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LETTER OF TRANSMITTAL

December 16, 2004
UNITED STATES SENATE
COMMITTEE ON THE BUDGET
WASHINGTON, DC

To the Members of the Committee on the Budget:

The Congressional Budget and Impoundment and Control Act of 1974
(as amended) requires the Budget Committees to examine tax expenditures
as they develop the Congressional Budget Resolution. There are over 150
separate tax expenditures in current law. Section 3(3) of the Budget Act of
1974 defines tax expenditures as those revenue losses attributable to
provisions of the Federal tax laws which allow a special exclusion,
exemption, or deduction from gross income or provide a special credit, a
preferential rate of tax, or a deferral of tax liability.

Tax expenditures are becoming increasingly important when
considering the budget. They are often enacted as permanent legislation
and can be compared to direct spending on entitlement programs. Both tax
expenditures and entitlement spending have received, as they should in the
current budget environment, increased scrutiny.

This print was prepared by the Congressional Research Service (CRS)
and was coordinated by Cheri Reidy of the Senate Budget Committee staff.
All tax code changes through the end of the 108th Congress are included.

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

Don Nickles
Chairman

(I






LETTER OF SUBMITTAL

CONGRESSIONAL RESEARCH SERVICE
THE LIBRARY OF CONGRESS
Washington, D.C., December 20, 2004

Honorable Don Nickles

Chairman, Committee on the Budget
U.S. Senate

Washington, DC 20510.

Dear Mr. Chairman:

I am pleased to submit a revision of the December 2002 Committee
Print on Tax Expenditures.

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

The revision was written under the general direction of Jane G.
Gravelle, Senior Specialist in Economic Policy. Contributors of individual
entries include James M. Bickley, David L. Brumbaugh, Gregg A.
Esenwein, Jane G. Gravelle, Gary Guenther, Pamela Jackson, Steven
Maguire, Nonna Noto, Maxim Shvedov, and Louis A. Talley of the
Government and Finance Division; Richard Bourdon, Velma W. Burke,
Linda Levine, Robert F. Lyke, Gail McCallion, Neela Ranade, Edward B.
Rappaport, and Christine Scott of the Domestic Social Policy Division; and
Salvatore Lazzari of the Resources, Science and Industry Division.
Thomas A. Holbrook provided editorial assistance and prepared the
document for publication.

DANIEL P. MULHOLLAN, Director
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INTRODUCTION

This compendium gathers basic information concerning 128 Federal
tax provisions currently treated as tax expenditures. They include those
listed in Tax Expenditure Budgets prepared for fiscal years 2005-2009 by
the Joint Committee on Taxation,' although certain separate items that are
closely related and are within a major function may be combined.

With respect to each tax expenditure, this compendium provides:

The estimated Federal revenue loss associated with the provision
for individual and corporate taxpayers, for fiscal years
2005-2009, as estimated by the Joint Committee on Taxation;

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

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

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

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

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

References to selected bibliography.

us. Congress, Joint Committee on Taxation. Estimates of Federal Tax
Expenditures for Fiscal Years 2005-2009, forthcoming. Estimates may be subject
to change; see the Joint Committee document for final estimates.

1)
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The information presented for each tax expenditure is not intended to
be exhaustive or definitive. Rather, it is intended to provide an introductory
understanding of the nature, effect, and background of each provision. Good
starting points for further research are listed in the selected bibliography
following each provision.

Defining Tax Expenditures

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

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

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

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

The listing of a provision as a tax expenditure in no way implies any
judgment about its desirability or effectiveness relative to other tax or non-
tax provisions that provide benefits to specific classes of individuals and
corporations. Rather, the listing of tax expenditures, taken in conjunction
with the listing of direct spending programs, is intended to allow Congress
to scrutinize all Federal programs relating to the same goals--both non-tax
and tax--when developing its annual budget. Only when tax expenditures
are considered will congressional budget decisions take into account the full
spectrum of Federal programs.

Because any qualified taxpayer may reduce tax liability through use of
a tax expenditure, such provisions are comparable to entitlement programs
under which benefits are paid to all eligible persons. Since tax expenditures
are generally enacted as permanent legislation, it is important that, as



3

entitlement programs, they be given thorough periodic consideration to see
whether they are efficiently meeting the national needs and goals for which
they were established.

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

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

Administration Fiscal Year 2005 Expenditure Budget
There are several differences between the tax expenditures shown in
this publication and the tax expenditure budget found in the Administration's
FY2005 budget document. In some cases tax expenditures are combined in
one list, but not in the other.

Major Types of Tax Expenditures

Tax expenditures may take any of the following forms:

%For a discussion of the conceptual problems involved in defining tax
expenditures and some of the differences between the Administration and Joint
Committee approaches, see The Budget of the United States Government, Fiscal
Year 2005, Analytical Perspectives, "Tax Expenditures," pp. 285-325. See also
Linda Sugin, “What is Happening to the Tax Expenditure Budget?” Tax Notes,
August 16, 2004, pp. 763-766.
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(1) exclusions, exemptions, and deductions, which reduce taxable
income;

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

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

(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.

The amount of tax relief per dollar of each exclusion, exemption, and
deduction increases with the taxpayer's tax rate. A tax credit is subtracted
directly from the tax liability that would otherwise be due; thus the amount
of tax reduction is the amount of the credit--which does not depend on the
marginal tax rate. (See Appendix A for further explanation.)

Order of Presentation

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

Impact (Including Distribution)

The impact section includes information on the direct effect of the
provisions and, where available, the distributional effect across individuals.
Unless otherwise specified, distributional tables showing the share of the tax
expenditure received by income class are calculated from data in the Joint
Committee on Taxation's committee print on tax expenditures for 2005-
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2009. This distribution uses an expanded income concept that is composed
of adjusted gross income (AGI), plus (1) tax-exempt interest, (2) employer
contributions for health plans and life insurance, (3) employee share of
FICA tax, (4) worker's compensation, (5) nontaxable Social Security
benefits, (6) insurance value of Medicare benefits, (7) corporate income tax
liability passed on to shareholders, (8) alternative minimum tax preferences,
and (9) excluded income of U.S. citizens abroad.

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

Distribution by Income Class of Tax Returns at 2004

Income Levels

Income Class Percentage

(in thousands of $) Distribution
Below $10 16.8
$10 to $20 14.7
$20 to $30 13.1
$30 to $40 10.9
$40 to $50 8.6
$50 to $75 15.1
$75 to $100 9.0
$100 to $200 9.5
$200 and over 2.3

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

Many tax expenditures are corporate and thus do not directly affect the
taxes of individuals. Most analyses of capital income taxation suggest that
such taxes are likely to be borne by capital given reasonable behavioral
assumptions.® Capital income is heavily concentrated in the upper-income
levels. For example, the Congressional Budget Office* reports in 2001 that
52 percent of capital income was received by the top 1 percent of the

3See Jane G. Gravelle, Distributional Effects of Taxes on Corporate Profits,

Investment Income, and Estates, Library of Congress, Congressional Research
Service Report R1L.32517, August 9,2004.

