescription drugs
covered under Part D.
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Employers who choose to receive subsidy payments are allowed to exclude
them from their taxable income under both the regular income tax and the
alternative minimum tax. In addition, an employer may disregard any subsidy
it receives in calculating its deduction for health benefits for current employees
and retirees. For tax years starting on or after January 1, 2013, employers will
be required to reduce that deduction by the amount of any subsidy received,
subjecting the subsidy to taxation.

Impact

Generally, all sources of income are subject to taxation. Section 61
identifies the sources of income that usually are taxed, including employee
compensation, capital gains, interest, and dividends. Some sources of income,
however, are granted a statutory exemption from taxation, including certain
death benefits, interest on state and local bonds, amounts received under
employer accident and health plans, certain other fringe benefits, and disaster
relief payments. Sections 101 to 140 identify those sources and explain their tax
treatment. Medicare subsidy payments to employers are one of these sources:
section 139A. Their exclusion from taxable income is considered a tax
expenditure, albeit one that is scheduled to terminate at the end of 2011.

In combination, the subsidy and its preferential tax treatment significantly
reduce the after-tax cost to employers and unions of providing qualified
prescription drug benefits to retirees eligible for Medicare. Because of the
exclusion, the total benefit for an employer is equivalent to a larger taxable
payments tied to its marginal tax rate. For example, for an employer taxed at a
marginal rate of 35 percent, a subsidy payment of $1,000 would be equivalent
to a taxable payment of $1,538: $1,000/(1-.35) = $1,538.

Rationale

In passing the Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 (MMA, P.L. 108-173), Congress added a voluntary
outpatient prescription drug benefit to Medicare. Among other things, the act
authorized Medicare to make subsidy payments to employers providing qualified
prescription drug benefits to retirees eligible for Medicare but not enrolled in a
Part D drug plan or a Part C Medicare Advantage plan. MMA also permitted
employers receiving such payments to exclude them from taxable income and to
disregard the subsidy in calculating their deductions for contributions to
employee health and accident plans.

The subsidy payments and their preferential tax treatment were mainly
intended to keep large numbers of employers and unions from dropping coverage
of prescription drugs from their health benefits for Medicare-eligible retirees.
Such a step would leave many of them with the choices of enrolling in the
Medicare outpatient drug program or having no coverage for outpatient
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prescription drugs. Supporters of the subsidy maintained during congressional
consideration of the bill that became MMA that it would save the federal
government money over time and give many retirees access to prescription drug
coverage that is superior to what they would be likely to obtain through any Part
D plan.

In August 2005, the Internal Revenue Service announced in Rev. Rul.
2005-60 that taxpayers do not have to take into account any Medicare Part D
subsidy payments they receive in computing their minimum cost requirements
for the transfer of excess pension assets to retiree health benefit accounts under
section 420.

Under the Patient Protection and Affordable Care Act (P.L. 111-148), an
employer is required to reduce its deduction for retiree health benefits by the
amount of any subsidy it receives under Part D, starting on January 1, 2013. This
will have the effect of taxing the subsidy payments at an employer’s marginal tax
rate.

Assessment

The Medicare Part D prescription drug benefit became available as the
prevalence of employer health benefits for retirees was declining. A recent
survey of those benefits by Hewitt Associates (HA) and the Kaiser Family
Foundation (KFF) found that the percentage of firms with 200 or more
employees offering health benefits to retirees fell from 66 percent in 1988 to 28
percent in 2010. In addition, retirees who received health benefits from former
employers have had to pay a rising share of the premium for those benefits, as
well as higher co-payments and deductibles. Driving these trends were
persistent double-digit increases in the cost to employers of providing those
benefits. In the congressional debate over the creation of a Medicare outpatient
drug benefit, some lawmakers were concerned that the creation of such a benefit
would accelerate the erosion in retiree health benefits. To allay this concern, the
law establishing the benefit included several significant incentives for employers
to continue to provide, or to enhance, drug benefits for their Medicare-eligible
retirees.

The main incentives are the subsidy payments for employers who offer
qualified drug benefits to such retirees and the exclusion of the payments from
an employer’s taxable income (which is equivalent to exempting the payments
from taxation). This tax treatment serves to augment the value of the new
Medicare subsidy for employers with positive tax liabilities. For example,
assume an employer that is taxed at a marginal rate of 35 percent receives a part
D subsidy payment for a tax year totaling $1,000. Because of the exemption, the
employer’s after-tax cost of prescription drug benefits for retirees would fall by
$1,000; but if the payments were taxed, the cost would fall only by $650.

While the exclusion can substantially boost the value of the subsidy



863

payments to recipients, it also entails a revenue loss that increases the total cost
to the federal government of the Part D employer subsidies. The extent of the
revenue loss in a particular year hinges on the number of employers getting the
subsidy, their marginal tax rates, and the total amount of subsidy payments they
receive. For reasons that are not apparent, figures on the percentage of eligible
firms that have taken the subsidy are not up-to-date. In 2006, 6.5 million retirees
received health benefits from 4,400 employers and unions (or 82 percent of
eligible entities) that accepted the subsidy. The number of sponsors of retiree
health plans that were approved by the subsidy declined by a total of 728 from
2006 to 2008.

The number of employers electing the subsidy payments has implications
for the welfare of retirees eligible for Medicare, the financial health of larger
employers, and the condition of the federal budget.

There is evidence that the typical drug benefit available to retirees through
employer health plans is more generous than the standard drug benefit available
under Part D. Therefore, a substantial decrease in the number of employers
claiming the subsidy in the next few years could adversely affect their welfare.
Retirees losing coverage under employer health plans who enroll in a Part D
prescription drug plan could end up paying more for fewer benefits.

Large, financially strong employers have long been much more likely than
small or medium employers to provide health benefits to retirees. Thus it comes
as no surprise that many large employers have viewed the Part D benefit as an
unprecedented opportunity to cut their spending on retiree health benefits, or to
free themselves from the responsibility of providing such benefits. According
to a variety of surveys, around three-quarters of firms that were eligible for the
Part D subsidy payments at the outset of the program opted to receive the
payments in 2006. The remaining firms chose to supplement the Medicare drug
benefit through their own health plans, become a Part D drug plan sponsor and
shift all their retirees into the plan, or discontinue coverage of prescription drugs
for their retirees altogether. It is not clear from available information how many
of the employers that have taken the subsidy would have terminated their drug
coverage for retirees in any event.

The loss of the exclusion for the subsidy under the Patient Protection and
Affordable Care Act beginning in 2013 has raised some concern that more and
more employers will drop coverage for outpatient prescription drugs in their
retiree health plans in coming months. Financial Accounting Standard 106
requires companies to calculate their accumulated post-retirement benefit
obligation (APBO) as the actuarial present value of future benefits earned by
employees as of the date of financial statements, and to record the benefits as an
annual expense on their income statement. The subsidy is advantageous to
companies offering retiree health benefits, as it reduces their APBO and adds to
cash flow, boosting earnings. Loss of the exclusion would raise the tax burden
on employers currently providing drug benefits to Medicare-eligible retirees.
According to an estimate by Paul Fronstin of the Employee Benefit Research
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Institute, the added tax paid per retiree would total $233 in 2011. Accounting
rules requires companies to recognize the loss of the exclusion on their 2010
financial statements. One source (Towers Watson) has estimated that all
profitable employers receiving the subsidy would have to take a combined
charge against total earnings of $14 billion in 2010. These new developments are
likely to convince many large employers to re-consider their options for
providing health benefits to retirees.

A decline over time in the number of employers receiving the subsidy
payments could lead to substantial increases in the cost to the federal
government of the Part D drug benefit. At the outset of the Part D program, the
Congressional Budget Office estimated that the net federal subsidy for drug
benefits under part D was $1,211 per enrollee in 2006 for beneficiaries with no
access to employer health plans, but $766 per enrollee for beneficiaries who
received qualified drug benefits through employers that chose to receive the
subsidy. This gap evidently remains sizable. Fronstin has estimated that in 2011,
the net federal subsidy for drug benefits would total $1,209 for each retiree that
enrolls in a Part D plan, but it would fall to $665 for each retiree who is covered
by an employer health plan.
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Income Security

EXCLUSION OF DISASTER MITIGATION PAYMENTS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 ( ) ( ) ( )1 1 1

2011 ( ) ( ) ( )1 1 1

2012 ( ) ( ) ( )1 1 1

2013 ( ) ( ) ( )1 1 1

2014 ( ) ( ) ( )1 1 1

( ) Positive tax expenditure of less than $50 million.1

Authorization

Section 139.

Description

Payments made for disaster mitigation (that is, payments made to mitigate
damages for future hazards) under the Robert T. Stafford Disaster Relief and
Emergency Insurance Act or the National Flood Insurance Act are excluded from
income. Gain from the sale of property is not eligible, but sale under a disaster
mitigation program is treated as an involuntary conversion, with deferral of gain
pending replacement. The basis of any property is not increased as a result of
improvements due to disaster mitigation payments.

Impact

Disaster mitigation grants cover a variety of mitigation expenditures such
as securing items (e.g., wall- mounting appliances) to reduce potential damage
from earthquakes, putting houses on stilts to reduce flood damage, tie-downs for
mobile homes to protect against hurricanes and other windstorms, creating safe
rooms, and securing roofs and windows from wind damage. The tax exclusion
from mitigation payments increases the value of these payments. The tax
exemption is most beneficial for higher income individuals who have higher
marginal tax rates. However, even individuals with relatively low incomes could
be subject to tax since the mitigation payments can be large when used for major
construction projects (such as putting houses in flood plains on stilts). These
individuals might not have enough income to pay taxes on these grants and
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taxation might cause them not to participate in the program.

To the extent the payments increase the value of the property, they could
be taxed as capital gains in the future, although most individuals do not pay
capital gains tax on owner-occupied housing, and the capital gains tax rate is
reduced for individuals.

Rationale

This provision was added by P. L. 109-7, Tax Treatment of Certain
Disaster Mitigation Payments. The mitigation program had been in effect for
about 15 years, but did not specify that these amounts would be taxable. In
general, recipients had not paid tax on these grants. In June 2004, the IRS ruled
that these payments, without a specific exemption in the law, were taxable
income, and indicated the possibility of retroactive treatment of their ruling. The
tax legislation was in response to that ruling and reflected the general view that
individuals and businesses should not be discouraged from mitigation activities
due to tax treatment on these payments.

Assessment

Disaster mitigation studies have suggested that the return on disaster
mitigation expenditures is quite large on average ($3 or $4 of benefit for each
dollar spent), and since the programs are grants controlled by the government,
these expenditures should continue to be cost effective. Some of these
expenditures might have been undertaken in any case, without the grant, or with
the grant but without tax exemption. While there appears to be some anecdotal
evidence that the expectation of being taxed would significantly reduce the
participation rate, there are apparently no statistical studies on this issue.

An argument can be made that individuals should be responsible for
undertaking their own measures to reduce disaster costs since those expenditures
would benefit them. At the same time, the government is heavily involved in
disaster relief, and by providing programs such as subsidized flood insurance and
direct disaster aid, may make the returns to individual investors smaller than they
are to society as a whole. Disaster mitigation expenditures for individuals and
businesses can also have benefits that spill over to the community at large, and
an individual would not take these benefits into account when making an
investment decision.
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Income Security

EXCLUSION OF WORKERS’ COMPENSATION BENEFITS
(DISABILITY AND SURVIVORS PAYMENTS)

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 3.4 - 3.4

2011 3.7 - 3.7

2012 3.9 - 3.9

2013 4.1 - 4.1

2014 4.4 - 4.4

Authorization

Section 104(a)(1).

Description

Workers’ compensation benefits to employees in cases of work-related
injury, and to survivors in cases of work-related death, are not taxable.
Employers finance benefits through insurance or self-insurance arrangements
(with no employee contribution), and their costs are deductible as a business
expense.

Benefits are provided as directed by various state and federal laws and
consist of cash earnings-replacement payments, payment of injury-related
medical costs, special payments for physical impairment (regardless of lost
earnings), and coverage of certain injury or death-related expenses (e.g.,
burial costs). Employees and survivors receive compensation if the injury or
death is work-related. Benefits are paid regardless of the party (employer,
employee or third party) at fault, and workers’ compensation is treated as the
exclusive remedy for work-related injury or death.

Cash earnings replacement payments typically are set at two-thirds of
lost pre-tax earning capacity, up to legislated maximum amounts. They are
provided for both total and partial disability, generally last for the term of the
disability, may extend beyond normal retirement age, and are paid as periodic
(e.g., monthly) payments or lump-sum settlements.
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Impact

Generally, any amounts received for personal injury or sickness through
an employer-paid accident or health plan must be reported as income for tax
purposes. This includes disability payments and disability pensions, as well
as sick leave payments. In contrast, an exception is made for the monthly
cash payments paid under state workers’ compensation programs, which are
excluded from income taxation.

Workers’ compensation benefits in 2008 totaled $57.6 billion,
approximately 49 percent of which consisted of cash payments to injured
employees and survivors replacing lost earnings, and 51 percent of which was
paid for medical and rehabilitative services. The costs to employers for
workers’ compensation in 2008 was $78.9 billion, equivalent to 1.33 percent
of covered payrolls (down from 1.44 percent in 2007).

The Census Bureau’s March Supplement to the Current Population
Survey gives the following profile of those who reported receiving workers’
compensation in 2009:

Workers’ compensation cash benefits were less than $5,000 for 48
percent of recipients, between $5,000 and $10,000 for 18 percent, between
$10,000 and $15,000 for 11 percent, and more than $15,000 for 23 percent.

Recipients’ income (including workers’ compensation) was below
$15,000 for 17 percent, between $15,000 and $30,000 for 30 percent,
between $30,000 and $45,000 for 24 percent, and above $45,000 for 29
percent.

Total family income (including workers’ compensation) was below
$15,000 for 8 percent of families with workers’ compensation recipients,
between $15,000 and $30,000 for 17 percent, between $30,000 and $45,000
for 19 percent, and above $45,000 for 56 percent. Eight percent had family
incomes below the federal poverty level.

Rationale

This exclusion was first codified in the Revenue Act of 1918. The
committee reports accompanying the Act suggest that workers’ compensation
payments were not subject to taxation before the 1918 Act. No rationale for
the exclusion is found in the legislative history. But it has been maintained
that workers’ compensation should not be taxed because it is in lieu of court-
awarded damages for work-related injury or death that, before enactment of
workers’ compensation laws (beginning shortly before the 1918 Act), would
have been payable under tort law for personal injury or sickness and not
taxed.
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Assessment

Exclusion of workers’ compensation benefits from taxation increases
the value of these benefits to injured employees and survivors, without direct
cost to employers, through a tax subsidy. Taxation of workers’ compensation
would put it on a par with the earned income it replaces. It also would place
the “true” cost of workers’ compensation on employers if compensation
benefits were increased in response to taxation. It is possible that “marginal”
claims would be reduced if workers knew their benefits would be taxed like
their regular earnings.

Furthermore, exclusion of workers’ compensation payments from
taxation is a relatively regressive subsidy because it replaces more income for
(and is worth more to) those with higher earnings and other taxable income
than for poorer households. While states have tried to correct for this with
legislated maximum benefits and by calculating payments based on
replacement of after-tax income, the maximums provide only a rough
adjustment and few jurisdictions have moved to after-tax income
replacement.

On the other hand, a case can be made for tax subsidies for workers’
compensation because the federal and state governments have required
provision of this “no-fault” benefit. Moreover, because most workers’
compensation benefit levels, especially the legal maximums and the standard
benefit of two-thirds of a workers’ pre-injury wage, have been established
knowing there would be no taxes levied, it is likely that taxation of
compensation would lead to considerable pressure to increase payments.

If workers’ compensation were subjected to taxation, those who could
continue to work or return to work (such as those with partial or short-term
disabilities) or who have other sources of taxable income (such as a working
spouse or investment earnings) are likely to be the most affected. These
groups represent the majority of beneficiaries. Those who receive only
workers’ compensation payments (such as permanently and totally disabled
beneficiaries) would be less affected, because their income is likely to be
below the taxable threshold level.

Some administrative issues would arise in implementing a tax on
workers’ compensation. Although most workers’ compensation awards are
made as periodic cash income replacement payments, with separate payments
for medical and other expenses, a noticeable proportion of the awards are in
the form of lump-sum settlements. In some cases, the portion of the
settlement attributable to income replacement can be distinguished from that
for medical and other costs, in others it cannot. A procedure for pro-rating
lump-sum settlements over time would be called for. If taxation of
compensation were targeted on income replacement and not medical
payments, some method of identifying lump-sum settlements (e.g., a new
kind of “1099”) would have to be devised. In addition, a reporting system
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would have to be established for insurers (who pay most benefits), state
workers’ compensation insurance funds, and self-insured employers, and a
way of withholding taxes might be needed.

Equity questions also would arise in taxing compensation. Some of the
work force is not covered by traditional workers’ compensation laws. For
example, interstate railroad employees and seafaring workers have a special
court remedy that allows them to sue their employer for negligence damages,
similar to the system for work-related injury and death benefits that workers’
compensation laws replaced for most workers. Their jury-awarded
compensation is not taxed. Some workers’ compensation awards are made
for physical impairment, without regard to lost earnings. Under current tax
law, employer-provided accident and sickness benefits generally are taxable,
but payments for loss of bodily functions are excluded. Thus, equity might
call for continuing to exclude those workers’ compensation payments that are
made for loss of bodily functions as opposed to lost earnings.
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Health

Income Security

EXCLUSION OF DAMAGES ON ACCOUNT OF PERSONAL

PHYSICAL INJURIES OR PHYSICAL SICKNESS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 1.5 - 1.5

2011 1.6 - 1.6

2012 1.6 - 1.6

2013 1.6 - 1.6

2014 1.6 - 1.6

Authorization

Sections 104(a)(2)-104(a)(5)

Description

Damages paid, through either a court award or a settlement, to
compensate for physical injury and sickness are not included in income of the
recipient. This exclusion applies to both lump-sum payments and periodic
payments. It does not apply to punitive damages – except in certain cases
where states only permit punitive damage awards. Nor does the exclusion
apply to compensation for discrimination or emotional distress.

Impact

Income received in the form of damages is not taxable to individuals.
There is no tax on the interest earnings that may be included in annuities or
periodic payments. To the extent that damage payments substitute for
medical payments that individuals would have received from their own
insurance, the tax treatment is consistent with the non-taxation of medical
payments. To the extent that the payments compensate for forgone wages,
however, the payments are beneficially treated compared with regular wages
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which would be taxed. The recipient of the settlement or award benefits
because the damage award net-of-tax is larger. But the exclusion may also
benefit the defendant – and his or her insurance company – because the
payment to the injured party would likely need to be larger if it were subject
to tax.

Rationale

A provision allowing an exclusion for payments for damages has been
part of the tax law since 1918. It is based on the reasoning that these
payments are compensating for a loss. The statute was amended by the
Periodic Payment Settlement Act of 1982 (P.L. 97-473) to allow full
exclusion of periodic payments as well as lump-sum payments. Normally,
periodic payments would be partially taxable – on the interest component.
An argument for the full exclusion of periodic payments was to avoid
circumstances where individuals used up their lump-sum payments and might
then require public assistance.

The provision was amended in 1996 by the Small Business Job
Protection Act (P.L. 104-188) to make it clear that punitive damages (except
for those cases where state law requires all damages to be paid as punitive
damages) and damages arising from discrimination and emotional distress
were not to be excluded from income. This change was intended to settle and
clarify the law, following considerable variation in the interpretation by the
courts.

The Victims of Terrorism Tax Relief Act of 2001 (P.L. 107-134)
expanded the existing exclusion from gross income for disability income of
U.S. civilian employees attributable to a terrorist attack outside the United
States. Effective for taxable years ending on or after September 11, 2001, the
exclusion applies to disability income received by any individual attributable
to a terrorist or military action.

Interpretation of the provisions of these sections of the Code is
frequently affected by case law.

Assessment

The exclusion benefits individuals who receive cash compensation for
injuries and illness. It parallels the treatment of workers’ compensation
which covers on-the-job injuries. It especially benefits higher-income
individuals whose payments would typically be larger, reflecting larger
lifetime earnings, and subject to higher tax rates.

By restricting tax benefits to compensatory rather than punitive
damages, the provision encourages plaintiffs to settle out of court so that the
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damages can be characterized as compensatory. (That outcome may be
preferred by defendants as well.) There is also an incentive to characterize
damages as physical in nature – for example, to demonstrate that emotional
distress led to physical symptoms – so that damages are treated as
compensatory rather than punitive.

In recent years, scientific and public awareness has grown concerning
the serious nature of psychiatric and emotional reactions that individuals can
experience in response to harassment or situational trauma. Perhaps the best-
known current example is Post-Traumatic Stress Disorder (PSTD). Some
courts have opined that damage awards for emotional distress should also be
excluded from taxation under section 104(a)(2).
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Income Security

EXCLUSION OF SPECIAL BENEFITS FOR DISABLED COAL

MINERS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 ( ) - ( )1 1

2011 ( ) - ( )1 1

2012 ( ) - ( )1 1

2013 ( ) - ( )1 1

2014 ( ) - ( )1 1

( )Positive tax expenditure of less than $50 million.1

Authorization

30 U.S.C. 922(c), Section 104(a)(1), Revenue Ruling 72-400, 1972-2
C.B. 75.

Description

Cash and medical benefits to coal mine workers or their survivors for
total disability or death resulting from coal workers’ pneumoconiosis (black
lung disease) paid under the Black Lung Benefits Act generally are not
taxable. Comparable benefits paid under state workers’ compensation laws
also are not taxed.

Black lung eligibility claims must meet the following general
conditions: the worker must be totally disabled from, or have died of,
pneumoconiosis arising out of coal mine employment. However, the statute’s
broad definition of total disability makes it possible for a beneficiary to be
working outside the coal industry, although earnings tests apply in some
cases.
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Black lung benefits consist of monthly cash payments and payment of
black-lung-related medical costs. There are two distinct black lung programs,
known as Part B and Part C. They pay the same benefits, but differ in
eligibility rules and funding sources.

The Part B program provides cash benefits to those miners who filed
eligibility claims prior to June 30, 1973 (or December 31, 1973, in the case
of survivors). It is financed by annual federal appropriations. The Part C
program pays medical benefits for all eligible beneficiaries (both Parts B and
C) and cash payments to those whose eligibility claims were filed after the
Part B deadlines. Part C benefits are paid either by the “responsible” coal
mine operator or, in most cases, by the Black Lung Disability Trust Fund.

To pay their obligations under the Part C program, coal mine operators
may set up special “self-insurance trusts,” contributions to which are tax-
deductible and investment earnings on which are tax-free. Otherwise, they
may fund their liability through a third-party insurance arrangement and
deduct the insurance premium costs. The Black Lung Disability Trust Fund
is financed by an excise tax on coal mined in and sold for use in the United
States and by borrowing from the federal Treasury.

Impact

Generally, any income-replacement amounts received for personal
injury or sickness through an employer-paid accident or health plan must be
reported as income for tax purposes. This includes disability payments and
disability pensions, as well as sick leave. An exception is made for the
monthly cash payments paid under the federal black lung program, and
comparable cash benefits paid under state workers’ compensation programs,
which are excluded from income taxation.

Black lung medical benefits are treated like other employer-paid or
government-paid health insurance. Recipients are not taxed on the employer
or federal contributions for their black lung health insurance, or on the value
of medical benefits or reimbursements actually received.

In fiscal year 2010 cash benefits were paid to 54,264 primary
beneficiaries and 8,260 dependents. Seventy-four percent of the primary
beneficiaries were widows of miners. Both the Part B and the Part C rolls are
declining as elderly recipients die. Part B cash payments totaled $214 million
and Part C cash payments $208 million for fiscal year 2010. In addition, $31
million in payments for black-lung related medical treatment were made to,
or on behalf of, miners under Part C. In calendar year 2010, monthly black
lung cash payments under Part B ranged from $625 for a miner or widow
alone, to $1,251 for a miner or widow with three or more dependents.
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Rationale

Part B payments are excluded from taxation under the terms of title IV
of the original Federal Coal Mine Health and Safety Act of 1969 (P.L. 91-
173, now entitled the Black Lung Benefits Act). No specific rationale for this
exclusion is found in the legislative history. Part C benefits have been
excluded because they are considered to be in the nature of workers’
compensation under a 1972 revenue ruling and fall under the workers’
compensation exclusion of Section 104(a)(1) of the Internal Revenue Code.
Like workers’ compensation and in contrast to other disability payments,
eligibility for black lung benefits is directly linked to work-related injury or
disease. (See entry on “Exclusion of Workers’ Compensation Benefits:
Disability and Survivors Payments.”)

Assessment

Excluding black lung payments from taxation increases their value to
some beneficiaries, those with other taxable income. The payments
themselves fall well below federal income-tax thresholds. The effect of
taxing black lung benefits and the factors to be considered in deciding on
their taxation differ between Part B and Part C payments.

Part B benefits could be viewed as earnings-replacement payments and,
thus, appropriate for taxation, as has been argued for workers’ compensation.
However, it would be difficult to argue for their taxation, especially now that
practically all recipients are elderly miners or widows. When Part B benefits
were enacted, the legislative history emphasized that they were not workers’
compensation, but rather a “limited form of emergency assistance.” They
also were seen as a way of compensating for the lack of health and safety
protections for coal miners prior to the 1969 Act and for the fact that existing
workers’ compensation systems rarely compensated for black lung disability
or death. Furthermore, it can be maintained that taxing Part B payments
would take back with one hand what federal appropriations give with the
other, although almost no beneficiaries would likely pay tax, given their age,
retirement status, and low income.

A stronger argument can be made for taxing Part C benefits. If workers’
compensation were to be made taxable, Part C benefits would automatically
be taxed because their tax-exempt status flows from their treatment as
workers’ compensation. Taxing Part C payments would give them the same
treatment as the earnings they replace. It would remove a subsidy to those
with other taxable income. On the other side, black lung benefits are
legislatively established (as a percentage of minimum federal salaries). They
do not directly reflect a worker’s pre-injury earnings as does workers’
compensation. They can be viewed as a special kind of disability or death
“grant” that should not be taxed. Because the number of beneficiaries on
both the Part B and Part C rolls is declining, the revenue forgone from not
taxing these benefits should decrease over time.
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Income Security

EXCLUSION OF CASH PUBLIC ASSISTANCE BENEFITS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 3.1 - 3.1

2011 3.4 - 3.4

2012 4.4 4.4

2013 4.9 - 4.9

2014 5.0 - 5.0

Authorization

The exclusion of public assistance payments is not specifically
authorized by law. However, a number of revenue rulings under Section 61
of the Internal Revenue Code, which defines “gross income,” have declared
specific types of means-tested benefits to be nontaxable.

Description

The federal government provides public assistance benefits tax free to
individuals either in the form of cash welfare or noncash transfers (in-kind
benefits such as certain goods and services received free or for an income-
scaled charge). Cash payments come from programs such as Temporary
Assistance for Needy Families (TANF), which replaced Aid to Families with
Dependent Children during FY 1997, Supplemental Security Income (SSI) for
the aged, blind, or disabled, and state and local programs of General
Assistance (GA), known also by other names such as Home Relief or Safety
Net.

Traditionally, the tax benefits from in-kind payments have not been
included in the tax expenditure budget because of the difficulty of
determining their value to recipients. (However, the Census Bureau publishes
estimates of the value and distribution of major noncash welfare benefits.)

Impact

Exclusion of public assistance cash payments from taxation gives no
benefit to the poorest recipients and has little impact on the incomes of many.
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This is because welfare payments are relatively low and many recipients have
little if any non-transfer cash income. For example, TANF payments per
family averaged $383 monthly in FY2008, far below the federal income tax
threshold. If family cash welfare payments were made taxable, most
recipients still would owe no tax.

However, some welfare recipients do benefit from the exclusion of
public assistance cash payments. They are persons who receive relatively
greater cash aid (including aged, blind, and disabled persons enrolled in SSI
in states that supplement the basic federal income guarantee, which is $637
monthly per individual and $956 per couple in 2008) and persons who have
earnings for part of the year and public assistance for the rest of the year (and
whose actual annual cash income would exceed the taxable threshold if
public assistance were counted). Public assistance benefits are based on
monthly income, and thus families whose fortunes improve during the year
generally keep welfare benefits received earlier.

During FY2008, TANF ongoing cash benefits were received by a
monthly average of about 1.7 million families. As of December, 2009, 7.7
million persons received federal SSI benefits (and another 254,000 received
federally administered SSI supplements paid with state funds). Most
recipients of cash help also receive some non-cash aid.

An unpublished Census Bureau table (Household Income Distribution
Measures, by Definition of Income, 2008) estimates that in 2008, $48.8
billion was received in means-tested cash transfers from TANF, SSI, GA, and
veterans’ pensions. Per recipient household, cash payments averaged $7,272.
A total of 6.7 million households (5.7% of all U.S. households) were
estimated to have received aid from one of the means-tested cash programs,
and 50.4% of these households were in the bottom quintile of the income
distribution. (Note: means-tested veterans’ benefits are included in cash
transfers by the Census Bureau.) The Census Bureau estimated that other
means-tested cash aid totaling $31.52 billion was received in the form of
federal and state earned income tax credits. These credits went to an
estimated 16.9 million households, 61.2% of whom were in the two lowest
quintiles of the income distribution. The average value of earned income tax
credits in 2008 was estimated to be $1,867 per recipient household.

In addition, the Census Bureau estimates that the 2008 value of major
noncash means-tested benefits at $110.5 billion. The Bureau estimated the
noncash transfer for Medicaid at $67.8 billion ($4,573 on average per
recipient household, counting only households with a Medicaid transfer), and
the value of other noncash aid at $42.8 billion. On average, recipient
households received an estimated $2,672 in other noncash aid. Of the 14.8
million estimated households receiving a noncash transfer for Medicaid,
47.5% were in the lowest two quintiles of the income distribution.
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Rationale

Revenue rulings generally exclude government transfer payments from
income because they have been considered to have the nature of “gifts” in aid
of the general welfare. While no specific rationale has been advanced for this
exclusion, the reasoning may be that Congress did not intend to tax with one
hand what it gives with the other.

Assessment

Reasons have been advanced for treating means-tested cash payments
as taxable income (eliminating the income tax exclusion) and for continuing
the current income tax exclusion. Reasons for eliminating the income tax
exclusion include: First, excluding these cash payments results in treating
persons with the same level of cash income differently.

Second, removing the exclusion would not harm the poorest because
their total cash income still would be below the income tax thresholds.

Third, the general view of cash welfare has changed. Cash benefits to
TANF families are not viewed for tax purposes as “gifts,” but as payments
that impose obligations on parents to work or prepare for work through
schooling or training, and many GA programs require work. Thus, it may no
longer be appropriate to treat cash welfare transfers as gifts. (The SSI
program imposes no work obligation, but offers a financial reward for work.)

Fourth, the exclusion of cash welfare increases the work disincentives
inherent in need-tested aid by increasing the marginal tax rate above the
statutory tax rate. A welfare recipient who goes to work replaces some
nontaxable cash with taxable income. The loss in need-tested benefits serves
as an additional “tax”, which increases the marginal tax rate above the
statutory tax rate.

Fifth, using the tax system to subsidize needy persons without direct
spending masks the total cost of aid and is inefficient.

Sixth, taxing welfare payments would increase the ability to integrate
the tax and transfer system. In essence, part of the transfer system could be
replaced through use of a negative tax system.

Several objections have been made to eliminating the income tax
exclusion for means-tested cash transfers: First, cash welfare programs have
the effect of providing guarantees of minimum cash income; these
presumably represent target levels of disposable income. Making these
benefits taxable might reduce disposable income below the targets.

Second, unless the income tax thresholds were set high enough, some
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persons deemed needy by their state might be harmed by the change (a
recipient may be subject to federal, state, or local income taxes based on
different income thresholds). TANF and SSI minimum income guarantees
differ by state, but the federal tax threshold is uniform for taxpayers with the
same filing status and family size. If cash welfare payments were made
taxable, the actual effect would vary among the states.

Third, if cash welfare were made taxable, it is argued that noncash
welfare also should be counted (raising difficult measurement issues).
Further, if noncash means-tested benefits were treated as income, it is argued
that other noncash income (ranging from employer-paid health insurance to
tax deductions for home mortgage interest) also should be counted, raising
new problems.

Fourth, the public might perceive the change (to taxing cash or noncash
welfare) as violating the social safety net, and, thus, object.
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Income Security

EARNED INCOME CREDIT (EIC)

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 56.2 - 56.2

2011 52.4 - 52.4

2012 52.5 - 52.5

2013 53.6 - 53.6

2014 54.0 - 54.0

Note: Extensions in P.L. 111-312 increase the cost by $0.1billion
in FY2011, and $7.8 billion in FY2012 and FY2013.