‘us. Congress, Congressional Budget Office. Effective Federal Tax Rates for
1979-2001, April 2004, Table 1B.
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population, 68 percent was received by the top 5 percent, 75 percent was
received by the top 10 percent, and 83 percent was received by the top 20
percent. The distribution across the first four quintiles was 1, 2, 5, and 8

percent. Corporate tax expenditures would, therefore, tend to benefit higher-
income individuals.

Rationale

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

Assessment

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

Estimating Tax Expenditures

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

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

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

Second, the amounts shown for the various tax expenditure items do
not take into account any effects that the removal of one or more of the items
might have on investment and consumption patterns or on any other aspects
of individual taxpayer behavior, general economic activity, or decisions
regarding other Federal budget outlays or receipts.
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Finally, the revenue effect of new tax expenditure items added to the
tax law may not be fully felt for several years. As a result, the eventual
annual cost of some provisions is not fully reflected until some time after
enactment. Similarly, if items now in the law were eliminated, it is unlikely
that the full revenue effects would be immediately realized.

These tax expenditure estimating considerations are, however, similar
to estimating considerations involving entitlement programs. Like tax
expenditures, annual budget estimates for each transfer and income-security
program are computed separately. However, if one program, such as
veterans pensions, were either terminated or increased, this would affect the
level of payments under other programs, such as welfare payments.

Also, like tax expenditure estimates, the elimination or curtailment of
a spending program, such as military spending or unemployment benefits,
would have substantial effects on consumption patterns and economic
activity that would directly affect the levels of other spending programs.
Finally, like tax expenditures, the budgetary effect of terminating certain
entitlement programs would not be fully reflected until several years later
because the termination of benefits is usually only for new recipients, with
persons already receiving benefits continued under "grandfather" provisions.
All revenue loss estimates are based upon the tax law enacted through the
end of the 108" Congress.

The expenditure table below shows an initial declining amount for
corporations. This decline is due to the temporary first year depreciation for
equipment enacted in 2002 that expires in 2004 and largely involves a timing
shift: a loss of revenue in the short run offset by a long run gain.

Sum of Tax Expenditure Estimates by Type of Taxpayer,

Fiscal Years 2005-2009
[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 812.3 85.8 898.1
2006 845.4 75.9 921.3
2007 884.4 82.7 967.1
2008 935.6 86.1 1021.7
2009 926.0 91.6 1017.6

Note: These totals are the mathematical sum of the estimated fiscal year
effect of each of the tax expenditure items included in this publication. The
limitations on the use of the totals are explained in the text. Source: Computed from
data supplied by the Joint Committee on Taxation.
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National Defense

EXCLUSION OF BENEFITS AND ALLOWANCES
TO ARMED FORCES PERSONNEL

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 29 - 29
2006 29 - 2.9
2007 3.0 - 3.0
2008 3.1 - 3.1
2009 3.1 - 3.1

Authorization

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

Description

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

Other benefits include certain combat-zone compensation and combat-

related benefits. In addition, any member of the armed forces who dies
while in active service in a combat zone or as a result of wounds, disease, or

(13)
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injury incurred while in service is excused from all tax liability. Any unpaid
tax due at the date of the member's death (including interest, additions to the
tax, and additional amounts) is abated. If collected, such amounts are
credited or refunded as an overpayment. (Medical benefits for dependents
are discussed subsequently under the Health function.) Families of members
of the armed forces receive a $12,000 death gratuity payment for deceased
members of the armed forces. The full amount of the death gratuity payment
is tax-exempt.

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

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

acility.

Impact

Many military benefits qualify for tax exclusion. That is to say, the value
of the benefit (or cash payment made in lieu of the benefit) is not included
in gross income. Since these exclusions are not counted in income, the tax
savings are a percentage of the amount excluded, dependent upon the
marginal tax bracket of the recipient.

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

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

In 1925, the United States Court of Claims in Jones v. United States, 60
Ct. Cl. 552 (1925), drew a distinction between the pay and allowances
provided military personnel. The court found that housing and housing
allowances were reimbursements similar to other non-taxable expenses
authorized for the executive and legislative branches.

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

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

The Tax Reform Act of 1986 (P.L. 99-514) consolidated these rules so
that taxpayers and the Internal Revenue Service could clearly understand
and administer the tax law consistent with fringe benefit treatment enacted
as part of the Deficit Reduction Act of 1984 (P.L. 98-369). The Assistant
Secretary of the Treasury for Tax Policy, Pamela F. Olson, has indicated that
because of the uncertainty concerning Treasury’s authority to add dependent
care assistance programs to the list of qualified military benefits, Treasury
would welcome legislation which clarified the law in this area.

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

The Economic Growth and Tax Reconciliation Relief Act (P.L. 107-16)
simplified the definition of earned income by excluding nontaxable
employee compensation, which included combat zone pay, from the
definition of earned income. The amount of earned income that armed
forces members reported for tax purposes was reduced and caused a net loss
in tax benefits for some low-income members of the armed forces. The
Working Families Tax Relief Act of 2004 (P.L. 108-311) provided that
combat pay that was otherwise excluded from gross income could be treated
as earned income for the purpose of calculating the earned income tax credit
and the child tax credit.
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Assessment

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

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

EXCLUSION OF MILITARY DISABILITY BENEFITS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 - 0.1
2006 0.1 - 0.1
2007 0.1 - 0.1
2008 0.1 - 0.1
2009 0.1 - 0.1

Authorization

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

Description

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

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

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

Members of the United States armed forces joining after September 24,
1975, and who retire on disability, may exclude from gross income

19)
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Department of Defense disability payments equivalent to disability payments
they could have received from the Veterans Administration. Otherwise,
Department of Defense disability pensions may be excluded only if the
disability is directly attributable to a combat-related injury.

Under the Victims of Terrorism Tax Relief Act 0of 2001 an exclusion from
gross income for disability income is extended to any individual (civilian or
military) when attributable to a terroristic or military action regardless of
where the activity occurs (inside or outside the United States).

Impact

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

Rationale

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

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

In response to the terrorist attack of September 11, 2001 Congress
amended section 104 to exclude from taxation amounts received by any
individual as disability income when attributable to injuries incurred as a
direct result of a terroristic or military action either within or without the
United States. It should be noted that one of the targets of the terrorists was
the Pentagon.
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Assessment

The exclusion of disability benefits paid by the federal government alters
the distribution of net payments to favor higher income individuals. If
individuals had no other outside income, distribution could be altered either

by changing the structure of disability benefits or by changing the tax
treatment.