Authorization

Section 32.

Description

Eligible married couples and single individuals meeting earned income
and adjusted gross income (AGI) limits may be eligible for an earned income
credit (EIC). For purposes of the credit, earned income includes wages,
salaries, tips, and net income from self employment. In addition to earned
income and AGI, the value of the credit depends on whether or not the
taxpayer has a qualifying child. A qualifying child for the EIC must meet
three criteria for the personal exemption: (1) relationship - the child must be
a son, daughter, stepson, stepdaughter, or descendent of such a relative; a
brother, sister, stepbrother, stepsister, or descendent of such a relative cared
for by the taxpayer as his/her own child; or a foster child; (2) residence - the
child must live with the taxpayer for more than half the year; and (3) age - the
child must be under age 19 (or under age 24, if a full-time student) or be
permanently and totally disabled. If a taxpayer does not have a qualifying
child, the taxpayer must be at least 25 years of age but not more than 64 years
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of age, be a resident of the United States for more than half of the year, and
not be claimed as a dependent on another taxpayer’s return. A taxpayer will
be disqualified from receiving the credit if investment income exceeds a
specified amount ($3,100 in tax year 2010, the amount is indexed for
inflation). Married couples generally must file a joint tax return.

The EIC increases with earnings up to a maximum, remains flat for a
given range of income, and then declines to zero as income continues to
increase. The credit is calculated as a percentage of the taxpayer’s earned
income up to a statutory maximum earned income amount. The credit
remains at this maximum until earned income or AGI (whichever is larger)
reaches a point at which it begins to phase out. Above this level, the EIC is
reduced (phased out) by a percentage of the income above the phase out
income amount. The maximum earned income and phase out income
amounts are adjusted for inflation.

For tax year 2010, the maximum EIC is equal to 34.0 percent of the first
$8,970 of earned income for one qualifying child (i.e. the maximum basic
credit is $3,050); 40.0 percent of earned income up to $12,590 for two
qualifying children (i.e. the maximum basic credit is $5,036); and for tax year
2010 only, 45% of earned income up to $12,590 for three or more qualifying
children (i.e. the maximum basic credit is $5,666).

For individuals with children, in tax year 2010, the EIC begins to phase
out at $16,450 of earned income or AGI, whichever is larger. For married
couples with children the phase out begins at an income level of $21,460. For
families above the phase out income amount, the credit is phased out at a rate
of 15.98 percent of income above the phase out income level for one
qualifying child, and 21.06 percent for two or more qualifying children.

For married couples and individuals without children, in tax year 2010,
the EIC is 7.65 percent of the first $5,980 for a maximum credit of $457. The
credit begins to phase out at $7,480 of earned income (or AGI whichever is
larger) at a 7.65 percent rate. For married couples with children the phase out
begins at an income level of $12,490. The maximum earned income and
phase out income amounts are adjusted for inflation.

If the credit is greater than federal income tax owed, the difference is
refunded. The portion of the credit that offsets (reduces) income tax is a
reduction in tax collections, while the portion refunded to the taxpayer is
treated as an outlay. For tax year 2008, the refundable portion of the EIC
was 87.4 percent of the total EIC claimed. Working parents may arrange with
their employers to receive the credit in advance (before filing an annual tax
return) through reduced tax withholding during the year.

While gross income for tax purposes does not generally include certain
combat pay earned by members of the armed forces, members of the armed
forces can elect to include this combat pay for purposes of computing the
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earned income credit.

Some provisions which increase phaseouts and certain rates, enacted in
2001 and 2009 and recently extended ,will expire, absent legislative action
after 2012.

Impact

The earned income credit increases the after-tax income of lower- and
moderate-income working couples and individuals, particularly those with
children. Alternative measures of income by the U.S. Census Department,
which are designed to show the impact of taxes and transfers on poverty,
estimate that the earned income credit (after taxes) reduced the number of
people in poverty in 2008 by approximately 3.5 million.

The following table provides estimates of the distribution of the earned
income credit tax expenditure by income level, and includes the refundable
portion of the credit. Because the estimates use an expanded definition of
income, the estimates contain a distribution for incomes above the statutory
limits. For further information on the definition of income see page 5 of the
introduction to this document.

Distribution by Income Class of the Tax
Expenditure for the Earned Income Credit, 2009

Income Class
(in thousands of $)

Percentage
Distribution

Below $10 14.8

$10 to $20 40.0
$20 to $30 29.3
$30 to $40 12.1
$40 to $50 3.0
$50 to $75 0.6
$75 to $100 0.0
$100 to $200 0.0
$200 and over 0.0

Rationale

The earned income credit was enacted by the Tax Reduction Act of
1975 as a temporary refundable credit to offset the effects of the Social
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Security tax and rising food and energy costs on lower income workers and
to provide a work incentive for parents with little or no earned income.

The credit was temporarily extended by the Revenue Adjustment Act
of 1975, the Tax Reform Act of 1976, and the Tax Reduction and
Simplification Act of 1977. The Revenue Act of 1978 made the credit
permanent, raised the maximum amount of the credit, and provided for
advance payment of the credit. The 1978 Act also created a range of income
for which the maximum credit is granted before the credit begins to phase
out.

The maximum credit was raised by both the Deficit Reduction Act of
1984 and the Tax Reform Act of 1986. The 1986 Act also indexed the
maximum earned income and phase out income amounts to inflation. The
Omnibus Budget Reconciliation Act (OBRA) of 1990 increased the
percentage used to calculate the credit, created an adjustment for family size,
and created supplemental credits for young children (under age 1) and health
insurance costs.

OBRA 1993 increased the credit, expanded the family-size adjustment,
extended the credit to individuals without children, and repealed the
supplemental credits for young children and health insurance. To increase
compliance, the Taxpayer Relief Act of 1997 included a provision denying
the credit to persons improperly claiming the credit in prior years.

The Economic Growth and Tax Relief Reconciliation Act (EGTRRA)
of 2001 simplified calculation of the credit by excluding nontaxable
employee compensation from earned income, eliminating the credit reduction
due to the alternative minimum tax, and using adjusted gross income rather
than modified adjusted gross income for calculation of the credit phase out.
EGTRRA also expanded the phase out range for married couples filing a joint
return to reduce the marriage penalty. The EGTRRA changes were scheduled
to expire after 2010.

The American Recovery and Reinvestment Act of 2009 (P.L. 111-5)
created a new credit category for three or more eligible children with a 45%
credit rate, and increased the phase out income level for married taxpayers,
originally for tax years 2009 and 2010 only.

The Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Act of 2010 (P.L. 111-312) extended the temporary provisions
enacted in 2001 and 2009 through 2012.
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Assessment

The earned income credit raises the after-tax income of several million
lower- and moderate-income families, especially those with children. The
credit has been promoted as an alternative to raising the minimum wage, as
a method for reducing the burden of Social Security tax increases, and as an
incentive to work. The credit has, in dollar terms, become the largest cash
welfare program.

Up to the maximum earned income amount (at which the credit reaches
a maximum) the credit generally provides a work incentive: the more a
person earns, the greater the amount of the credit. But within the income
range over which the credit is phased out, the credit may act as a work
disincentive: as the credit declines, the taxes owed increase. As income
increases a credit recipient may switch from receiving a refund (because of
the credit) to receiving no credit or paying taxes. The combination of higher
taxes and a lower credit increases the marginal tax rate of the individual. The
marginal tax rate may in many cases be higher than the rate for taxpayers with
substantially higher incomes. This creates an incentive for the individual to
reduce work hours (to avoid the increase in taxes and maintain the credit).

While the credit encourages single parents to enter the work force, the
decline of the credit above the phase out amount can discourage the spouse
of a working parent from entering the workforce. This “marriage penalty”
may also discourage marriage when one or both parties receive the earned
income credit. EGTRRA may have moderated this effect somewhat.

Some eligible individuals do not receive the credit because of incorrect
or incomplete tax return information, or because they do not file. Conversely,
payments to ineligible individuals, and overpayments to eligible recipients,
have been a source of concern, resulting in IRS studies of EIC compliance
and federally funded initiatives to improve administration of the credit. For
tax year 2003, the IRS conducted a pre-certification study in which
approximately 25,000 tax filers were asked to certify, before filing their tax
returns, that the child claimed for the credit had lived with the tax filer for
more than half of the tax year (making the child a qualifying child for the
taxpayer to claim the EIC). The final report estimated that erroneous claims
related to the child residency requirement were $2.9 to $3.3 million.
However, the study also estimated that there was a reduction in the credit
claimed by eligible claimants of between $1.1 and $1.4 million due to the
unintended deterrence effect of the pre-certification study.

The credit also differs from other transfer payments in that most
individuals receive it as an annual lump sum rather than as a monthly benefit.
Very few credit recipients elect advance payments. There are a number of
reasons why a recipient may not choose advance payments, including not
wanting to inform an employer that he/she is a credit recipient. A recipient
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may also be making a choice between consumption (using advance payments
for current needs) and savings (using an annual payment for future needs or
wants).
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Income Security

ADDITIONAL STANDARD DEDUCTION FOR THE BLIND AND

THE ELDERLY

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 1.8 - 1.8

2011 2.2 - 2.2

2012 2.7 - 2.7

2013 2.8 - 2.8

2014 3.0 - 3.0

Authorization

Section 63(f).

Description

An additional standard deduction is available for blind and elderly
taxpayers. To qualify for the additional standard deduction amount, a
taxpayer must be age 65 (or blind) before the close of the tax year. The added
standard deduction amounts, $1,100 for a married individual or surviving
spouse or $1,400 for an unmarried individual for tax year 2010, are added to
the basic standard deduction amounts. A couple could receive additional
deductions totaling $4,400 if both were blind and elderly. These amounts are
adjusted for inflation.

Impact

The additional standard deduction amounts raise the income threshold at
which taxpayers begin to pay taxes. The benefit depends on the marginal tax
rate of the individual. About three-quarters of the benefits go to taxpayers
with incomes under $50,000.
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Distribution by Income Class of the Tax Expenditure
for the Additional Standard Deduction Amount for

the Blind and Elderly at 2008 Income Levels

Adjusted Gross Income Class
(in thousands of $)

Percentage
Distribution

Below $10 18.7
$10 to $20 23.9
$20 to $30 14.3
$30 to $40 10.2
$40 and over 32.8

Source: Data obtained from IRS Statistics of Income,
http://www.irs.gov/pub/irs-soi/08in14ar.xls visited Oct. 4, 2010. Amounts
may not add up due to rounding.

Note: This is not a distribution of the tax expenditures, but of the
deductions. It is classified by adjusted gross income, not expanded adjusted
gross income.

Rationale

Special tax treatment for the blind first became available under a
provision of the Revenue Act of 1943 (P.L. 78-235) which provided a $500
itemized deduction. The purpose of the deduction was to help cover the
additional expenses directly associated with blindness, such as the hiring of
readers and guides. The deduction evolved to a $600 personal exemption in
the Revenue Act of 1948 (P.L. 80-471) so that the blind did not forfeit use of
the standard deduction and so that the tax benefit could be reflected directly
in the withholding tables.

At the same time that the itemized deduction was converted to a personal
exemption for the blind, relief was also provided to the elderly by allowing
them an extra personal exemption. Relief was provided to the elderly
because of a heavy concentration of small incomes in that population, the rise
in the cost of living, and to counterbalance changes in the tax system resulting
from World War II. It was argued that those who were retired could not
adjust to these changes and that a general personal exemption was preferable
to piecemeal exclusions for particular types of income received by the
elderly.

As the personal and dependency exemption amounts increased over the
years, so too did the amount of the additional exemption. The exemption
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amount increased to $625 in 1970, $675 in 1971, $750 in 1972, $1,000 in
1979, $1,040 in 1985 and $1,080 in 1986.

A comprehensive revision of the Code was enacted in 1986 designed to
lead to a fairer, more efficient and simpler tax system. Under a provision in
the Tax Reform Act of 1986 (P.L. 99-514) the personal exemptions for age
and blindness were replaced by an additional standard deduction amount.
This change was made because higher income taxpayers are more likely to
itemize and because a personal exemption amount can be used by all
taxpayers whereas the additional standard deduction will be used only by
those who forgo itemizing deductions. Thus, the rationale is to target the
benefits to lower and moderate income elderly and blind taxpayers.

Assessment

Advocates of the blind justify special tax treatment based on higher living
costs and additional expenses associated with earning income. However,
other taxpayers with disabilities (deafness, paralysis, loss of limbs) are not
accorded similar treatment and may be in as much need of tax relief. Just as
the blind incur special expenses so too do others with different handicapping
impairments.

Advocates for the elderly justify special tax treatment based on need,
arguing that the elderly face increased living costs primarily due to inflation;
medical costs are frequently cited as one example. However, social security
benefits are adjusted annually for cost inflation and the federal government
has established the Medicare Program. Opponents of the provision argue that
if the provision is retained the eligibility age should be raised. It is noted that
life expectancy has been growing longer and that most 65 year olds are
healthy and could continue to work. The age for receiving full Social
Security benefits has been increased for future years.

One notion of fairness is that the tax system should be based on ability-
to-pay and that ability is based upon the income of taxpayers — not age or
handicapping condition. The additional standard deduction amounts violate
the economic principle of horizontal equity in that all taxpayers with equal
net incomes are not treated equally. The provision also fails the effectiveness
test since low-income blind and elderly individuals who already are exempt
from tax without the benefit of the additional standard deduction amount
receive no benefit from the additional standard deduction but are most in
need of financial assistance. Nor does the provision benefit those blind or
elderly taxpayers who itemize deductions (such as those with
large medical expenditures in relation to income). Additionally, the value of
the additional standard deduction is of greater benefit to taxpayers with a
higher rather than lower marginal income tax rate. Alternatives would be a
tax credit or a direct grant.
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Income Security

DEDUCTION FOR CASUALTY AND THEFT LOSSES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 0.2 - 0.2

2011 0.3 - 0.3

2012 0.3 - 0.3

2013 0.3 - 0.3

2014 0.3 - 0.3

Authorization

Sections 165(c)(3), 165(e), 165(h) - 165(k).

Description

An individual may claim an itemized deduction for unreimbursed
personal casualty or theft losses in excess of $500 per event (for 2009; $100
prior to 2009; and $100 after 2009) and in excess of 10 percent of adjusted
gross income (AGI) for combined net losses during the tax year. Eligible
losses are those arising from fire, storm, shipwreck, or other casualty, or from
theft. The cause of the loss should be considered a sudden, unexpected, and
unusual event.

The Katrina Emergency Tax Relief Act of 2005 (P.L. 109-73) eliminated
limitations of deductible losses arising from the consequences of Hurricane
Katrina. Such losses are deductible without regard to whether aggregate net
losses exceed 10 percent of the taxpayer’s adjusted gross income, and need
not exceed $100 per casualty or theft. Similarly, the limitations are removed
for losses arising from the Hurricanes Rita and Wilma, 2007 Kansas storms
and tornados, and 2008 Midwestern floods, severe storms, and tornadoes.

The Emergency Economic Stabilization Act of 2008 (P.L. 110-343)
expanded the applicability of the deduction for losses attributable to a
federally declared disaster occurring in 2008 and 2009. Taxpayers may claim
the deduction for losses in addition to the standard deduction. Such losses are
deductible without regard to whether the losses exceed 10 percent of a
taxpayer’s adjusted gross income. In addition, taxpayers may elect to deduct
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the loss on their returns for the immediately preceding tax year rather than on
a current-year return.

In 2008, IRS Chief Counsel determined that investors may be able to
claim a theft loss deduction for losses sustained in connection with loans to
a lending company engaged in writing subprime mortgages in the year that
a fraudulent scheme was discovered (IRS Office of Chief Council
Memorandum Number 200811016, Release Date: March 14, 2008).

Impact

The deduction grants some financial assistance to taxpayers who suffer
substantial casualties and itemize deductions. It shifts part of the loss from
the property owner to the general taxpayer and thus serves as a form of
government coinsurance. Use of the deduction is low for all income groups.

There is no maximum limit on the casualty loss deduction. If losses
exceed the taxpayer’s income for the year of the casualty, the excess can be
carried back or forward to another year without reapplying the $500 ($100
after 2009) and 10 percent floors. A dollar of deductible losses is worth more
to taxpayers in higher income tax brackets because of their higher marginal
tax rates. The deduction is unavailable for taxpayers who do not itemize.
Typically, lower income taxpayers tend to be less likely to itemize the
deductions.

Rationale

The deduction for casualty losses was allowed under the original 1913
income tax law without distinction between business-related and
non-business-related losses. No rationale was offered then.

The Revenue Act of 1964 (P.L. 88-272) placed a $100-per-event floor on
the deduction for personal casualty losses, corresponding to the $100
deductible provision common in property insurance coverage at that time.
The deduction was intended to be for extraordinary, nonrecurring losses
which go beyond the average or usual losses incurred by most taxpayers in
day-to-day living.

The $100 floor was intended to reduce the number of small and often
improper claims, reduce the costs of record keeping and audit, and focus the
deduction on extraordinary losses. The amount of the floor is not adjusted for
inflation, however. Thus, the effectiveness of the $100 floor eroded with
time: the floor should be at about $700 in 2008 to compensate for the effects
of inflation. Raising the floor to $500 for 2009, as authorized by Emergency
Economic Stabilization Act of 2008, largely restores the effectiveness of this
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limitation. The floor, however, reverted back to $100 for 2010 and later years.
The $500 floor was extended through to the end of 2010 for casualty losses
related to federal disasters.

The Tax Equity and Fiscal Responsibility Act of 1982 (P.L. 97-248)
provided that the itemized deduction for combined nonbusiness casualty and
theft losses would be allowed only for losses in excess of 10 percent of the
taxpayer’s AGI. While Congress wished to maintain the deduction for losses
having a significant effect on an individual’s ability to pay taxes, it included
a percentage-of-adjusted-gross-income floor because it found that the size of
a loss that significantly reduces an individual’s ability to pay tax varies with
income.

The casualty loss deduction is exempt from the overall limit on itemized
deductions for high-income taxpayers.

Assessment

Critics have pointed out that when uninsured losses are deductible but
insurance premiums are not, the income tax discriminates against those who
carry insurance and favors those who do not. It similarly discriminates
against people who take preventive measures to protect their property but
cannot deduct their expenses. No distinction is made between loss items
considered basic to maintaining the taxpayer’s household and livelihood
versus highly discretionary personal consumption. The taxpayer need not
replace or repair the item in order to claim a deduction for an unreimbursed
loss.

Up through the early 1980s, while tax rates were as high as 70 percent
and the floor on the deduction was only $100, high income taxpayers could
have a large fraction of their uninsured losses offset by lower income taxes,
providing them reason not to purchase insurance. IRS statistics for 1980
show a larger percentage of itemized returns in higher income groups
claiming a casualty loss deduction.

The imposition of the 10-percent-of-AGI floor effective in 1983, together
with other changes in the tax code during the 1980s, substantially reduced the
number of taxpayers claiming the deduction. In 1980, 2.9 million tax returns,
equal to 10.2 percent of all itemized returns, claimed a deduction for casualty
or theft losses. In 2008, the latest available year, only 336,746 returns
claimed such a deduction out of almost 50 million returns that itemized
deductions.

Use of the casualty and theft loss deduction can fluctuate widely from
year to year. Deductions have risen substantially for years witnessing a major
natural disaster — such as a hurricane, flood, or earthquake. In some years
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the increase in the total deduction claimed is due to a jump in the number of
returns claiming the deduction. In others it reflects a large increase in the
average dollar amount of deduction per return claiming the loss deduction.
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Income Security

NET EXCLUSION OF PENSION CONTRIBUTIONS AND
EARNINGS PLANS FOR EMPLOYEES AND SELF-EMPLOYED

INDIVIDUALS (KEOGHS)

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 83.8 - 83.8

2011 105.8 - 105.8

2012 123.1 - 123.1

2013 142.6 - 142.6

2014 141.1 - 141.1

Authorization

Sections 401-407, 410-418E, and 457.

Description

Employer contributions to qualified pension, profit-sharing, stock-bonus,
and annuity plans on behalf of an employee are not taxable to the employee.
The employer is allowed a current deduction for these contributions (within
limits). Earnings on these contributions are not taxed until distributed.

The employee or the employee’s beneficiary is generally taxed on
benefits when benefits are distributed. (In some cases, employees make
direct contributions to plans that are taxed to them as wages; these previously
taxed contributions are not subject to tax when paid as benefits).

A pension, profit-sharing, or stock-bonus plan is a qualified plan only if
it is established by an employer for the exclusive benefit of employees or
their beneficiaries. In addition, a plan must meet certain requirements,
including standards relating to nondiscrimination, vesting, requirements for
participation, and survivor benefits. Nondiscrimination rules are designed to
prevent the plans from primarily benefitting highly paid, key employees.
Vesting refers to the period of employment necessary to obtain non-
forfeitable pension rights.

Tax-favored pension plans, referred to as Keogh plans, are also allowed
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for the self-employed; they account for only a relatively small portion of the
cost ($12.4, $15.7, $17.0, $17.7, and $18.2 billion in FY2010-FY2013).

There are two major types of pension plans: defined-benefit plans, where
employees are ensured of a certain benefit on retirement; and defined-
contribution plans, where employees have a right to accumulated
contributions (and earnings on those contributions).

The tax expenditure is measured as the tax revenue that the government
does not currently collect on contributions and earnings amounts, offset by
the taxes paid on pensions by those who are currently receiving retirement
benefits.

Impact

Pension plan treatment allows an up-front tax benefit by not including
contributions in wage income. In addition, earnings on invested contributions
are not taxed, although tax is paid on both original contributions and earnings
when amounts are paid as benefits. The net effect of these provisions,
assuming a constant tax rate, is effectively tax exemption on the return. (That
is, the rate of return on the after-tax contributions is equal to the pre-tax rate
of return.) If tax rates are lower during retirement years than during the years
of contribution and accumulation, there is a “negative” tax. (In present value
terms, the government loses more than it receives in taxes.)

The employees who benefit from this provision consist of taxpayers
whose employment is covered by a plan and whose service has been
sufficiently continuous for them to qualify for benefits in a company or
union-administered plan. The benefit derived from the provision by a
particular employee depends upon the level of tax that would have been paid
by the employee if the provision were not in effect.

Analysis of the March 2008 Current Population Survey shows that
pension income constituted less than 7 percent of total family income for
elderly individuals in the poorest two income quintiles (the poorest 40 percent
of elderly individuals). Pension income, however, accounted for about 20
percent of total family income for those in the richest two income quintiles.

There are several reasons that the tax benefit accrues disproportionately
to higher-income individuals. First, employees with lower salaries are less
likely to be covered by an employer plan. In 2007, only 15 percent of
working prime-aged (25 to 54 years of age) individuals earning less than
$20,000 were covered by a pension plan. In contrast, almost three-quarters
of working prime-aged individuals earnings over $65,000 were covered by a
pension plan.
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Although some of these differences reflect the correlation between low
income and age, the differences in coverage by income level hold across age
groups. For example, in the 45 to 49 age group, only 16 percent with wage
income less than $20,000 were covered, 46 percent with income $20,000 to
$35,000 were covered, 62 percent with income $35,000 to $50,000 were
covered, 70 percent with income $50,000 to $65,000, and 75 percent with
income over $65,000 were covered.

Second, in addition to fewer lower-income individuals being covered by
the plans, the dollar contributions are much larger for higher-income
individuals. This disparity occurs not only because of their higher salaries,
but also because of the integration of many plans with Social Security. Under
a plan that is integrated with Social Ssecurity, employer-derived social
security benefits or contributions are taken into account as if they were
provided under the plan in testing whether the plan discriminates in favor of
employees who are officers, shareholders, or highly compensated. These
integration rules allow a smaller fraction of income to be allocated to pension
benefits for lower-wage employees.

Finally, higher-income individuals derive a larger benefit from tax
benefits because their tax rates are higher and thus the value of tax reductions
are greater.

In addition to differences across incomes, workers are more likely to be
covered by pension plans if they work in certain industries, if they are
employed by large firms, or if they are unionized.

Rationale

The first income tax law did not address the tax treatment of pensions,
but Treasury Decision 2090 in 1914 ruled that pensions paid to employees
were deductible to employers. Subsequent regulations also allowed pension
contributions to be deductible to employers, with income assigned to various
entities (employers, pension trusts, and employees). Earnings were also
taxable. The earnings of stock-bonus or profit-sharing plans were exempted
in 1921 and the treatment was extended to pension trusts in 1926.

Like many early provisions, the rationale for these early decisions was
not clear, since there was no recorded debate. It seems likely that the
exemptions may have been adopted in part to deal with technical problems
of assigning income. In 1928, deductions for contributions to reserves were
allowed.

In 1938, because of concerns about tax abuse (firms making contributions
in profitable years and withdrawing them in loss years), restrictions were
placed on withdrawals unless all liabilities were paid.
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In a major development, in 1942 the first anti-discrimination rules were
enacted, although these rules allowed integration with Social Security. These
regulations were designed to prevent the benefits of tax deferral from being
concentrated among highly compensated employees. Rules to prevent over-
funding (which could allow pension trusts to be used to shelter income) were
adopted as well.

Non-tax legislation in the Taft-Hartley Act of 1947 affected collectively
bargained multi-employer plans and the Welfare and Pensions Plans
Disclosure Act of 1958 added various reporting, disclosure, and other
requirements.

In 1962, the Self-Employed Individuals Retirement Act allowed self-
employed individuals to establish tax-qualified pension plans, known as
Keogh (or H.R. 10) plans, which also benefitted from deferral.

Another milestone in the pension area was the Employee Retirement
Income Security Act of 1974, which provided minimum standards for
participation, vesting, funding, and plan asset management, along with
creating the Pension Benefit Guaranty Corporation (PBGC) to provide
insurance of benefits. Limits were established on the amount of benefits paid
or contributions made to the plan, with both dollar limits and percentage-of-
pay limits.

A variety of changes have occurred since this last major revision. In
1978, simplified employee pensions (SEPS) and tax-deferred savings (401(k))
plans were allowed. The limits on SEPS and 401(k) plans were raised in
1981. In 1982, limits on pensions were cut back and made the same for all
employer plans, and special rules were established for “top-heavy” plans.
The 1982 legislation also eliminated disparities in treatment between
corporate and noncorporate (i.e., Keogh) plans, and introduced further
restrictions on vesting and coverage.

The Deficit Reduction Act of 1984 maintained lower limits on
contributions, and the Retirement Equity Act of that same year revised rules
regarding spousal benefits, participation age, and treatment of breaks in
service.

In 1986, a variety of changes were enacted, including substantial
reductions in the maximum contributions under defined-contribution plans,
and a variety of other changes (anti-discrimination rules, vesting, integration
rules). In 1987, rules to limit under-funding and over-funding of pensions
were adopted. The Small Business Job Protection Act of 1996 made a
number of changes to increase access to plans for small firms, including safe-
harbor nondiscrimination rules. In 1997, taxes on excess distributions and
accumulations were eliminated.

The 2001 tax cut raised the contribution and benefit limits for pension
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plans, allowed additional contributions for those over 50, increased the full-
funding limit for defined benefit plans, allowed additional ability to roll over
limits on 401(k) and similar plans, and provided a variety of other regulatory
changes. These provisions were to sunset at the end of 2010, but were made
permanent by the Pension Protection Act of 2006.

The Economic Growth and Tax Relief Reconciliation Act of 2001 created
the Roth 401(k), which went into effect on January 1, 2006. Contributions
to Roth 401(k)s are taxed, but qualified distributions are not taxed.

Assessment

Taxing defined-benefit plans can be very difficult since it is not always
easy to allocate pension accruals to specific employees. It would be
particularly difficult to allocate accruals to individuals who are not vested.
This complexity would not, however, preclude taxation of trust earnings at
some specified rate.

The major economic justification for the favorable tax treatment of
pension plans is that they are argued to increase savings and increase
retirement income security. The effects of these plans on savings and overall
retirement income are, however, subject to some uncertainty.

One incentive to save relies on an individual’s realizing tax benefits on
savings about which he can make a decision. Since individuals cannot
directly control their contributions to plans in many cases (defined-benefit
plans), or are subject to a ceiling, the tax incentives to save may not be very
powerful, because tax benefits relate to savings that would have taken place
in any case. At the same time, pension plans may force saving and retirement
income on employees who otherwise would have total savings less than their
pension-plan savings. The empirical evidence is mixed, and it is not clear to
what extent forced savings is desirable.

There has been some criticism of tax benefits to pension plans, because
they are only available to individuals covered by employer plans. Thus they
violate the principle of horizontal equity (equal treatment of equals). They
have also been criticized for disproportionately benefitting high-income
individuals.

The Enron collapse focused attention on another important issue in
pension plans: the displacement of defined benefit plans by defined
contribution plans (particularly those with voluntary participation, such as the
401(k) plan, which are not insured) and the instances in which defined
contribution plans were heavily invested in employer securities, increasing
the risk to the employee who could lose retirement savings (as well as a job)
when his firm failed. Research has suggested that individuals do not
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diversify their portfolios in the way that investment advisors would suggest,
that they actually increase the share of their own contributions invested in
employer stock when the employer stock is also used to make matching
contributions, and that they are strongly affected by default choices in the
level and allocation of investment.
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Income Security

NET EXCLUSION OF PENSION CONTRIBUTIONS AND

EARNINGS: TRADITIONAL AND ROTH INDIVIDUAL
RETIREMENT ACCOUNTS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 23.5 - 23.5

2011 16.3 - 16.3

2012 18.0 - 18.0

2013 23.8 - 23.8

2014 27.9 - 27.9

Authorization

Sections 219 and 408.

Description

There are two types of individual retirement accounts (IRAs): the
traditional IRA and the Roth IRA. The traditional IRA allows for the tax
deferred accumulation of investment earnings, and some individuals are
eligible to make tax-deductible contributions to their traditional IRAs while
others are not. Some or all distributions from traditional IRAs are taxed at
retirement. In contrast, contributions to Roth IRAs are not tax deductible, but
distributions from Roth IRAs are not taxed on withdrawal in retirement.

The deduction for contributions is phased out for active participants in a
pension plan. Individuals not covered by a pension plan and whose spouse
is also not covered can deduct the full amount of their IRA contribution. The
deduction for IRA contributions is phased out for pension plan participants.
For 2010, the phase-out range for single taxpayers is $56,000 to $66,000 in
modified adjusted gross income and $89,000 to $109,000 for joint returns.
Individuals may choose a backloaded IRA (a Roth IRA) where contributions
are not deductible but no tax applies to withdrawals. These benefits are
phased out at $167,000 to $177,000 for a joint return and $105,000 to
$120,000 for singles.
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The annual limit for IRA contributions is the lesser of $5,000 or 100
percent of compensation. The ceiling is indexed for inflation in $500
increments. Individuals age 50 and older may make an additional catch-up
contribution of $1,000.

A married taxpayer who is eligible to set up an IRA is permitted to make
deductible contributions up to $5,000 to an IRA for the benefit of the spouse.

Distributions made before age 59 ½ (other than those attributable to
disability or death) are subject to an additional 10-percent income tax unless
they are rolled over to another IRA or to an employer plan. Exceptions
include withdrawals of up to $10,000 used to purchase a first home,
education expenses, or for unreimbursed medical expenses.

Distributions from IRAs must begin before age 70½. Contributions may,
however, still be made to a Roth IRA after that age.

The tax expenditure estimates reflect the net of tax losses due to failure
to tax contributions and current earnings in excess of taxes paid on
withdrawals.

Under legislation adopted at the end of 2006 (the Tax Relief and Heath
Care Act of 2006, P.L. 109-432), amounts may be withdrawn, on a one-time
basis, from IRAs and contributed to Health Savings Accounts (HSAs) without
tax or penalty.

Beginning in 2010, the income limitations on converting a traditional IRA
to a Roth IRA are eliminated.

Impact

Deductible IRAs allow an up-front tax benefit by deducting contributions
along with no taxing of earnings, although tax is paid when earnings are
withdrawn. The net overall effect of these provisions, assuming a constant
tax rate, is the equivalent of tax exemption on the return (as in the case of
Roth IRAs). (That is, the individual earns the pre-tax rate of return on his
after-tax contribution.) If tax rates are lower during retirement years than
they were during the years of contribution and accumulation, there is a
“negative” tax on the return. Non-deductible IRAs benefit from a
postponement of tax rather than an effective forgiveness of taxes, as long as
they incur some tax on withdrawal.

IRAs tend to be less focused on higher-income levels than some types of
capital tax subsidies, in part because they are capped at a dollar amount.
Their benefits do tend, nevertheless, to accrue more heavily to the upper half
of the income distribution. This effect occurs in part because of the low
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participation rates at lower income levels. Further, the lower marginal tax
rates at lower income levels make the tax benefits less valuable.