The exclusion causes the true cost of providing for military personnel to
be understated in the budget.
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National Defense

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

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 0.1 - 0.1
2006 0.1 - 0.1
2007 0.1 - 0.1
2008 0.1 - 0.1
2009 0.1 - 0.1
Authorization
26 USC 162.
Description

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

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

23)



24
Impact

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

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

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

Rationale

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

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

Assessment

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

providing support to reservists and as a means of easing travel expense
burdens.
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International Affairs

EXCLUSION OF INCOME EARNED ABROAD
BY U.S. CITIZENS

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 3.6 - 3.6
2006 3.8 - 3.8
2007 4.0 - 4.0
2008 4.2 - 4.2
2009 4.4 - 4.4
Authorization
Section 911.
Description

U.S. citizens are generally subject to U.S. taxes on their foreign- as well
as domestic-source income. However, section 911 of the tax code permits
U.S. citizens (other than Federal employees) who live and work abroad an
exclusion of wage and salary income from taxable income. The amount that
can be excluded is $80,000 in 2002. The exclusion is scheduled to be
indexed for U.S. inflation, beginning in 2008. (Foreign tax credits, however,
cannot be claimed for foreign taxes paid on excluded income.)

Qualifying individuals can also exclude certain expenditures for overseas
housing. To qualify for either exclusion, a person must be a U.S. citizen,
must have their tax home in a foreign country, and must either be a bona fide
resident of a foreign country or have lived abroad for at least 330 days of
any 12 consecutive months. Qualified income must be "earned" income
rather than investment income. If a person qualifies for the exclusion for
only part of the tax year, only part of the exclusion can be claimed. The
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housing exclusion is designed to approximate the extra housing costs of
living abroad; it is equal to the excess of actual foreign housing costs over
16 percent of the salary for a Federal employee at the GS-14, step 1 level.
While a taxpayer can claim both the housing and the income exclusion, the
combined exclusions cannot exceed total foreign earned income, including
housing allowances.

Impact

The exclusion's impact depends partly on whether foreign taxes paid are
higher or lower than U.S. taxes. If an expatriate pays high foreign taxes, the
exclusion has little importance; the U.S. person can use foreign tax credits
to offset any U.S. taxes. For expatriates who pay little or no foreign taxes,
however, the exclusion reduces or eliminates U.S. taxes. Available data
suggest that U.S. citizens who work abroad have higher real incomes, on
average, than persons working in the United States. Thus, where it does
reduce taxes the exclusion reduces tax progressivity.

The exclusion's effect on horizontal equity is more complicated. Because
foreign countries have costs of living that differ from that of the United
States, the tax liabilities of U.S. persons working abroad differ from the tax
burdens of persons with identical real incomes living in the United States.
A person working in a high-cost country needs a higher nominal income to
match the real income of a person in the United States; an expatriate in a
low-cost country needs a lower nominal income. Since tax brackets,
exemptions, and the standard deduction are expressed in terms of nominal
dollars, persons living in low-cost countries generally have lower tax
burdens than persons with identical real incomes living in the United States.
Similarly, if not for the foreign earned income exclusion, U.S. citizens
working in high-cost countries would pay higher taxes than their U.S.
counterparts.

Because the maximum income exclusion is not linked to the actual cost
of living, the provision overcompensates for the cost of living abroad in
some cases. Indeed, some have argued that because the tax code does not
take into account variations in living costs within the United States, the
appropriate equity comparison is between expatriates and a person living in
the highest cost area within the United States. In this case, the likelihood
that the exclusion reduces rather than improves horizontal equity is
increased.

Rationale
The Revenue Act of 1926 provided an unlimited exclusion of earned

income for persons residing abroad for an entire tax year. Supporters of the
exclusion argued that the provision would bolster U.S. trade performance,
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since it would provide tax relief to U.S. expatriates engaged in trade
promotion.

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

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

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

Assessment

The foreign earned income exclusion has the effect of increasing the
number of Americans working overseas in countries where foreign taxes are
low. This effect differs across countries. As noted above, without section
911 or a similar provision, U.S. taxes would generally be high relative to
domestic U.S. taxes and employment abroad would be discouraged in
countries where living costs are high. While the flat $70,000 exclusion
eases this distortion in the case of some countries, it also overcompensates
in others, thereby introducing new distortions.
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The foreign earned income exclusion has been defended on the grounds
that it helps U.S. exports; it is argued that U.S. persons working abroad play
an important role in promoting the sale of U.S. goods abroad. The impact
of the provision is uncertain. If employment of U.S. labor abroad is a
complement to investment by U.S. firms abroad—-for example, if U.S.
multinationals depend on expertise that can only be provided by U.S.
managers or technicians--then it is possible that the exclusion has the
indirect effect of increasing flows of U.S. capital abroad.

The increased flow of investment abroad, in turn, could trigger exchange-
rate adjustments that would increase U.S. net exports. On the other hand,
if the exclusion's increase in U.S. employment overseas is not accompanied
by larger flows of investment, it is likely that exchange rate adjustments
negate any possible effect section 911 has on net exports. Moreover, there
is no obvious economic rationale for promoting exports.
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EXCLUSION OF CERTAIN ALLOWANCES
FOR FEDERAL EMPLOYEES ABROAD

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 0.5 - 0.5
2006 0.5 - 0.6
2007 0.7 - 0.6
2008 0.6 - 0.7
2009 0.7 - 0.7
Authorization
Section 912.
Description

U.S. Federal civilian employees who work abroad are allowed to exclude
from income certain special allowances that are generally linked to the cost
of living. They are not eligible for the $80,000 foreign earned income
exclusion. (Like other U.S. citizens, they are subject to U.S. taxes and can
credit foreign taxes against their U.S. taxes. Federal employees are,
however, usually exempt from foreign taxes).

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

Impact

Federal employees abroad may receive a significant portion of their
compensation in the form of housing allowances, cost-of-living differentials,
and other allowances. Section 912 can thus reduce taxes significantly.
Since the available data suggest real incomes for Federal workers abroad are
generally higher than real incomes in the United States, section 912 probably
reduces the tax system's progressivity.

Section 912's impact on horizontal equity (the equal treatment of equals)
is more ambiguous. Without it or a similar provision, Federal employees in
high-cost countries would likely pay higher taxes than persons in the United
States with identical real incomes, because the higher nominal incomes
necessary to offset higher living costs would place these employee stationed
abroad in a higher tax bracket and would reduce the value of personal
exemptions and the standard deduction.

The complete exemption of cost-of-living allowances, however, probably
overcompensates for this effect. It is thus uncertain whether the relative
treatment of Federal workers abroad and their U.S. counterparts is more or
less uneven with section 912. U.S. citizens employed abroad in the private
sector are permitted to exclude up to $80,000 per year rather than an amount
explicitly linked to cost-of-living allowances. Given that flat amount,
whether the tax treatment of federal workers is more or less favorable than
that of private sector workers depends of the size of the federal workers’
cost-of-living allowance.

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

Rationale

Section 912's exclusions were first enacted with the Revenue Act of 1943.
The costs of living abroad were apparently rising, and Congress determined
that because the allowances merely offset the extra costs of working abroad
and since overseas personnel were engaged in "highly important" duties, the
Government should bear the full burden of the excess living costs, including
any taxes that would otherwise be imposed on cost-of-living allowances.
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The Foreign Service Act of 1946 expanded the list of excluded
allowances beyond cost-of-living allowances to include housing, travel, and
certain other allowances. In 1960, exemptions were further expanded to
include allowances received under the Central Intelligence Agency Act and
in 1961 certain allowances received by Peace Corps members were added.

Assessment

The benefit is largest for employees who receive a large part of their
incomes as cost-of-living, housing, education, or other allowances. Beyond
this, the effects of the exclusions are uncertain. For example, it might be
argued that because the Federal Government bears the cost of the exclusion
in terms of forgone tax revenues, the measure does not change the
Government's demand for personnel abroad and has little impact on the
Government's work force overseas.

On the other hand, it could be argued that an agency that employs a
person who claims the exclusion does not bear the exclusion's full cost.
While the provision's revenue cost may reduce Government outlays in
general, an agency that employs a citizen abroad probably does not register
a cut in its budget equal to the full amount of tax revenue loss that the
employee generates. If this is true, section 912 may enable agencies to
employ additional U.S. citizens abroad.
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EXCLUSION OF EXTRATERRITORIAL INCOME

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 3.1 32
2006 0.1 39 4.0
2007 Q) 1.9 1.9
2008 @) 0.1 0.1
2009 @) 0.1 0.1

(") Less than $50 million
Authorization

Sections 114 and 941-2.

Description

Prior to enactment of the American Jobs Creation Act of 2004 (AJCA),
the tax code’s extraterritorial income (ETI) provisions permitted U.S.
exporters to exclude between 15% and 30% of their export income from
U.S. tax. The provisions also effectively permit exporters to exclude a
certain amount of income from foreign operations from tax — generally, an
amount equal to the amount of export income that is excluded. The AJCA,
however, provides for the phaseout of the benefit beginning in 2005, with
exports permitted to claim 80% of the benefit they could otherwise use in
2005, and 60% in 2006. The ETI benefit is generally not available in 2007
and thereafter.

Repeal of the ETI provisions is intended to resolve a long-running
controversy between the United States and the European Union (EU). The
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ETI provisions were enacted as a replacement for the Foreign Sales
Corporation (FSC) tax benefit for exporting, which (in response to a
complaint by the EU) was found by a World Trade Organization (WTO)
panel to be in violation of the WTO agreements’ strictures against export
subsidies. However, WTO panels have also found the ETI provisions to be
non-compliant and the WTO authorized the countries of the EU to apply
retaliatory tariffs to items imported from the United States. The EU began
to phase in its tariffs in March, 2004.

The statutory mechanics of the ETI benefit work by defining
“extraterritorial income” and excluding that income from tax.
Extraterritorial income, in turn, is generally defined as a specified portion
of income from the sale of property produced either within the United States
or abroad, with the added proviso that no more than 50% of the value of the
property can be attributable to foreign products or to labor performed
outside the United States. The part of extraterritorial income that is exempt
varies, depending on which of several alternative calculation rules a
taxpayer uses; the exemption can be as small as 15% of qualified income or
as large as 30%.

For exports, the size of the ET tax benefit is the same as the FSC benefit
it replaced. Again, however, the ET exclusion can apply to a certain amount
of income from foreign operations where the FSC benefit did not, so the
total tax benefit a particular firm can obtain is potentially larger under the
ETI exclusion than it was under FSC. Also, to use the FSC benefit exporters
were required to sell their goods through specially-defined subsidiary sales
corporations (FSCs). A firm can use the ETI benefit by selling its exports
directly.

Impact

To the extent the ETI exclusion increases the after-tax return on
investment in export-producing property, and to the extent it applies to
foreign operations, the exclusion increases the after-tax return to investment
abroad. The tax benefit therefore accrues, in part, to owners of firms that
export and firms that both export and conduct foreign operations. However,
in the long run, the burden of the corporate income tax — and the benefit of
corporate tax exclusions — probably spread beyond corporate stockholders
to owners of capital in general, including, for example, unincorporated
businesses and owner-occupied housing.

The ETI benefit is therefore probably shared by U.S. capital in general.
And because capital tends to be owned by upper-income individuals, the
distributional effect of the provision probably reduces the progressivity of
the tax system. Also, because part of the export benefit is passed on to
foreign consumers in the form of lower prices, a part of the ETI benefit
probably accrues to foreign consumers of U.S. exports.
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Rationale

While the ETI benefit was intended as a WTO-compliant replacement for
FSC, FSC itself was enacted as a replacement for another tax benefit that
encountered difficulties with U.S. trading partners: the Domestic
International Sales Corporation (DISC) provisions. DISC was enacted with
the Revenue Act of 1971, and was intended to increase U.S. exports and to
pose a tax incentive for firms to locate their operations in the United States
rather than abroad. DISC thus was thought to provide a counterweight to the
tax code’s deferral incentive for overseas investment.

Soon after DISC was enacted, a number of U.S. trading partners —
including what was then the European Economic Community, or EEC —
charged that the provision was an export subsidy and so violated the General
Agreement on Tariffs and Trade (GATT), a multilateral trade agreement to
which the United States was signatory. In response to the complaints, the
Deficit Reduction Act of 1984 largely replaced DISC with FSC, which
contained a number of features designed to ensure GATT-legality. An
understanding adopted by the GATT Council had held that a country need
not tax economic processes occurring beyond its own borders. With this in
mind, the FSC provisions included requirements that the FSC sales
subsidiaries be incorporated abroad or in a U.S. possession and likewise
conduct certain minimal economic processes overseas.

The countries of the EEC were still not fully satisfied of FSC’s GATT-
legality. Still, the controversy was generally below the surface until 1998,
when what had become the European Union (EU) lodged a complaint with
the World Trade Organization (WTO, GATT’s successor) arguing that FSC
violated the agreements on which the WTO is based. A WTO panel
subsequently upheld the EC’s position, and under WTO procedures, the
United States was required to make its laws WTO-compliant or face either
retaliatory tariffs or compensatory payments. As 2000 drew to a close, the
United States enacted the FSC Repeal and Extraterritorial Income Exclusion
Act containing the ETI exclusion. The European countries, however,
maintained that the ETI provisions are themselves not WTO compliant and
asked the WTO to rule on the WTO-legality of ET provisions. The EU also
asked the WTO to approve retaliatory tariffs, should the ETI regime prove
to be non-compliant. In August, 2001, a WTO panel ruled against the ETI
provisions, and in January, 2002, the WTO Appellate Body rejected a U.S.
appeal. In August, 2002, the WTO set the amount of sanctions that can be
applied by the EU at $4 billion. The EU delayed in implementing its tariffs
while legislation addressing the controversy was considered by the U.S.
Congress. In March, 2004, however, the EU began to phase in its tariffs.
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Assessment

Because the ETI exclusion increases the after-tax return from investment
in exporting, it poses a tax incentive to export. Its supporters argue that the
provision does indeed boost U.S. exports and thus has a beneficial effect on
U.S. employment. Economic analysis, however, suggests that the
provision’s effects are not what might be expected from an export incentive.
The ETI exclusion probably triggers exchange-rate adjustments that ensure
that U.S. imports expand along with any increase the exclusion might cause
in exports; it probably produces little direct improvement in the U.S. balance
of trade. Instead, as the provision probably increases both imports and
exports, it likely increases the overall level of U.S. trade.