The current tax expenditure reflects the net effect from three types of
revenue losses and gains. The first is the forgone taxes from the deduction
of IRA contributions by certain taxpayers. The distribution table below
shows that almost half of this tax benefit goes to low- and middle-income
taxpayers with adjusted gross income below $75,000. (The median tax return
in 2004 had adjusted gross income of about $25,000.)

The second is the forgone taxes from not taxing IRA earnings. The
distribution table shows that about a quarter of these tax benefits accrue to
low- and middle-income taxpayers. The primary reason is upper income
taxpayers have larger IRA balances and the higher marginal tax rate makes
this tax benefit more valuable to upper income taxpayers.

The final type is the tax revenue gain from the taxation of IRA
distributions. Distributions from traditional IRAs are taxed. If the
contributions were deductible, then the entire distribution is taxed. Only the
investment earnings are taxed for distributions from nondeductible traditional
IRAs. Qualified distributions from Roth IRAs are not taxed. The distribution
table shows that low- and middle-income taxpayers account for about one
third of the tax revenue gain.

The total tax benefit of IRAs are the combination of these three effects.
The final column of the distribution table reports the net tax benefit by
income class. The table shows that less than 25 percent of the net tax benefit
accrues to low- and middle-income taxpayers with income below $75,000.

Estimated Percentage Distribution of IRA Benefits

Income Class Deductions Earnings Distributions Net Effect

less than $10,000 1.1 1.2 1.1 1.4

$10,000-30,000 8.5 5.8 7.2 4.5

$30,000-50,000 20.2 8.6 10.2 7.9

$50,000-75,000 17.8 11.4 14.0 9.1

$75,000-100,000 17.0 15.9 18.6 13.0

$100,000-200,000 23.4 25.6 27.5 23.4

Over $200,000 12.1 31.6 21.4 40.8

Note: Derived from 2004 IRS, Statistics of Income data.
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Rationale

The provision for IRAs was enacted in 1974, but it was limited to
individuals not covered by pension plans. The purpose of IRAs was to reduce
discrimination against these individuals.

In 1976, the benefits of IRAs were extended to a limited degree to the
nonworking spouse of an eligible employee. It was thought to be unfair that
the nonworking spouse of an employee eligible for an IRA did not have
access to a tax-favored retirement program.

In 1981, the deduction limits for all IRAs were increased to the lesser of
$2,000 or 100 percent of compensation ($2,250 for spousal IRAs). The 1981
legislation extended the IRA program to employees who are active
participants in tax-favored employer plans, and permitted an IRA deduction
for qualified voluntary employee contributions to an employer plan.

The current rules limiting IRA deductions for higher-income individuals
not covered by pension plans were phased out at $40,000 to $50,000 ($25,000
to $35,000 for singles) as part of the Tax Reform Act of 1986. Part of the
reason for this restriction arose from the requirements for revenue and
distributional neutrality. The broadening of the base at higher income levels
through restrictions on IRA deductions offset the tax rate reductions. The
Taxpayer Relief Act of 1997 increased phase-outs and added Roth IRAs to
encourage savings.

The 2001 tax cut act raised the IRA contribution limit to $3,000, with an
eventual increase to $5,000 and inflation indexing. These provisions were to
sunset at the end of 2010, but were made permanent by the Pension
Protection Act of 2006. The 2001 tax act also added the tax credit and catch
up contributions. The elimination of the income limit on Roth IRA
conversions starting in 2010 was added by the Tax Increase Prevention and
Reconciliation Act of 2005.

Assessment

The tendency of capital income tax relief to benefit higher-income
individuals has been reduced in the case of IRAs by the dollar ceiling on the
contribution, and by the phase-out of the deductible IRAs as income rises for
those not covered by a pension plan. Nonetheless, 40% of the tax benefits
accrue to taxpayers with income above $200,000. Providing IRA benefits to
those not covered by pensions may also be justified as a way of providing
more equity between those covered and not covered by an employer plan.

Another economic justification for IRAs is that they are argued to
increase savings and increase retirement security. The effects of these plans
on savings and overall retirement income are, however, subject to some
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uncertainty, and this issue has been the subject of a considerable literature.
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TAX CREDIT FOR CERTAIN INDIVIDUALS FOR ELECTIVE
DEFERRALS AND IRA CONTRIBUTIONS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 0.9 - 0.9

2011 1.0 - 1.0

2012 1.1 - 1.1

2013 1.0 - 1.0

2014 1.0 - 1.0

Authorization

Section 25B.

Description

Taxpayers who are 18 or over and not full time students or dependents
can claim a tax credit for elective contributions to qualified retirement plans
or IRAs. The maximum contribution amount eligible for the credit is $2,000.
Credit rates depend on filing status and adjusted gross income. For joint
returns the credit is 50% for adjusted gross income under $33,000, 20% for
incomes between $33,000 and $36,000, and 10% for incomes above $36,000
and less than $55,500. Income categories are half as large for singles
($16,500, $18,000, and $27,750) and between those for singles and joint
returns for heads of household ($24,750, $27,000, and $41,625). The income
thresholds are indexed to inflation. The credit may be taken in addition to
general deductions or exclusions. The credit is not refundable.
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Impact

Because of the phaseout, the credit’s benefits are targeted to lower
income individuals. However, the ability to use the credit is limited because
so many lower income individuals have no tax liability. According to the
Treasury Department, about 57 million taxpayers would be eligible for the
credit, but about 26 million would receive no credit because they have no tax
liability. Of those actually able to benefit from the credit, the amount of
benefit will probably be relatively small. The average credit for the 2008 tax
year was less than $165. One study finds that the credit has a modest effect
on take-up and on amounts contributed to retirement savings plans by low and
moderate income families.

Historically, most lower income individuals do not tend to save or
participate in voluntary plans such as individual retirement accounts, perhaps
because of pressing current needs. Thus, the number of families and
individuals claiming the credit may be relatively small. In tax year 2008,
about 6% of taxpayers with adjusted gross income of $50,000 or less took the
retirement savings contribution credit.

Rationale

This provision was enacted as part of the Economic Growth and Tax
Relief Reconciliation Act of 2001 and was set to expire after 2006. The
Pension Protection Act of 2006 made this credit permanent. Its purpose was
to provide savings incentives for lower income individuals who historically
have had inadequate retirement savings or none at all. The credit is
comparable to a matching contribution received by many 401(k) participants
from their employers.

Assessment

The expectation is that the credit would have limited impact on
increasing savings for its target group because so many lower income
individuals will not have enough tax liability to benefit from the credit.
Among those who are eligible, the higher incomes necessary for them to have
tax liability mean that the credit rate will be lower. The credit could be
redesigned to cover more lower income individuals by stacking it first, before
the refundable child credit, or making the credit refundable. Gale, Iwry, and
Orszag (2005) estimate that the annual revenue cost of a refundable
retirement savings contribution credit would be about $4.2 billion between
2007 and 2015.

As with other savings incentives, there is no clear evidence that these
incentives are effective in increasing savings. The credit also has a cliff
effect: because the credit is not phased down slowly, a small increase in
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income can trigger a shift in the percentage credit rate and raise taxes
significantly.
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EXCLUSION OF OTHER EMPLOYEE BENEFITS: PREMIUMS

ON GROUP TERM LIFE INSURANCE

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 79 and L.O. 1014, 2 C.B. 8 (1920).

Description

The cost of employer-provided group-term life insurance plans that
satisfy “anti-discrimination” provisions, net of employee contributions, above
a $50,000 coverage threshold is excluded from employees’ gross income.
The cost of group-term life insurance imputed for an individual employee is
usually calculated by multiplying the amount of insurance (in thousands of
dollars) by an age-group-specific monthly unit cost factor taken a from U.S.
Treasury table (published in Treasury Regulations, Subchapter A, Sec.
1.79-3). For example, suppose a 37-year-old employee receives $150,000 in
group-term life insurance coverage for a full year from his employer and pays
no premiums himself. The coverage eligible for the exclusion ($100,000) is
then multiplied by the unit cost factor for employees aged 35-39 ($.09/month
per $1000 of coverage) taken from the Treasury table, giving an imputed
monthly cost of $9 and an annual imputed cost of $108. Thus, the term life
insurance coverage of this employee would be considered as increasing his
taxable income by $108, even if the cost of obtaining comparable term life
insurance coverage were higher.

The group-term life insurance exclusion is subject to “anti-
discrimination” provisions intended to ensure that benefits are spread widely
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and equitably among employees. Plans may fail to meet those provisions if
only a narrow subset of employees receives benefits or if it discriminates in
favor of “key employees” or if “key employees” comprise the bulk of the
beneficiaries. Officers of a firm, five-percent owners, one-percent owners
earning more than $150,000, or top 10 employee-owners are generally
deemed key employees. If a group-term life insurance plan fails to satisfy
“anti-discrimination” provisions, the plan’s actual cost, rather than the cost
given by the Treasury-provided table, is added to the key employee’s taxable
income.

Impact

Employer-provided group-term life insurance plans are a form of
employee compensation. Because the full value of the insurance coverage is
not taxed, a firm can provide this compensation at lower cost than the gross
amount of taxable wages sufficient to allow an employee to purchase the
same amount of insurance. Group term life insurance is a significant portion
of total life insurance. Part of the value of this fringe benefit is exempt from
income tax because a portion of the value of the term insurance coverage and
any life insurance proceeds paid if the employee dies are excluded from gross
taxable income.

Self-employed individuals or those who work for an employer without
such a plan derive no advantage from this tax subsidy for life insurance
coverage. The Bureau of Labor Statistics National Compensation Survey
found that higher-wage employees and employees working for large firms and
for governments are more likely to receive life insurance benefits from their
employer.

Rationale

This exclusion was originally allowed, without limitation of coverage, by
administrative legal opinion (L.O. 1014, 2 C.B. 8 (1920)). Insurance and
pension benefits in a reasonable amount were excluded from World War II
era wage and price controls. (P.L. 77-729, 56 Stat. 765; Executive Order
signed October 2, 1942, Title VI), which may have influenced subsequent
court and regulatory opinions.

The $50,000 limit on the amount subject to exclusion was enacted in
1964. Reports accompanying that legislation reasoned that the exclusion
would encourage the purchase of group life insurance and assist in keeping
the family unit intact upon death of the breadwinner. The further limitation
on the exclusion available for key employees in discriminatory plans was
enacted in 1982, and expanded in 1984 to apply to post-retirement life
insurance coverage. In 1986, more restrictive rules regarding anti-
discrimination were adopted, but were repealed in 1989 as part of debt limit
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legislation (P.L. 101-140).

The President’s Advisory Panel on Federal Tax Reform, which issued its
final report in November 2005, recommended elimination of the group-term
life insurance exemption on equity grounds. The Advisory Panel argued that
providing this tax benefit to a small number of employees requires higher tax
rates on others. Congress has adopted no legislation that would implement
recommendations of the Advisory Panel.

In January 2007, Representative Michael Burgess introduced H.R.377,
which would amend the Internal Revenue Code of 1986 to increase the dollar
limitation on employer-provided group term life insurance that can be
excluded from the gross income of the employee. This bill was referred to
the Committee on Ways and Means. No further action has been taken.

Assessment

Encouraging individuals to purchase more life insurance may be justified
by concerns that many individuals would fail to buy prudent amounts of life
insurance on their own, which could expose surviving family members to
financial vulnerabilities. Subsidizing life insurance coverage may help
provide a minimum standard of living for surviving dependent individuals.

The form of this exclusion may raise horizontal and vertical equity issues.
Aside from administrative convenience, the rationale for providing insurance
subsidies to employees, but not to the self-employed or those who are not
employed is not obvious. As with many other fringe benefits, higher-income
individuals probably receive more benefits from this exclusion because their
marginal tax rates are higher and because they are more likely to receive
group life insurance benefits from their employers. Lower-income
individuals, whose surviving dependents are probably more financially
vulnerable, probably benefit less from this exclusion.

This exclusion may motivate employers and employees to design
compensation packages that increase term life insurance coverage of
workers. Whether this exclusion is the most efficient method of encouraging
purchases of prudent levels of life insurance coverage is unclear.
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Income Security

EXCLUSION OF OTHER EMPLOYEE BENEFITS: PREMIUMS

ON ACCIDENT AND DISABILITY INSURANCE

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 3.2 - 3.2

2011 3.4 - 3.4

2012 3.6 - 3.6

2013 3.7 - 3.7

2014 3.8 - 3.8

Authorization

Sections 105 and 106.

Description

Premiums paid by employers for employee accident and disability
insurance plans are excluded from the gross taxable income of employees.
Although benefits paid to employees are generally taxable, payments that
relate to permanent injuries are excluded from taxable income so long as
those payments are computed without regard to the amount of time an
employee is absent from work.

Impact

As with term life insurance, the employer’s cost is less than he would
have to pay in wages that are taxable, to confer the same benefit on the
employee because the value of this insurance coverage is not taxed.
Employers thus are encouraged to buy such insurance for employees.
Because some proceeds from accident and disability insurance plans, as well
as the premiums paid by the employer, are excluded from gross income, the
value of the fringe benefit is generally exempted from federal income tax.

The Bureau of Labor Statistics National Compensation Survey found that
higher-wage employees and employees working for large firms and for
governments are more likely to receive insurance benefits from their
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employer. As with many other fringe benefits, higher-income individuals
also receive more benefits from this exclusion because their marginal tax
rates are higher. One study that analyzed changes in Canadian tax subsidies
for employer-provided supplementary health insurance found that a 1%
reduction in tax subsidies led to a 0.5% decrease in coverage. This suggests
that employers respond to tax incentives when designing benefit packages.

Rationale

Early 20 century tax laws excluded payments connected to injuries orth

sickness from taxable income if received from accident or health insurance
or from workers’ compensation plans. In 1939, Congress added an exclusion
for sick pay. In 1943, the IRS held that employer payments to employees
connected to injury or sickness, even if administered as a well-defined plan,
were not exempt from employee’s income, while accident and health benefits
paid as insurance policy proceeds (according to the IRS definition of
‘insurance’) were exempted from gross income. In 1954, Congress modified
the exemption of accident and health benefits in an attempt to equalize the tax
treatment of benefits through an insurance plan and benefits provided in other
ways.

Encouraging individuals to purchase more accident or disability
insurance may be justified by concerns that many individuals would fail to
buy prudent amounts of insurance on their own, which could increase
financial vulnerabilities of workers and their family members.

Assessment

Since public programs (Social Security and workman’s compensation)
provide a minimum level of disability payments, the justification for
providing a subsidy for additional benefits is unclear. The rules that
determine who qualifies for accident and disability insurance benefits,
however, can be very different for public and private plans.

The form of the exclusion may raise questions of horizontal and vertical
equity. As with many other fringe benefits, higher-income individuals
probably receive more benefits from this exclusion because their marginal tax
rates are higher and because they are more likely to receive insurance benefits
from their employers. Lower-income individuals, who may have more
difficulty protecting themselves from income losses due to accident or
disability, probably benefit less from this exclusion.

This exclusion may motivate employers and employees to design
compensation packages that increase accident and disability insurance
coverage of workers. Whether this exclusion is the most efficient method of
encouraging purchases of prudent levels of insurance coverage is unclear.
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Income Security

PHASE OUT OF THE PERSONAL EXEMPTION AND
DISALLOWANCE OF THE PERSONAL EXEMPTION AND THE

STANDARD DEDUCTION AGAINST THE AMT

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 -30.6 - -30.6

2011 -41.1 - -41.1

2012 -33.5 - -33.5

2013 -38.6 - -38.6

2014 -42.7 - -42.7

Note: The extensions in P.L. 111-312 increased the cost by
$4.9 billion in FY2011, $10.4 billion in FY2012, and $5.5
billion in FY2013.

Authorization

Sections 151(d) and 55(d).

Description

Prior to 2010, the deduction for personal and dependency exemptions was
phased out for higher income taxpayers. The total exemption amount was
reduced by 2 percent for each $2,500 ($1,250 for married persons filing
separately) of adjusted gross income (AGI) above the threshold amount. The
2009 threshold amounts were $250,200 for joint filers, $208,500 for heads of
household, $166,800 for single filers, and $125,100 for married persons filing
separately. The personal exemption phase-out was initially reduced
beginning in 2006 and is fully eliminated for tax years beginning after 2010
(the elimination, however, expires at the end of 2012).

The alternative minimum tax (AMT) standard deduction (or exemption
amount) is phased out for taxpayers with high AMT income (AMTI). In
2009, the exemption amount was $70,950 for joint filers and $46,700 for
individuals. For the 2012 tax year and beyond, the exemption amount drops
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to $45,000 for joint filers and $33,750 for single filers. Under the phase-out,
these exemption amounts are reduced by $0.25 for every $1 of AMTI over
$150,000 for joint filers and $112,500 for single filers. Thus, taxpayers filing
jointly with AMTI at or over $433,800 ($299,300 for single filers) in 2009
did not have an AMT standard deduction.

Personal exemptions ($3,650 per exemption under the regular tax in
2010) are not allowed against AMTI.

Impact

These provisions are designed to increase taxes on higher income
taxpayers. Almost 99 percent of the burden of these provisions falls on
taxpayers with income above $100,000.

Distribution by Income Class of
Tax Expenditure, Phase out of Personal Exemption

for Regular Income Tax; Denial of Personal
Exemption and Standard Deduction for AMT, 2008

Income Class
(in thousands of $)

Percentage
Distribution

Below $10 0.0
$10 to $20 0.1
$20 to $30 0.0
$30 to $40 0.0
$40 to $50 0.0
$50 to $75 0.3
$75 to $100 0.8
$100 to $200 10.7
$200 and over 88.0

Rationale

The Tax Reform Act of 1986 (P.L. 99-514) created a tax structure with
two marginal tax rates (15 percent and 28 percent) and a 5 percent surcharge
on the taxable income of certain high-income taxpayers. The surcharge was
phased out as income increased and consequently created a tax rate “bubble”
of 33 percent for some taxpayers. The surcharge was essentially created to
phase out the tax benefits of the 15 percent tax rate and personal exemptions
for high-income taxpayers. The Omnibus Budget Reconciliation Act of 1990
(OBRA90, P.L. 101-508) repealed the 5 percent surcharge and instituted the
current explicit approach for phasing out the tax benefits of the personal
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exemption. The Economic Growth and Tax Relief Reconciliation Act of
2001 (P.L. 107-15) contained provisions to gradually repeal the personal
exemption phaseout. The repeal, set to expire after 2010, was extended for
two years by the Tax Relief, Unemployment Insurance Reauthorization and
Job Creation Act of 2010 (P.L. 111-312).

The Emergency Economic Stabilization Act of 2008 (P.L. 110-343)
increased the AMT exemption amount to $69,950 for joint filers and $46,200
for individuals for the 2008 tax year, but did not change the AMTI levels that
begin the phase-out of the exemption. The increased exemption amounts are
intended to keep the same number of taxpayers on the AMT from year to year
as the exemption amounts are not indexed for inflation. Increasing the
exemption amount also raises the income level where the phase-out of the
exemption is complete. The increased exemption amounts and accompanying
expansion of the phase-out dampens the effect of the AMT on higher income
taxpayers.

The American Recovery and Reinvestment Act of 2009 (P.L. 111-5)
increased the AMT exemption for 2009 to $46,200 (individuals) and $70, 950
(joint returns). The Tax Relief, Unemployment Insurance Reauthorization and
Job Creation Act of 2010 (P.L. 111-312) increased the AMT exemption
amounts to $47,450 (individuals) and $72,450 (joint returns) for 2010 and to
$48,450 (individuals) and $74,450 (joint Returns) for 2011.

Assessment

The personal exemption phaseout rules were set to expire in 1995 under
OBRA90. But budgetary pressures led to tax increases in 1993, which
included making the personal exemption phaseout permanent. By 2001,
Congress cited three reasons for eliminating the personal exemption phaseout.
First, the personal exemption phaseout is too complex. Second, the phaseout
is essentially a hidden marginal tax rate increase on higher-income taxpayers.
Lastly, the phaseout imposes excessively high marginal tax rates on families.

The AMT provisions, the phaseout of the AMT standard deduction and
disallowance of personal exemptions against AMTI, raise the minimum tax
and increases the marginal tax rate disproportionately on high income
families. The AMT generally and the phaseout of the standard deduction
specifically also increases the complexity and administrative cost of the
personal income tax.

Selected Bibliography

Esenwein, Gregg A. The PEP and Pease Provisions of the Federal
Individual Income Tax, Library of Congress, Congressional Research Service
Report RS22464, Washington, DC: June 2006.



934

Hungerford, Thomas L. “The Redistributive Effect of Selected Federal
Transfer and Tax Provisions,” Public Finance Review, v. 38, no. 4, July 2010,
pp. 450-472.

Maguire, Steven. The Alternative Minimum Tax for Individuals, Library
of Congress, Congressional Research Service Report RL30149, Washington,
DC: March 24, 2010.

Steuerle, Eugene. “Fixing the AMT by Raising Tax Rates,” Tax Notes,
April 9, 2007, pp. 171-172.



(935)

Income Security

EXCLUSION OF SURVIVOR ANNUITIES PAID TO FAMILIES OF
PUBLIC SAFETY OFFICERS KILLED IN THE LINE OF DUTY

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 ( ) - ( )1 1

2011 ( ) - ( )1 1

2012 ( ) - ( )1 1

2013 ( ) - ( )1 1

2014 ( ) - ( )1 1

( ) Positive tax expenditure of less than $50 million.1

Authorization

Section 101(h).

Description

The surviving spouse of a public safety office killed in the line of duty
can exclude from gross income a survivor annuity payment under a
governmental pension plan. The annuity must be attributable to the officer’s
service as a public safety officer.

Impact

The exclusion is available to all surviving spouses who qualify regardless
of income level.
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Rationale

Congress believed that surviving spouses of public safety officers killed
in the line of duty should be subject to the same rules as survivors of military
service personnel killed in combat. This provision was part of the Taxpayer
Relief Act of 1997 (P.L. 105-34).

Assessment

Surviving spouses of public safety officers killed in the line of duty are
now treated comparably to surviving spouses of military service personnel
killed in combat. The annual revenue loss from this item has been less than
$50 million since its enactment in 1997.
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Social Security and Railroad Retirement

EXCLUSION OF UNTAXED SOCIAL SECURITY AND

RAILROAD RETIREMENT BENEFITS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 26.8 - 26.8

2011 33.4 - 33.4

2012 36.0 - 36.0

2013 37.4 - 37.4

2014 39.7 - 39.7

Authorization

Sec. 86 I.R.C. 1954 and I.T. 3194, 1938-1 C.B. 114 and I.T. 3229,
1938-2136, as superseded by Rev. Ruling 69-43, 1969-1 C.B. 310; I.T. 3447,
1941-1 C.B. 191, as superseded by Rev. Ruling 70-217, 1970-1 C.B. 12.

Description

In general, the Social Security and Railroad Retirement benefits of most
recipients are not subject to tax. A portion of Social Security and certain
(Tier I) Railroad Retirement benefits is included in income for taxpayers
whose “provisional income” exceeds certain thresholds.

Tier I Railroad Retirement benefits are those provided by the Railroad
Retirement System that are equivalent to the Social Security benefit that
would be received by the railroad worker were he or she covered by Social
Security. “Provisional income” is adjusted gross income plus one-half the
Social Security benefit and otherwise tax-exempt “interest” income (i.e.,
interest from tax-exempt bonds).

The thresholds below which no Social Security or Tier I Railroad
Retirement benefits are taxable are $25,000 (single), and $32,000 (married
couple filing a joint return).

If provisional income is between the $25,000 threshold ($32,000 for a
married couple) and a second-level threshold of $34,000 ($44,000 for a
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married couple), the amount of benefits subject to tax is the lesser of: (1) 50
percent of benefits; or (2) 50 percent of provisional income in excess of the
first threshold.

If provisional income is above the second threshold, the amount of
benefits subject to tax is the lesser of:

(1) 85 percent of benefits or
(2) 85 percent of income above the second threshold, plus

the smaller of (a) $4,500 ($6,000 for a married couple) or,
(b) 50 percent of benefits.

The thresholds are not indexed for inflation.

For a married person filing separately who has lived with his or her
spouse at any time during the tax year, taxable benefits are the lesser of 85
percent of benefits or 85 percent of provisional income.

The tax treatment of Social Security and Tier I Railroad Retirement
benefits differs from that of pension benefits. For pension benefits, all
benefits that exceed (or are not attributable to) the amount of the employee’s
contribution are fully taxable.

The proceeds from taxation of Social Security and Tier I Railroad
Retirement benefits at the 50 percent rate are credited to the Social Security
Trust Funds and the National Railroad Retirement Investment Trust,
respectively. Proceeds from taxation of Social Security benefits and Tier I
Railroad Retirement benefits at the 85 percent rate are credited to the
Hospital Insurance Trust Fund (for Medicare).

Impact

According to the Ways and Means Green Book, about 61 percent of
Social Security and Tier I Railroad Retirement recipients in 2005 paid no tax
on their benefits. The distribution of the tax expenditure is shown below.
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Distribution by Income Class of
Tax Expenditure, Untaxed Social Security and

Railroad Retirement Benefits, 2009

Income Class
(in thousands of $)

Percentage
Distribution

Below $10 0.0
$10 to $20 7.9
$20 to $30 10.3
$30 to $40 13.0
$40 to $50 16.4
$50 to $75 31.4
$75 to $100 14.4
$100 to $200 4.7
$200 and over 1.8

Rationale

Until 1984, Social Security benefits were exempt from the federal income
tax. The original exclusion arose from rulings made in 1938 and 1941 by the
then Bureau of Internal Revenue (I.T. 3194, I.T. 3447). The exclusion of
benefits paid under the Railroad Retirement System was enacted in the
Railroad Retirement Act of 1935.

For years many program analysts questioned the basis for the rulings on
Social Security and advocated that the treatment of Social Security benefits
for tax purposes be the same as it is for other pension income. Pension
benefits are now fully taxable except for the proportion of projected lifetime
benefits attributable to the worker’s contributions. Financial pressures on the
Social Security program in the early 1980s also increased interest in taxing
benefits. The 1981 National Commission on Social Security Reform
proposed taxing one-half of Social Security benefits received by persons
whose income exceeded certain amounts and crediting the proceeds to the
Social Security Trust Fund. The inclusion of one-half of benefits represented
the employer contribution to the benefits.

In enacting the 1983 Social Security Amendments (P.L. 98-21) in March
1983, Congress essentially adopted the Commission’s recommendation, but
modified it to phase in the tax on benefits gradually, as income rose above
threshold amounts. At the same time, it modified the tax treatment of Tier I
Railroad Retirement benefits to conform to the treatment of Social Security
benefits.

In his FY 1994 budget, President Clinton proposed that the taxable
proportion of Social Security and Tier I Railroad Retirement benefits be in-
creased to 85 percent effective in 1994, with the proceeds credited to Medi-
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care’s Hospital Insurance (HI) Trust Fund. At that time is was estimated that
the highest paid category of worker would, during the worker’s lifetime,
contribute fifteen percent of the value of the Social Security benefits received
by the worker. That is, at least eighty-five percent of the Social Security
benefits received by a retiree could not be attributed to contributions by the
retiree. Congress approved this proposal as part of the Omnibus Budget
Reconciliation Act of 1993 (P.L. 103-66), but limited it to recipients whose
threshold incomes exceed $34,000 (single) or $44,000 (couple). This
introduced the current two levels of taxation.

Assessment

Principles of horizontal equity (equal treatment of those in equal
circumstances) generally support the idea of treating Social Security and Tier
I Railroad Retirement benefits similarly to other sources of retirement
income. Horizontal equity suggests that equal income, regardless of source,
represents equal ability to pay taxes, and therefore should be equally taxed.
Just as the portion of other pension benefits and IRA distributions on which
taxes have never been paid is fully taxable, so too should the portion of Social
Security and Tier I Railroad Retirement benefits not attributable to the
individual’s contributions be fully taxed.

In 1993, it was estimated that if Social Security benefits received the
same tax treatment as pensions, on average about 95 percent of benefits
would be included in taxable income, and that the lowest proportion of
benefits that would be taxable for anyone entering the work force that year
would be 85 percent of benefits. Because of the administrative complexities
involved in calculating the proportion of each individual’s benefits, and
because in theory it would ensure that no one would receive less of an
exclusion than entitled to under other pension plans, a maximum of 85
percent of Social Security benefits is currently in taxable income.

To the extent that Social Security benefits reflect social welfare
payments, it can be argued that benefits be taxed similar to other general
untaxed social welfare payments and not like other retirement benefits. One
exception to the concept of horizontal equity is social welfare payments —
payments made for the greater good (social welfare). Not all Social Security
payments have a pension or other retirement income component and, unlike
other pensions, more than one person may be entitled to benefits for a single
worker. In addition, Social Security benefits are based on work earnings
history and not contributions, with the formula providing additional benefits
to recipients with lower work earnings histories.

Because the calculation of provisional income (to determine if benefits
are taxable) includes a portion of Social Security benefits and certain
otherwise untaxed income, the provisional income calculation can be
compared to the income resources concept often used for means testing of
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various social benefits. Because the taxation increases as the provisional
income increases, the after-tax Social Security benefits will decline as
provisional income increases (but not below 15% of pre-tax benefits). This
has resulted in the taxation of benefits being viewed as a “back-door” means
test.

Under the current two level structure, all Social Security beneficiaries
have some untaxed benefits. Taxes are imposed on at least half of the
benefits for middle and upper income beneficiaries, while lower income
beneficiaries have no benefits taxed.

Because the thresholds are not indexed for inflation, an increasing share
of benefits are taxed over time.
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Veterans’ Benefits and Services

EXCLUSION OF INTEREST ON STATE AND LOCAL

GOVERNMENT BONDS FOR VETERANS’ HOUSING

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 ( ) ( ) ( )1 1 1

2011 ( ) ( ) ( )1 1 1

2012 ( ) ( ) ( )1 1 1

2013 ( ) ( ) ( )1 1 1

2014 ( ) ( ) ( )1 1 1

( ) Positive tax expenditure of less than $50 million.1

Authorization

Sections 103, 141, 143, and 146 of the Internal Revenue Code of 1986.

Description

Veterans’ housing bonds are used to provide mortgages at below-market
interest rates on owner-occupied principal residences of homebuyers who are
veterans. These veterans’ housing bonds are classified as private-activity
bonds rather than governmental bonds because a substantial portion of their
benefits accrues to individuals rather than to the general public.

Each state with an approved program is subject to an annual volume cap
related to its average veterans’ housing bond volume between 1979 and 1985.
For further 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.
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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 veterans’ 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.

Rationale

Veterans’ housing bonds were first issued by the states after World War
II, when both state and federal governments enacted programs to provide
benefits to veterans as a reward for their service to the Nation.

The Omnibus Budget Reconciliation Act of 1980 required that veterans’
housing bonds must be general obligations of the state. The Deficit
Reduction Act of 1984 restricted the issuance of these bonds to the five states
- Alaska, California, Oregon, Texas, and Wisconsin - that had qualified
programs in existence before June 22, 1984, and limited issuance to each
State’s average issuance between 1979 and 1984.

Loans were restricted to veterans who served in active duty any time
before 1977 and whose application for the mortgage financing occurred
before the later of 30 years after leaving the service or January 31, 1985,
thereby imposing an effective sunset date for the year 2007. Loans were also
restricted to principal residences.

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.

The most recent changes to the program were enacted by the Heroes
Earnings Assistance and Relief Tax Act of 2008, P.L. 110-245, which
increased the annual issue limits to $100 million for Alaska, Oregon, and
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Wisconsin. In the case of California and Texas, the Act removed a provision
restricting eligibility to veterans that served before 1977. Additionally, the
exception for veterans from the first-time homebuyer requirement was made
permanent.

Assessment

The need for these bonds has been questioned, because veterans are
eligible for numerous other housing subsidies that encourage home ownership
and reduce the cost of their housing. As one of many categories of tax-
exempt private-activity bonds, veterans’ housing bonds have been criticized
because they increase the financing costs of bonds issued for public capital
stock and increase the supply of assets available to individuals and
corporations to shelter their income from taxation.
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Veterans’ Benefits and Services

EXCLUSION OF VETERANS’ BENEFITS AND SERVICES

(1) Exclusion of Veterans’ Disability Compensation
(2) Exclusion of Veterans’ Pensions

(3) Exclusion of Readjustment Benefits

Estimated Revenue Loss

[in billions of dollars]

Individuals

Fiscal
Year

Veterans
Disability

Compensation
Veterans
Pensions

Readjustment
Benefits Total

2010 4.5 0.1 0.9 5.5

2011 5.9 0.1 1.0 7.0

2012 5.4 0.1 1.3 6.8

2013 5.6 0.1 1.3 7.0

2014 5.7 0.1 1.4 7.2

Authorization

38 U.S.C. Section 5301.

Description

All benefits administered by the Department of Veterans Affairs (VA) are
exempt from taxation. Such benefits include those for veterans’ disability
compensation, veterans’ pension payments, and readjustment benefit
payments.