Economic theory suggests that another effect of the ETI exclusion is
probably to shift economic welfare from the United States to foreign
consumers. This occurs when part of the tax benefit is passed on to foreign
consumers in the form of reduced prices for U.S. goods. The provision may
also reduce economic efficiency by inducing the United States to trade more
than it otherwise would.

As noted above, in addition to exports, the ETT exclusion extends, in part,
to income from foreign operations: 50% of the value of qualifying property
can be attributable to foreign operations. In principle, this provision may
pose an incentive for U.S. firms that export to also establish operations
abroad. The incentive may be limited in its effect, however, because it
would only apply to U.S. firms that do not have a large volume of foreign
tax credits or who find other tax benefits for investing abroad — specifically,
ability to defer U.S. tax on foreign income — to be more attractive.
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DEFERRAL OF ACTIVE INCOME OF CONTROLLED
FOREIGN CORPORATIONS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 - 32 3.2
2006 - 3.4 34
2007 - 5.8 5.8
2008 - 6.4 6.4
2009 - 7.0 7.0

Authorization

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

Description

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

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

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

Impact

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

The one-year deduction for repatriations enacted in 2004 is likely to
encourage some multinational firms to change the timing of dividend
repatriations from the future to the near term, as firms choose to remit some
dividends during the provision’s one-year window rather than during the
future year or years when they were originally scheduled to be repatriated.
As noted below, however (see the section entitled “assessment”), this
scenario likely depends on firms accepting the provision as temporary rather
than permanent.

Rationale
Deferral has been part of the U.S. tax system since the origin of the

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

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

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

Assessment

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

Defenders of deferral argue that the provision is necessary to allow U.S.
multinationals to compete with firms from foreign countries; they also
maintain that the provision boosts U.S. exports. However, economic theory
suggests that a tax incentive such as deferral does not promote the efficient
allocation of investment. Rather, capital is allocated most efficiently--and
world economic welfare is maximized--when taxes are neutral and do not
distort the distribution of investment between the United States and abroad.
Economic theory also holds that while world welfare may be maximized by
neutral taxes, the economic welfare of the United States would be
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maximized by a policy that goes beyond neutrality and poses a disincentive
for U.S. investment abroad.

Supporters of a tax cut for dividend repatriations have argued that the
application of U.S. tax to remissions from overseas subsidiaries poses a
disincentive for U.S. multinationals to repatriate the earnings of their foreign
subsidiaries. The tax onrepatriations, it is argued, acts as a toll on dividends
remitted to U.S. parent companies, and encourages firms to instead reinvest
their earnings abroad. This argument holds that elimination or reduction of
the tax may release the stock of unrepatriated earnings bottled up overseas
by the repatriation tax and stimulate an increased flow of repatriations.
However, economic theory suggests that whether this scenario actually plays
out depends heavily on whether the tax cut for repatriations is temporary (as
it is with AJCA) or permanent. If permanent, theory indicates that no
change in repatriations may occur.

Supporters of the tax cut for repatriations have argued that it will provide
a stimulus for the domestic economy, and encourage firms to undertake
additional investment within the U.S. economy. Economic theory, however,
is skeptical of this outcome, pointing out that firms undertake investment
based on the prospective attractiveness of investment opportunities, on the
one hand, and the return savers (i.e., stockholders) require of their corporate-
sector investments, on the other. An increase in cash flow in the form of
larger repatriations would change neither of these factors.
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INVENTORY PROPERTY SALES SOURCE RULE EXCEPTION

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 - 5.9 59
2006 - 6.2 6.2
2007 - 6.4 6.4
2008 - 6.3 6.3
2009 - 6.1 6.1

Authorization

Sections 861, 862, 863, and 865.

Description

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

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

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

47
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The tax code contains a set of rules for determining the source
("sourcing™) of various items of income and deduction. In the case of sales
of personal property, gross income is generally sourced on the basis of the
residence of the seller. U.S. exports covered by this general rule thus
generate U.S.—rather than foreign—source income.

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

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

Impact

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

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

Rationale

The tax code has contained rules governing the source of income since
the foreign tax credit limitation was first enacted as part of the Revenue Act
of 1921. Under the 1921 provisions, the title passage rule applied to sales
of personal property in general; income from exports was thus generally
assigned a foreign source if title passage occurred abroad. In the particular
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case of property both manufactured and sold by the taxpayer, income was
treated then, as now, as having a divided source.

The source rules remained essentially unchanged until the advent of tax
reform in the 1980s. In 1986, the Tax Reform Act's statutory tax rate
reduction was expected to increase the number of firms with excess foreign
tax credit positions and thus increase the incentive to use the title passage
rule to source income abroad.

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

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

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

Assessment

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

DEFERRAL OF CERTAIN FINANCING INCOME

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 - 1.0 1.0
2006 - 1.1 1.1
2007 - 1.7 1.7
2008 - - -
2009 - - -
Authorization
Sections 953 and 954.
Description

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

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

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

In short, Subpart F is an exception to the deferral tax benefit, and the tax
expenditure at hand is an exception to Subpart F itself for a range of certain
financial services income. The exception applies to taxable years of CFCs
beginning in 1999, and the taxable years of their U.S. shareholders within
which such tax years end.

The revenue estimates reflect the effects of the temporary provisions
allowing a lower tax on repatriation of dividends, discussed under Deferral
of Active Income of Controlled Foreign Corporations.

Impact

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

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

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

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

The banking and insurance exceptions to Subpart F were extended with
a few modifications for one year by the Tax and Trade Relief Extension Act
0f 1998. (The Act was part of Public Law 105-277, the omnibus budget bill
passed in October, 1998.) The modifications include one generally designed
to require that firms using the exceptions conduct “substantial activity” with
respect to the financial service business in question and added a “nexus”
requirement under which activities generating eligible income must take
place within the CFC’s home country. In 1999, Public Law 106-170
extended the provision through 2001. In 2002, Public Law 107-147
extended the provision for five additional years, through 2006. The
American Jobs Creation Act of 2004 added rules permitting, in some
circumstances, certain qualifying activities to be undertaken by related
entities.

Assessment
Subpart F attempts to deny the benefits of tax deferral to income that is

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

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

TREATMENT OF CERTAIN DIVIDENDS OF
REGULATED INVESTMENT COMPANIES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 Q) Q) Q)
2006 0.1 @) 0.1
2007 0.1 @) 0.1
2008 0.1 @) 0.1
2009 . () 0

(") Less than $50 million.
Authorization
Sections 871 and 881.
Description

Regulated investment companies (RICs) are corporations that operate as
passthrough entities and are commonly referred to as mutual funds. These
firms pay no income tax, but the income is taxed to the investors. When
income is favorably treated (such as long term capital gains) a portion of the
dividend can be identified as arising from that income source, providing the

same treatment as if securities had been held directly.