Veterans’ service-connected disability compensation payments result
from the veteran having a service-related wound, injury, or disease.
Typically, benefits increase with the severity of disability. Veterans whose
service-connected disabilities are rated at 30 percent or more are entitled to
additional allowances for dependents. Veterans with a single disability rated
60 percent or more, or two or more disabilities with a combined rating of 70
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percent or more may receive compensation at the 100-percent level if they are
deemed unemployable by the VA.

Dependency and indemnity compensation payments are made to
surviving spouses and qualified parents of: servicemembers who die on
active duty; veterans who die due to a service-connected illness or condition;
and veterans who are totally disabled for ten or more years before their death
due to a non-service-connected illness or condition (the ten year requirement
is reduced to 5 years if the veteran leaves military service totally disabled,
and is 1 year for prisoners of war).

Veteran pensions are available to support veterans with a limited income
who had at least one day of military service during a war period and at least
90 days of active duty service, or were discharged due to a service-connected
disability. Benefits are paid to veterans over age 65 or to totally disabled
veterans with disabilities unrelated to their military service.

Pension benefits are based on “countable” income (the larger the income,
the smaller the pension) with no payments made to veterans whose assets may
be used to provide adequate maintenance. For veterans coming on the rolls
after December 31, 1978, countable income includes earnings of the veteran,
spouse, and dependent children, if any. Veterans who were on the rolls prior
to that date may elect coverage under prior law, which excludes from
countable income the income of a spouse, among other items.

Readjustment benefits for veterans include cash payments for education
or training; vocational rehabilitation training or support payments; grants for
adapting automobiles, homes, or equipment; and a clothing allowance for
certain disabled veterans.

Health care for veterans is included in the tax expenditure for exclusion
of medical care and TRICARE medical insurance for military dependents,
retiree, and retiree dependents not enrolled in Medicare.

Impact

Beneficiaries of these major veterans’ programs pay less tax than other
taxpayers with the same or smaller economic incomes. Since these
exclusions are not counted as part of income, the tax savings are a percentage
of the amount excluded, depending on the marginal tax bracket of the veteran.
Thus, the exclusion amounts will have greater value for veterans with higher
incomes than for those with lower incomes.

Rationale

The rationale for excluding veterans’ benefits from taxation is not clear.
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The tax exclusion of benefits was adopted in 1917, during World War I.
Many have concluded that the exclusion is in recognition of the extraordinary
sacrifices made by armed forces personnel, especially during periods of war.

Assessment

The exclusion of veterans’ benefits alters the distribution of payments
and favors higher-income individuals. The rating schedule for veterans
disability compensation was intended to reflect the average impact of the
disability on the average worker. However, because the rating is not directly
rated to the impact of disability on the veteran’s actual or potential earnings,
the tax exempt status of disability compensation payments may reflect a tax
exemption for an inaccurate estimate of the veteran’s lost earnings because
of the disability. Some view veterans’ compensation as a career indemnity
payment owed to those disabled to any degree while serving in the nation’s
armed forces. If benefits were to become taxable, higher benefit levels would
be required if lost income were to be replaced. Some disabled veterans would
find it difficult to increase working hours to make up for the loss of expected
compensation payments. Some commentators have noted that if veterans
with new disability ratings below 30 percent were to be made ineligible for
compensation it would concentrate spending on those veterans most impaired.
However, in FY2009, while 52.3 percent of veterans receiving disability
compensation had a combined rating of 30 percent or less, their disability
compensation payments were only 12.7 percent of all disability compensation
payments in FY2009.
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General Purpose Fiscal Assistance

EXCLUSION OF INTEREST ON PUBLIC PURPOSE
STATE AND LOCAL GOVERNMENT DEBT

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 19.3 7.5 26.8

2011 21.9 8.5 30.4

2012 23.1 9.0 32.1

2013 25.3 9.9 35.2

2014 26.7 10.4 37.1

Authorization

Sections 103, 141 and 146.

Description

Certain obligations of state and local governments qualify as
“governmental” bonds. The interest income earned by individual and
corporate purchasers of these bonds is excluded from taxable income. This
interest income is not taxed because the bond proceeds generally are used to
build capital facilities that are owned and operated by governmental entities
and serve the general public interest, such as highways, schools, and
government buildings. These bonds can be issued in unlimited amounts,
although state governments do have self-imposed debt limits. The revenue
loss estimates in the above table for general fiscal assistance are based on the
difference between excluded interest income on these governmental bonds
and taxable bonds.

Other obligations of state and local governments are classified as
“private-activity” bonds. The interest income earned by individual and
corporate purchasers of these bonds is included in taxable income. This
interest income is taxed because the bond proceeds are believed to provide
substantial benefits to private businesses and individuals and the bonds are
repaid with revenue generated by the project, e.g., tolls or service charges.
Tax exemption is available for a subset of these otherwise taxable private-
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activity bonds if the proceeds are used to finance an activity included on a list
of activities specified in the Code. Unlike governmental bonds, however,
many of these tax-exempt, private-activity bonds may not be issued in
unlimited amounts. Each state is subject to a federally imposed volume cap
on new issues of these tax-exempt, private-activity bonds. In 2010, the cap
was equal to the greater of $90 per resident or $273.775 million. Some
qualified private activities, such as qualified public educational facilities, are
subject to national caps and are not subject to the state volume cap. Still
other facilities, such as government owned airports, docks, and wharves, are
not capped. And finally, bonds issued by qualified 501(c)(3) entities and non-
profit education entities are not subject to the volume cap.

Each activity included in the list of private activities eligible for tax-
exempt financing is discussed elsewhere in this document under the private
activity’s related budget function.

Impact

The impact of this tax expenditure can be measured by (1) how much
additional public capital investment occurs because of this tax provision and
by (2) the distributional effects across issuers and taxpayers. In the first case,
the empirical evidence on the impact on public capital investment is mixed.
The broad range of public projects financed with tax-exempt bonds
diminishes the target efficiency of the public subsidy and complicates
measurement of the tax subsidy’s impact. Nonetheless, economy theory
would predict that the lower relative price for municipal debt likely increases
the investment in public capital.

The distributional impact of this interest exclusion can be viewed from
two perspectives: first, the division of tax benefits between state and local
governments and bond purchasers; and second, the distribution of the tax
benefits among income classes. The direct benefits of the exempt interest
income flow both to state and local governments and to the purchasers of the
bonds. The exclusion of interest income causes the interest rate on state and
local government obligations to be lower than the rate paid on comparable
taxable bonds. In effect, the federal government pays part of state and local
interest costs. For example, if the market rate on tax-exempt bonds is 5.0
percent when the taxable rate is 7.0 percent, there is a 2.0-percentage-point
interest rate subsidy to state and local governments.

The interest exclusion also raises the after-tax return for some bond
purchasers. A taxpayer facing a 15 percent marginal tax rate is better off
purchasing a 7 percent taxable bond over a 5 percent tax-exempt bond. The
after-tax return on the taxable bond is 5.95 percent which is greater than the
5 percent after-tax return on the tax-exempt bond. But a taxpayer facing a 35
percent marginal tax rate is better off buying a tax-exempt bond because the
after-tax return on the taxable bond is 4.55 percent, and on the tax-exempt
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bond, 5 percent. These “inframarginal” investors in the 35 percent marginal
tax bracket receive what have been characterized as windfall gains.

The allocation of benefits between the bondholders and state and local
governments (and, implicitly, its taxpayer citizens) depends on the spread in
interest rates between the tax-exempt and taxable bond market, the share of
the tax-exempt bond volume purchased by individuals with marginal tax rates
exceeding the market-clearing marginal tax rate, and the range of the
marginal tax rate structure. The reduction of the top income tax rate of bond
purchasers from the 70 percent individual rate that prevailed prior to 1981 to
the 35 percent individual rate that prevailed in 2010 has increased the share
of the tax benefits going to state and local governments.

The table below provides an estimate of the distribution by income class
of tax-exempt interest income (including interest income from both
governmental and private-activity bonds). The table also shows the share of
total adjusted gross income for a variety of income ranges. In 2008, 73.1
percent of individuals’ tax-exempt interest income is earned by returns with
adjusted gross income in excess of $100,000, although these returns represent
only 12.8 percent of all returns. Returns below $30,000 earn only 8.1 percent
of tax-exempt interest income, although they represent 47.5 percent of all
returns.

Distribution of Adjusted Gross Income and Tax-Exempt Interest Income,
2008

Income Class

(in thousands of $)

Percentage Distribution of:

Total Returns

Net Adjusted Gross

Income

Tax-Exempt

Interest Income

Below $10 18.4 -0.5 4.7

$10 to $20 16.0 4.1 1.4

$20 to $30 13.1 5.6 2.0

$30 to $40 10.2 6.1 2.1

$40 to $50 7.8 6.0 2.9

$50 to $75 13.5 14.3 6.9

$75 to $100 8.2 12.3 6.9

$100 to $200 9.7 22.3 16.3

$200 to $500 2.4 12.0 18.4

$500 to $1,000 0.4 4.8 10.8

$1,000 to $1,500 0.1 2.1 5.0

$1,500 to $2,000 < .05 1.2 3.2

$2,000 to $5,000 0.1 3.1 8.1

$5,000 to $10,000 < .05 1.8 4.2

$10,000 and over < .05 4.8 7.1

Source: IRS, Statistics of Income Division, July 2010
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The revenue loss is even more concentrated in the higher income
classes than the interest income because the average marginal tax rate
(which determines the value of the tax benefit from the nontaxed interest
income) is higher for higher-income classes. The over $200,000 cohort,
representing just 3.1 percent of returns, accounts for 56.8 percent of all
tax-exempt interest income earned in 2008.

Rationale

This exemption has been in the income tax laws since 1913, and was
based on the belief that state and local interest income had constitutional
protection from federal government taxation. The argument in support of
this constitutional protection was rejected by the Supreme Court in 1988,
South Carolina v. Baker (485 U.S. 505, [1988]). In spite of this loss of
protection, many believe the exemption for governmental bonds is still
justified on economic grounds, principally as a means of encouraging state
and local governments to overcome a tendency to underinvest in public
capital formation.

Bond issues whose debt service is supported by state and local tax
bases have been left largely untouched by federal legislation, with a few
exceptions such as arbitrage restrictions, denial of federal guarantee, and
registration. The reason for this is that most of these bonds have been
issued for the construction of public capital stock, such as schools,
highways, sewer systems, and government buildings.

This has not been the case for revenue bonds without tax-base support
and whose debt service is paid from revenue generated by the facilities
built with the bond proceeds. These bonds were the subject of almost
continual legislative scrutiny, beginning with the Revenue and
Expenditure Control Act of 1968 and peaking with a comprehensive
overhaul by the Tax Reform Act of 1986. This legislation focused on
curbing issuance of the subset of tax-exempt revenue bonds used to
finance the quasi-public investment activities of private businesses and
individuals that are characterized as “private-activity” bonds. Each private
activity eligible for tax exemption is discussed elsewhere in this document
under the private activity’s related budget function.

Assessment

This tax expenditure subsidizes the provision of state and local public
services. A justification for a federal subsidy is that it encourages state
and local taxpayers to provide public services that also benefit residents of
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other states or localities. The form of the subsidy has been questioned
because it subsidizes one factor of public sector production, capital, and
encourages state and local taxpayers to substitute capital for labor in the
public production process. Critics maintain there is no evidence that any
underconsumption of state and local public services is isolated in capital
facilities and argue that, to the extent a subsidy of state and local public
service provision is needed to obtain the service levels desired by federal
taxpayers, the subsidy should not be restricted only to capital.

The efficiency of the subsidy, as measured by the federal revenue loss
that shows up as reduced state and local interest costs rather than as
windfall gains for purchasers of the bonds, has also been the subject of
considerable controversy. The state and local share of the benefits (but not
the amount) depends to a great extent on the number of bond purchasers
with marginal tax rates higher than the marginal tax rate of the purchaser
who clears the market. The share of the subsidy received by state and
local governments improved during the 1980s as the highest statutory
marginal income tax rate on individuals dropped from 70 percent to 31
percent and on corporations from 46 percent to 34 percent. Currently, the
highest current rate on individuals and corporations is 35 percent. The
expiration (in 2012) of the tax cuts originally provided for in the Economic
Growth Tax Relief and Reconciliation Act of 2001 (P.L. 107-16) and
extended by the Tax Relief, Unemployment Insurance Reauthorization and
Job Creation Act of 2010 (P.L. 111-312), which included reductions in the
highest tax rates, however, would again increase the inefficiency of the
subsidy. Absent further congressional action, the 2013 top individual
income tax rates are 36 percent and 39.6 percent.

Finally, the open-ended structure of the subsidy affects federal control
of its budget and the amount of the revenue loss on governmental bonds is
entirely dependent upon the decisions of state and local officials.
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General Purpose Fiscal Assistance

DEDUCTION OF NONBUSINESS STATE AND LOCAL
GOVERNMENT INCOME, SALES, AND PERSONAL PROPERTY

TAXES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 30.7 - 30.7

2011 43.6 - 43.6

2012 50.6 - 50.6

2013 54.1 - 54.1

2014 58.3 - 58.3

Note: The extension in P.L. 111-312 increases the cost by $2.9 billion in

FY2011, $2.4 billion in FY2012, and $0.3 billion in FY2013.

Authorization

Section 164.

Description

State and local income, sales, and personal property taxes paid by
individuals are deductible from adjusted gross income. For the 2004 through
2011 tax years taxpayers chose between deducting sales or income taxes;
absent further action the sales tax deduction option will expire. The sales tax
deduction option will likely be extended at least through 2010. There was
also a temporary additional standard deduction for state and local sales and
excise taxes paid on up to $49,500 of the purchase price of a qualified new
car, light truck, motor home or motorcycle. The deduction was available for
purchases made between February 16, 2009 and January 1, 2010.

Business income, sales, and property taxes are deductible as business
expenses, but their deduction is not a tax expenditure because deduction is
part of the process for measuring business economic income.
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Impact

The deduction of state and local individual income, sales, and personal
property taxes increases an individual’s after-federal-tax income and reduces
the individual’s after-federal-tax price of the state and local public services
provided with these tax dollars. Some of the benefit goes to the state and
local governments (because individuals are willing to pay higher taxes) and
some goes to the individual taxpayer.

There may be an impact on the structure of state and local tax systems.
Economists have theorized that if a particular state and local tax or revenue
source is favored by deductibility in the federal tax code, then state and local
governments may rely more upon that tax source. In effect, local
governments and taxpayers recognize that residents are only paying part of
the tax, and that the federal government, through federal deductibility, is
paying the remainder.

The distribution of tax expenditures from state and local income, sales,
and personal property tax deductions is concentrated in the higher income
classes. Roughly 90% of the tax benefits were taken by families with
adjusted gross income in excess of $75,000 in 2009. As with any deduction,
it is worth more as marginal tax rates increase. Personal property tax
deductions (typically for cars and boats) are but a small fraction of the state
and local taxes paid deduction.

Distribution by Income Class of
Tax Expenditure for State and Local Income and

Personal Property Tax Deductions, 2009

Income Class
(in thousands of $)

Percentage
Distribution

Below $10 0.0

$10 to $20 0.0
$20 to $30 0.2

$30 to $40 0.7

$40 to $50 1.5
$50 to $75 7.1
$75 to $100 8.9
$100 to $200 31.2
$200 and over 50.2
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Rationale

Deductibility of state and local taxes was adopted in 1913 to avoid taxing
income that was obligated to expenditures over which the taxpayer had little
or no discretionary control. User charges (such as for sewer and water
services) and special assessments (such as for sidewalk repairs), however,
were not deductible. The Revenue Act of 1964 eliminated deductibility for
motor vehicle operators’ licenses, and the Revenue Act of 1978 eliminated
deductibility of the excise tax on gasoline. These decisions represent
congressional concern that differences among states in the legal specification
of taxes allowed differential deductibility treatment for taxes that were
essentially the same in terms of their economic incidence.

The Tax Reform Act of 1986 eliminated deductibility of sales taxes,
partly due to concern that these taxes were estimated and therefore did not
perfectly represent reductions of taxable income, and partly due to concerns
that some portion of the tax reflects discretionary decisions of state and local
taxpayers to consume services through the public sector that might be
consumed through private (nondeductible) purchase. The Omnibus Budget
Reconciliation Act (OBRA) of 1990 curtailed the tax benefit from State and
local income and real property tax deductions for higher income taxpayers.
OBRA 1990 requires that itemized deductions be reduced by a percentage
(3%) of the amount by which adjusted gross income exceeds a threshold
amount. For example, if AGI exceeds the floor by $10,000, itemized
deductions would be reduced by $3,000 (3% multiplied by $10,000).
Itemized deductions, however, cannot be reduced by more than 80%. The 3%
phaseout is scheduled to gradually phase-out beginning in the 2006 tax year
and be completely eliminated beginning with the 2010 tax year. For 2010, the
AGI floor, if it were applicable, would have been $167,100 ($83,550 if
married filing separately).

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 will benefit the most from this provision. The
rationale behind the in lieu of is the more equal treatment for taxpayers in
states that do not levy an income tax. In December 2006, P.L. 109-432
extended the deduction through 2007. In October 2008, P.L. 110-343
extended the sales tax deduction option for an additional two years, through
2009. The sales deduction option is likely to be extended at lease through
2010.
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Assessment

Modern theories of the public sector discount the “don’t tax a tax”
justification for state and local tax deductibility, emphasizing instead that
taxes represent citizens’ decisions to consume goods and services
collectively. In that sense, State and local taxes are benefit taxes and should
be treated the same as expenditures for private consumption — not deductible
against federal taxable income.

Deductibility can also be seen as an integral part of the federal system of
intergovernmental assistance and policy. Modern theories of the public
sector also suggest that:

(1) deductibility does provide indirect financial assistance for the state
and local sector and should result in increased State and local budgets, and

(2) deductibility will influence the choice of state and local tax
instruments if deductibility is not provided uniformly.

In theory, there is an incentive for sub-federal governments to rely upon
the taxes that are deductible from federal income, such as personal property
taxes, because the tax “price” to the taxpayer is lower than the “price” on
taxes that are not deductible.
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Interest

DEFERRAL OF INTEREST ON SAVINGS BONDS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total

2010 1.3 - 1.3

2011 1.4 - 1.4

2012 1.4 - 1.4

2013 1.5 - 1.5

2014 1.5 - 1.5

Authorization

Section 454(c) of the Internal Revenue Code of 1992.

Description

Owners of U.S. Treasury Series E, Series EE, and Series I savings bonds
have the option of either including interest in taxable income as it accrues or
excluding interest from taxable income until the bond is redeemed.
Furthermore, before September 1, 2004, EE bonds could be exchanged for
current income HH bonds with the accrued interest deferred until the HH
bonds were redeemed. As of September 1, 2004, the U.S. Treasury ended the
sale and exchange of HH savings bonds. On September 1, 1998, the Treasury
began issuing Series I bonds, which guarantee the owner a real rate of return
by indexing the yield for changes in the rate of inflation. All E bonds no
longer earn interest after June 2010, because they have matured. Series EE
bonds issued before May 1997 earn various rates for semiannual earnings
periods, depending on dates of issue. Series EE bonds issued from May 1997
through April 2005 continue to earn market-based interest rates set at 90% of
the average 5-year Treasury yields for the preceding six months. Series EE
bonds issued from May 2005 earn a fixed rate, depending on the rate set
when the bond was issued. The revenue loss shown above is the tax that
would be due on the deferred interest if it were reported and taxed as it
accrued.

Impact

The deferral of tax on interest income on savings bonds provides two
advantages. First, payment of tax on the interest is deferred, delivering the
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equivalent of an interest-free loan of the amount of the tax. Second, the
taxpayer often is in a lower income bracket when the bonds are redeemed.
This is particularly common when the bonds are purchased while the owner
is working and redeemed after the owner retires.

Savings bonds appeal to small savers because of such financial features
as their small denominations, ease of purchase, and safety. Furthermore,
there are currently annual cash purchase limits of $5,000 per person in terms
of issue price for both EE bonds and I bonds with these limits applying
separately to electronic and paper bonds of each series (for a total of $20,000
per year). Because poor families save little and do not pay federal income
taxes, the tax deferral of interest on savings bonds primarily benefits middle
income taxpayers.

Rationale

Prior to 1951, a cash-basis taxpayer generally reported interest on U.S.
Treasury original issue discount bonds in the year of redemption or maturity,
whichever came first. In 1951, when provision was made to extend Series E
bonds past their dates of original maturity, a provision was enacted to allow
the taxpayer either to report the interest currently, or at the date of
redemption, or upon final maturity. The committee reports indicated that the
provision was adopted to facilitate the extension of maturity dates.

On January 1, 1960, the Treasury permitted owners of E bonds to
exchange these bonds for current income H bonds with the continued
deferment of federal income taxes on accrued interest until the H bonds were
redeemed. The purpose was to encourage the holding of U.S. bonds. This
tax provision was carried over to EE bonds, HH bonds, and I bonds. On
February 18, 2004, the U.S. Treasury announced that HH savings bonds
would no longer be offered to the public after August 31, 2004. The
Treasury’s press release stated that “The Treasury is withdrawing the offering
due to the high cost of exchanges in relation to the relatively small volume of
transactions.”

Assessment

The savings bond program was established to provide small savers with
a convenient and safe debt instrument and to lower the cost of borrowing to
the taxpayer. The option to defer taxes on interest increases sales of bonds.
But there is no empirical study that has determined whether or not the cost
savings from increased bond sales more than offset the loss in tax revenue
from the accrual.
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Appendix A

FORMS OF TAX EXPENDITURES

EXCLUSIONS, EXEMPTIONS, DEDUCTIONS, CREDITS,
PREFERENTIAL RATES, AND DEFERRALS

Tax expenditures may take any of the following forms:

(1) special exclusions, exemptions, and deductions, which reduce taxable
income and, thus, result in a lesser amount of tax;

(2) preferential tax rates, which reduce taxes by applying lower rates to
part or all of a taxpayer's income;

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

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

Computing Tax Liabilities

A brief explanation of how tax liability is computed will help illustrate
the relationship between the form of a tax expenditure and the amount of tax
relief it provides.

CORPORATE INCOME TAX

Corporations compute taxable income by determining gross income (net
of any exclusions) and subtracting any deductions (essentially costs of doing
business).

The corporate income tax eventually reaches an average rate of 35
percent in two steps. Below $10,000,000 taxable income is taxed at
graduated rates: 15 percent on the first $50,000, 25 percent on the next
$25,000, and 34 percent on the next $25,000. The limited graduation
provided in this structure was intended to furnish tax relief to smaller
corporations. The value of these graduated rates is phased out, via a 5
percent income additional tax, as income rises above $100,000. Thus the
marginal tax rate, the rate on the last dollar, is 34 percent on income from
$75,000 to $100,000, 39 percent on taxable income from $100,000 to
$335,000, and returns to 34 percent on income from $335,000 to
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$10,000,000. The rate on taxable income in excess of $10,000,000 is 35
percent, and there is a second phase-out, of the benefit of the 34-percent
bracket, when taxable income reaches $15,000,000. An extra tax of three
percent of the excess above $15,000,000 is imposed (for a total of 38 percent)
until the benefit is recovered, which occurs at $18,333,333 taxable income.
Above that, income is taxed at a flat 35 percent rate. Most corporate income
is taxed at the 35 percent marginal rate.

Any credits are deducted directly from tax liability. The essentially flat
statutory rate of the corporation income tax means there is very little
difference in marginal tax rates to cause variation in the amount of tax relief
provided by a given tax expenditure to different corporate taxpayers.
However, corporations without current tax liability will benefit from tax
expenditures only if they can carry back or carry forward a net operating loss
or credit.

INDIVIDUAL INCOME TAX

Individual taxpayers compute gross income which is the total of all
income items except exclusions. They then subtract certain deductions
(deductions from gross income or "business" deductions) to arrive at adjusted
gross income. The taxpayer then has the option of "itemizing" personal
deductions or taking the standard deduction. The taxpayer then deducts
personal exemptions to arrive at taxable income. A graduated tax rate
structure is applied to this taxable income to yield tax liability, and any
credits are subtracted to arrive at the net after-credit tax liability.

The graduated tax structure is currently applied at rates of 10, 15, 25, 28,
33, and 35 percent, with brackets varying across types of tax returns. These
rates enacted in the 2001 and 2003 tax bills are technically temporary
(expiring in 2013). At that time the 10% rate will return to the 15% rate and
the four top rates will return to 28, 31, 36, and 39.6 percent, with brackets
varying across types of tax returns. For joint returns, in 2010, rates on taxable
income are 10 percent on the first $16,750, 15 percent for amounts from
$16,750 to $68,000, 25 percent for amounts from $68,000 to $137,300, 28
percent for incomes from $137,300 to $209,250, 33 percent for taxable
incomes of $209,250 to $373,650, and 35 percent for amounts over $373,650.
These amounts are indexed for inflation. There are also phase-outs of
personal exemptions and excess itemized deductions so that marginal tax
rates can be higher at very high income levels. These phase are scheduled to
be eliminated in 2010, but will be reinstated absent legislative change in
2013. .

Exclusions, Deductions, and Exemptions

The amount of tax relief per dollar of each exclusion, exemption, and
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deduction increases with the taxpayer's marginal tax rate. Thus, the exclusion
of interest from state and local bonds saves $35 in tax for every $100 of
interest for the taxpayer in the 35-percent bracket, whereas for the taxpayer
in the 15-percent bracket the saving is only $15. Similarly, the increased
standard deduction for persons over age 65 or an itemized deduction for
charitable contributions are worth almost twice as much in tax saving to a
taxpayer in the 28-percent bracket as to one in the 15-percent bracket.

In general, the following deductions are itemized, i.e., allowed only if the
standard deduction is not taken: medical expenses, specified state and local
taxes, interest on nonbusiness debt such as home mortgage payments,
casualty losses, certain unreimbursed business expenses of employees,
charitable contributions, expenses of investment income, union dues, costs
of tax return preparation, uniform costs and political contributions. (Certain
of these deductions are subject to floors or ceilings.)

Whether or not a taxpayer minimizes his tax by itemizing deductions
depends on whether the sum of those deductions exceeds the limits on the
standard deduction. Higher income individuals are more likely to itemize be-
cause they are more likely to have larger amounts of itemized deductions
which exceed the standard deduction allowance. Homeowners often itemize
because deductibility of mortgage interest and property taxes leads to larger
deductions than the standard deduction.

Preferential Rates

The amount of tax reduction that results from a preferential tax rate (such
as the reduced rates on the first $75,000 of corporate income) depends on the
difference between the preferential rate and the taxpayer's ordinary marginal
tax rate. The higher the marginal rate that would otherwise apply, the greater
is the tax relief from the preferential rate.

Credits

A tax credit (such as the dependent care credit) is subtracted directly from
the tax liability that would accrue otherwise; thus, the amount of tax
reduction is the amount of the credit and is not contingent upon the marginal
tax rate. A credit can (with one exception) only be used to reduce tax
liabilities to the extent a taxpayer has sufficient tax liability to absorb the
credit. Most tax credits can be carried backward and/or forward for fixed
periods, so that a credit which cannot be used in the year in which it first
applies can be used to offset tax liabilities in other prescribed years.

The earned income credit and child credit are the only major tax credits
which are now refundable. That is, a qualifying individual will obtain in cash
the entire amount of the refundable credit even if it exceeds tax liability.
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Child credits are not fully refundable, however, for certain very low income
families.

Deferrals

Deferral can result either from postponing the time when income is
recognized for tax purposes or from accelerating the deduction of expenses.
In the year in which a taxpayer does either of these, his taxable income is
lower than it otherwise would be, and because of the current reduction in his
tax base, his current tax liability is reduced. The reduction in his tax base
may be included in taxable income at some later date. However, the
taxpayer's marginal tax rate in the later year may differ from the current year
rate because either the tax structure or the applicable tax rate has changed.

Furthermore, in some cases the current reduction in the taxpayer's tax
base may never be included in his taxable income. Thus, deferral works to
reduce current taxes, but there is no assurance that all or even any of the
deferred tax will be repaid. On the other hand, the tax repayment may even
exceed the amount deferred.

A deferral of taxes has the effect of an interest-free loan for the taxpayer.
Apart from any difference between the amount of "principal" repaid and the
amount borrowed (that is, the tax deferred), the value of the interest-free loan-
-per dollar of tax deferral--depends on the interest rate at which the taxpayer
would borrow and on the length of the period of deferral. If the deferred
taxes are never paid, the deferral becomes an exemption. This can occur if,
in succeeding years, additional temporary reductions in taxable income are
allowed. Thus, in effect, the interest-free loan is refinanced; the amount of
refinancing depends on the rate at which the taxpayer's income and deductible
expenses grow and can continue in perpetuity.

The tax expenditures for deferrals are estimates of the difference between
tax receipts under the current law and tax receipts if the provisions for
deferral had never been in effect. Thus, the estimated revenue loss is greater
than what would be obtained in the first year of transition from one tax law
to another. The amounts are long run estimates at the level of economic
activity for the year in question.
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Appendix B

RELATIONSHIP BETWEEN TAX EXPENDITURES AND

LIMITED TAX BENEFITS SUBJECT TO LINE ITEM VETO

Description

The Line Item Veto Act (P.L. 104-130) enacted in 1996 gave the
President the authority to cancel "limited tax benefits." A limited tax benefit
was defined as either a provision that loses revenue and that provides a credit,
deduction, exclusion or preference to 100 or fewer beneficiaries, or a
provision that provides temporary or permanent transition relief to 10 or
fewer beneficiaries in any fiscal year. The act was found unconstitutional in
1998, but there have been subsequent proposals to provide veto authority for
certain limited benefits.

Items falling under the revenue losing category did not qualify if the
provision treated in the same manner all persons in the same industry,
engaged in the same activity, owning the same type of property, or issuing
the same type of investment instrument.

A transition provision did not qualify if it simply retained current law for
binding contracts or was a technical correction to a previous law (that had no
revenue effect).

When the beneficiary was a corporation, partnership, association, trust
or estate, the stockholders, partners, association members or beneficiaries of
the trust or estate were not counted as beneficiaries. The beneficiary was the
taxpayer who is the legal, or statutory, recipient of the benefit.

The Joint Committee on Taxation was responsible for identifying limited
tax benefits subject to the line item veto (or indicating that no such benefits
exist in a piece of legislation); if no judgment was made, the President could
identify such a provision.

The line item veto took effect on January 1, 1997.

Similarities to Tax Expenditures

Limited tax benefits resemble tax expenditures in some ways, in that they
refer to a credit, deduction, exclusion or preference that confers some benefit.
Indeed, during the debate about the inclusion of tax provisions in the line item
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veto legislation, the term "tax expenditures" was frequently invoked. The
House initially proposed limiting these provisions to a fixed number of
beneficiaries (originally 5, and eventually 100). The Senate bill did not at
first include tax provisions, but then included provisions that provided more
favorable treatment to a taxpayer or a targeted group of taxpayers.

Such provisions would most likely be considered as tax expenditures, at
least conceptually, although they might not be included in the official lists of
tax expenditures because of de minimis rules (that is, some provisions that are
very small are not included in the tax expenditure budget although they would
qualify on conceptual grounds), or they might not be separately identified.
This is particularly true in the case of transition rules.

Differences from Tax Expenditures

Most current tax expenditures would probably not qualify as limited tax
benefits even if they were newly introduced (the line item veto applied only
to newly enacted provisions).

First, many if not most tax expenditures apply to a large number of
taxpayers. Provisions benefitting individuals, in particular, would in many
cases affect millions of individual taxpayers. Most of these tax expenditures
that are large revenue losers are widely used and widely available (e.g.
itemized deductions, fringe benefits, exclusions of income transfers).

Provisions that only affect corporations may be more likely to fall under
a beneficiary limit; even among these, however, the provisions are generally
available for all firms engaged in the same activity.

These observations are consistent with a draft analysis of the Joint
Committee on Taxation during consideration of the legislation which
included examples of provisions already in the law that might have been
classified as limited tax benefits had the line item veto provisions been in
effect. Some of these provisions had at some time been included in the tax
expenditure budget, although they were not currently included: the orphan
drug tax credit, which is very small, and an international provision involving
the allocation of interest, which has since been repealed. ( The orphan drug
tax credit is currently included in the tax expenditure budget.) Some
provisions modifying current tax expenditures might also have been included.
But, in general, tax expenditures, even those that would generally be seen as
narrow provisions focusing on a certain limited activity, would probably not
have been deemed limited tax benefits for purposes of the line item veto.

Bibliographic Reference
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