In the case of foreign investors, who are not generally subject to U.S. tax,
the United States imposes a withholding tax at the firm level. This tax is
nominally 30% but can be lowered through treaties. However, the minimum
tax on dividends is 15%. For direct holdings by foreigners, certain types of
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interest (primarily on bank deposits) and certain capital gains are not subject
to the withholding tax.

Foreign investors are generally not subject to federal estate taxes, but the
estate tax does apply to U.S. holdings.

This provision allows RICs to designate portions of their dividend
payments as interest and short term capital gains and also to designate those
portions of their assets that reflect underlying property not associated with
the United States. Essentially, it allows a direct “look-through” treatment
for these assets to achieve the same treatment that would occur if the assets
were held directly rather than through a mutual fund. These provisions do
not apply in certain cases, including those cases when the foreign
shareholder owns 10% or more of the shares, when the country involved
does not share information with the United States, and in certain other
circumstances.

The provisions are effective after 2004 but expire after 2007.

Impact

This provision lowers the taxes on foreign investors in U.S. mutual funds
to the extent the underlying assets qualify for exemption if held directly, for
a temporary period.

Rationale

This provision was enacted as part of the American Jobs Creation Act of
2004 (P.L. 108-357), a bill that repealed the Extraterritorial Income
provision that was found to be an unacceptable export subsidy by the World
Trade Organization. The purpose was to enhance the ability of firms to
compete internationally and to create and preserve manufacturing jobs.

Assessment

The provision should make it easier for foreign persons to invest in the
United States, because mutual funds are an easy way, particularly for smaller
investors, to make such investments. This provision will extend the benefits
of exemption from withholding that apply to certain underlying assets to
mutual fund dividends paid to foreigners.
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General Science, Space, and Technology

TAX CREDIT FOR
QUALIFIED RESEARCH EXPENDITURES

Estimated Revenue Loss*

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 4.8 4.9
2006 0.1 3.0 3.1
2007 @) 1.5 1.5
2008 @) 1.0 1.0
2009 @) 0.4 0.4

*This provision will expire on December 31, 2005; if it is

retained in its present form, the credit’s annual cost is about $3.5
billion.

(O ess than $50 million.
Authorization
Section 41.
Description

A non-refundable, 20-percent income tax credit is allowed for certain

research expenditures paid or incurred in carrying on the trade or business
of a taxpayer. The credit applies only to the taxpayer's qualified research
expenditures for a tax year in excess of a base amount. This amount is

computed by multiplying a fixed ratio, which for established corporations

is research expenditures divided by gross receipts in 1984-1988, by average

gross receipts for the past four years. The base amount cannot be less than

50 percent of current research expenditures, and the fixed ratio may not

exceed 0.16. Corporations lacking the requisite number of tax years from

1984 to 1988 are assigned an initial fixed ratio of 0.03 during the first five

(39)
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tax years in which they have both gross receipts and qualified research
expenses.

Corporations also have the option of claiming an alternative incremental
research tax credit. The credit is equal to the sum of 2.65 percent of a firm’s
qualified research expenditures above 1 percent but not greater than 1.5
percent of its average gross receipts in the four previous years, 3.2 percent
of its qualified research expenditures above 1.5 percent but not greater than
2.0 percent of the same receipts, and 3.75 percent of its qualified research
expenditures that exceed 2.0 percent of the same receipts. In general, firms
can expect to benefit more from the alternative credit than the regular credit
if their qualified research expenditures in the current tax year are slightly
above their base amounts under the regular credit.

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

Not all spending related to qualified research is eligible for the
incremental or alternative credits; qualified spending fits into one of the
following categories:

(1) in-house expenditures by the taxpayer for wages, salaries, and
supplies used in research;

(2) certain time-sharing costs for computers used in research, and

(3) 65 percent of amounts paid by the taxpayer for contract research; the
share rises to 75 percent if non-profit scientific research consortia
perform the research.

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



61

to modify computer software for internal use, foreign research, research
funded by others, and research in the social sciences, arts, or humanities.

If a taxpayer claims a research tax credit and deducts research
expenditures under section 174, then the deduction must be reduced by the
amount of the credit. This reduction, which is tantamount to a basis
adjustment, has the effect of including the credit in a firm’s taxable income.

In addition, payments made by C corporations (including grants or
contributions) for basic research conducted by universities and non-profit
scientific research organizations are eligible for a basic research tax credit.
The credit is equal to 20 percent of these payments above a base amount,
which is defined as the sum of 1 percent of a taxpayer’s in-house and
contract research spending in the base period and any excess of its average
non-basic research contributions to qualified organizations in the base
period, adjusted for increases in the cost of living, over its contributions in
the current tax year. Research expenditures used to compute the basic
research credit may not also be included in those used to compute the regular
or alternative research credits.

The research credit is due to expire on December 31, 2005. It may not be
claimed for eligible expenses paid or incurred after June 30, 1995 and before
July 1, 1996 because the credit was not in effect during that period and has
not been renewed retroactively to cover it.

Impact

The credit has the effect of reducing the net cost to a business of
performing qualified research. While the statutory rate of the credit is 20
percent, the actual reduction in cost is much less than 20 percent owing to
certain rules governing the computation of the credit. After subtracting the
credit from the deduction for research expenditures under section 174, the
credit’s marginal effective rate falls to 13 percent: [0.20 x (1-0.35)]. In
addition, firms whose current ratio of research spending to gross receipts is
more than double the ratio during their base periods are subject to the rule
that their base amounts equal 50 percent or more of qualified research
expenditures in a tax year. For these firms, the marginal effective rate
further shrinks to 6.5 percent. Moreover, since an increase in sales relative
to qualified research expenditures may cause a loss of future credits, the
credit also has the potential to impose a slight tax on sales growth.

Because of its design, the credit does not provide benefits to all firms
undertaking qualified research. For instance, it is of no benefit to firms
whose research expenditures are declining relative to gross receipts, but it
does benefit firms whose research expenditures are increasing relative to
gross receipts. Firms with rapidly growing research expenditures relative to
receipts receive the largest benefits, but no more than 50 percent of
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qualifying expenditures can be eligible for the credit, even if the base
amount is less than 50 percent of current expenditures.

Individuals to whom the credit is properly allocated from a partnership
or subchapter S corporation may use the credit in a particular year to offset
only the tax on their taxable income derived from that business. As aresult,
an individual cannot use a research credit earned from a partnership or S
corporation to offset the tax on income from the other sources.

The credit is claimed mostly by C corporations, while its direct tax
benefits accrue largely to higher-income individuals (see discussion in the
Introduction).

Rationale

Section 41 was enacted as part of the Economic Recovery Tax Act of
1981. Initially, the credit rate was fixed at 25 percent, there was no basis
adjustment, and the base amount was the average of the past three years of
research expenditures. A major justification for such a design was that a
substantial incremental tax credit was needed to overcome the reluctance of
many established companies to bear the significant costs of staffing,
supplies, and certain equipment expenses such as computer charges
associated with initiating or expanding research programs.

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

The Omnibus Reconciliation Act of 1989 made additional important
changes in the credit. Specifically, the act extended the credit through 1990,
allowed the base amount to increase in pace with gross receipts rather than
research expenditures, allowed the credit to apply to research intended to
explore future lines of business as well as to develop current ones, and
provided for the full basis adjustment. The Omnibus Reconciliation Act of
1990 extended the credit through the end of 1991, and the Tax Extension
Act of 1991 further extended it through June 1992. After the credit expired
and was in abeyance for about one year, the Omnibus Budget Reconciliation
Act of 1993 retroactively extended it through June 1995. After the credit
again expired and lapsed for about one year, the Small Business Job
Production Act of 1996 reinstated it retroactively to July 1, 1996 and
extended it through May 31, 1997, leaving a one-year gap in coverage that
still exists. The act also introduced the three-tiered alternative credit and
allowed 75 percent of payments to non-profit research consortia to be
eligible for the credit. The Taxpayer Relief Act of 1997 further extended the
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credit through June 1998, and the omnibus budget bill passed in 1998 (P.L.
105-277) extended the credit through June 1999. After expiring yet again,
the credit was extended to June 30, 2004 by the Ticket to Work and Work
Incentives Improvement Act of 1999 (P.L. 106-170). In October 2004,
President Bush signed into law a tax bill (the Working Families Tax Relief
Act of 2004, P.L. 108-311) that included a provision extending the credit
through December 31, 2005.

Assessment

Among economists and policymakers, there is widespread agreement that
investment in research and development (R&D) has a profound effect on
long-term economic growth through the innovations it spawns. At the same
time, it is thought that private R&D investment is bound to be less than
optimal in a market economy mainly because many firms besides the ones
financing the R&D are likely to capture some of the economic benefits from
research. The nature of the direct results of R&D (i.e., new knowledge or
knowhow) makes it very difficult for firms investing in R&D to prevent
other firms from appropriating some of the returns, even in the presence of
patent protection. There is conclusive evidence that over time, the social
returns to R&D are much larger than the private returns. These findings
suggest that a case can be made on economic grounds for government
subsidies to R&D investments. In the absence of government intervention
in the market for R&D, the private sector would be likely to invest less in
R&D than its potential social returns would warrant. Public subsidies for
R&D (e.g., research tax credits) can remedy this market failure, making
everyone better off.

Sinceits enactment in 1981, the research tax credit has provided in excess
of $1 billion a year in tax subsidies for business R&D investment. The
credit’s effectiveness hinges on the sensitivity of this investment to declines
in its real after-tax cost. Available evidence suggests that in the 1980s at
least, a decline in this cost of one dollar was associated with an increase in
business R&D investment of one to two dollars. Nonetheless, because this
sensitivity may shift over long periods, it is uncertain if R&D investment
remains as responsive today.

Even though the credit can be justified on economic grounds and has
proven to be cost-effective in certain periods, it is open to several criticisms.
First, a tax subsidy may not be the most efficient way to encourage increased
R&D investment, since an open-ended subsidy like the credit does not
necessarily target R&D with the greatest social returns. Second, the lack of
aclear and widely accepted definition of research that qualifies for the credit
increases the likelihood that firms are fraudulently reclassifying some
expenses to make them eligible for the credit. Third, the credit’s marginal
effective rate may be too low to boost business R&D to levels commensurate
with its economic benefits. Finally, the credit’s lack of permanence is
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thought to undermine its effectiveness by heightening the uncertainty
surrounding the expected after-tax returns on prospective R&D investments.
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General Science, Space, and Technology

EXPENSING OF
RESEARCH AND EXPERIMENTAL EXPENDITURES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 4.0 4.1
2006 0.1 5.5 5.6
2007 0.1 6.3 6.4
2008 0.1 6.4 6.5
2009 0.1 6.3 6.4

Authorization
Section 174.
Description

As a general rule, business expenditures to acquire an asset with a useful
life extending beyond a single tax year, such as a machine tool or computer
system, must be capitalized and cannot be deducted in the year the
expenditures are made or incurred. These costs usually are recovered
through depreciation deductions over the useful life of the asset or the sale
or abandonment of the asset.

Under section 174, however, a taxpayer may deduct as a current business
expense certain research expenditures that are paid or incurred in connection
with the taxpayer's trade or business. This treatment is available even
though the research expenditures are likely to generate intangible assets
(e.g., patents) with a useful life extending beyond a single tax year.
Alternatively, a taxpayer may treat these expenditures as deferred expenses
and deduct them on a straight-line basis over a period of 60 months or more;

(67
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this treatment is know as amortization. Treasury regulations define the
expenditures eligible for the deduction as "research and development costs
in the experimental or laboratory sense.” The regulations also specify that
eligible research expenditures include all costs related to “the development
of an experimental or pilot model, a plant process, a product, a formula, an
invention, or similar property, and the improvement of already existing
property.”

Expenditures for the acquisition or improvement of land or for the
acquisition or improvement of depreciable or depletable property to be used
in connection with research cannot be deducted under section 174. In
practice, this means that outlays for structures and equipment used in
research and development (R&D) must be recovered over 15 years and 3
years, respectively, using the depreciation schedules allowed under section
167. In addition, expenditures to ascertain the existence, location, extent,
or quality of mineral deposits, including oil and gas, may not be deducted
under section 174.

The deduction allowed under section 174 is reduced by the amount (if
any) of any credit claimed under section 41 for certain increases in research
expenditures.

Impact

The expensing of research costs under section 174 has the effect of
deferring tax liability, making it the most accelerated form of depreciation.

For example, if a profitable corporation were to spend $1 million on
wages and supplies related to R&D in a tax year, it would be able to deduct
that amount from its taxable income, producing a cash flow (at a 35-percent
marginal tax rate) of $350,000. The value to the corporation of such -
treatment is the amount by which the present value of the immediate
deduction exceeds the present value of the periodic deductions that
otherwise would be taken over the useful life of the asset (such as a patent)
resulting from the research expenditures. Expensing is equivalent to taxing
the returns to an asset at a marginal effective rate of zero. In other words,
under expending, the after-tax and pre-tax return on the investment are the
same.

The direct beneficiaries of this provision obviously are firms that un-
dertake research. For the most part, these tend to be large manufacturing
corporations engaged in developing, producing, and selling technologically
advanced products. As a corporate tax deduction, the benefits of expensing
any capital cost accrue mainly to upper-income individuals (see discussion
in the Introduction).
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Rationale

Section 174 was enacted as part of the Internal Revenue Code of 1954.
The legislative history of the act indicates that Congress was pursuing two
overriding aims in enacting section 174. One was to encourage firms
(especially smaller ones) to invest in R&D; and the second aim was to
eliminate the difficulties and uncertainties facing business taxpayers over the
depreciation of research expenditures under previous tax law.

Assessment

There appears to be no controversy over the desirability of the provision,
reflecting a widespread acceptance of its primary benefits. It simplifies tax
compliance and accounting for business taxpayers by eliminating the
problems of identifying expenditures associated with R&D and assigning
useful lives to any assets created through R&D. Section 174 also stimulates
business R&D investment by boosting after-tax returns to such investment
and increasing the cash flow of firms engaged in R&D. This benefit
addresses the widely held concern that R&D investment is generally
inadequate in a market economy, mainly because of the spillover effects of
R&D. There is some empirical evidence that the social returns to R&D
exceed the private returns.

While these considerations constitute a strong case for subsidizing R&D
investments, they do not necessarily argue in favor of a tax preference like
section 174. A principal shortcoming with R&D tax subsidies like section

174 is that they do not precisely target those investments with the largest
external benefits.
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Energy

EXPENSING OF EXPLORATION AND
DEVELOPMENT COSTS: OIL, GAS, AND OTHER FUELS

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

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

2005 Q) G o5 O 05 O
2006 " G 04 O 04 (O
2007 0 G 04 O 04 O
2008 Q) G 05 O 05 O
2009 0 G 05 O 05 (O
WLess than $50 million.
Authorization

Section 263(c), 291, 616-617, 57(2), and 1254.

Description

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

(71)
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IDCs are amounts paid by the operator for fuel, labor, repairs to drilling
equipment, materials, hauling, and supplies. They are expenditures incident
to and necessary for the drilling of wells and preparing a site for the
production of oil, gas, or geothermal energy. IDCs include the cost to
operators of any drilling or development work done by contractors under any
form of contract, including a turnkey contract. Amounts paid for casings,
valves, pipelines, and other tangible equipment that have a salvage value
cannot be expensed but must be capitalized, i.e., recovered either through
depletion or depreciation. (And as discussed in the subsequent entry on
percentage depletion, amounts expended to purchase a property are depleted
using either percentage or cost depletion.) Geological and geophysical costs
— exploratory costs associated with determining the precise location and
potential size of a mineral deposit — are capitalized.

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

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

Impact
IDCs and other intangible exploration and development costs represent

a major portion of the costs of finding and developing a mineral reserve. In
the case of oil and gas, which historically accounted for 99% of the revenue
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loss from this provision, IDCs typically account for between 75% and 90%
of the costs of creating a mineral asset.

Historically, expensing of IDCs was a major tax subsidy for the oil and
gas industry, and, combined with other tax subsidies such as the depletion
allowance, reduced effective tax rates significantly below tax rates on other
industries. These subsidies provided incentives to increase investment,
exploration, and output, especially of oil and gas.

Oil and gas output, for example, rose from 16% of total U.S. energy
production in 1920 to 71.1% in 1970 (the peak year). Since the early 1970s,
domestic crude oil production has fallen substantially. Coupled with
reductions in income taxes and increased limits on expensing, the value of
this subsidy has been substantially reduced.

Moreover, the alternative minimum tax and additional excise taxes have
raised effective tax rates for oil and gas, although the subsidy still keeps
effective marginal tax rates on oil and gas (especially for independent
producers) below the marginal effective tax rates on other industries in most
cases.

Unlike percentage depletion, this tax expenditure is largely claimed by
integrated oil and gas producers. The at-risk, recapture, and minimum tax
restrictions that have since been placed on the use of the provision have
primarily limited the ability of high-income taxpayers to shelter their income
from taxation through investment in mineral exploration. However, the
exemption for working interests in oil and gas from the passive loss
limitation rules still creates opportunities for tax shelters in oil and gas
investments.

Rationale

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

In 1931, a court ruled that IDCs were capital costs, but permitted
expensing, arguing that the 15-year precedent gave the regulation the force
of a statute. In 1942, Treasury recommended that expensing be repealed, but
the Congress did not take action. A 1945 court decision invalidated
expensing, but the Congress endorsed it (on the basis that it reduced
uncertainty and stimulated mineral exploration) and codified it as section
263(c) in 1954.

Continuation of expensing has been based on the perceived need to
stimulate exploratory drilling, which could increase domestic oil reserves,
reduce imported petroleum, and enhance energy security.
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The Tax Reform Act of 1976 added expensing of IDCs as a tax
preference item subject to the minimum tax. Expensing of IDCs for
geothermal wells was added by the Energy Tax Act of 1978. The Tax
Equity and Fiscal Responsibility Act of 1982 limited expensing for
integrated oil companies to 85%; the remaining 15% of IDCs had to be
amortized over 3 years.

The Deficit Reduction Act of 1984 limited expensing for integrated
producers to 80% of IDCs. This was further limited to 70% by the Tax
Reform Act of 1986, which also repealed expensing of foreign properties.

In 1990, a special energy deduction was introduced, against the
alternative minimum tax, for a portion of the IDCs and other oil and gas
industry tax preference items. For independent producers, the Energy Policy
Act of 1992 limited the amount of IDCs subject to the alternative minimum
tax to 60% (70% after 1993) and suspended the special energy deduction
through 1998. Recent comprehensive energy policy legislation (H.R. 6) has
proposed expansion of certain subsidies for oil and gas, including a proposal
to amortize geological and geophysical costs over two years.

Assessment

IDCs are generally recognized to be capital costs, which, according to
standard economic principles, should be recovered using depletion (cost
depletion adjusted for inflation). Lease bonuses and other exploratory costs
(survey costs, geological and geophysical costs) are properly treated as
capital costs, although they may be recovered through percentage rather than
cost depletion.

Immediate expensing of IDCs provides a tax subsidy for capital invested
in the mineral industry, especially for oil and gas producers, with arelatively
larger subsidy for independent producers.

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

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

Volatile oil prices make oil and gas investments very risky, but this would
not necessarily justify expensing. The corporate income tax does have
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efficiency distortions, but income tax integration may be a more appropriate
policy to address this issue. For the goal of enhancing energy security, one

alternative approach is through an oil stockpile program such as the Strategic
Petroleum Reserve.
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Energy

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

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

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

2005 O 05 O 05 O
2006 M O 05 O 05 O
2007 M O 05 (O 05 (O
2008 MO 06 (O 06 (O
2009 M O 06 (O 06 O

(OLess than $50 million.

Authorization

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

Description

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

There are two methods of calculating this deduction: cost depletion and
percentage depletion. Cost depletion allows for the recovery of the actual
capital investment — the costs of discovering, purchasing, and developing
a mineral reserve — over the period during which the reserve produces

)



78

income. Each year, the taxpayer deducts a portion of the adjusted basis
(original capital investment less previous deductions) equal to the fraction
of the estimated remaining recoverable reserves that have been extracted and
sold. Under this method, the total deductions cannot exceed the original
capital investment.

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

Section 613 states that mineral producers must claim the higher of cost
or percentage depletion. The percentage depletion rate for oil and gas is 15%
and is limited to average daily production of 1,000 barrels of oil, or its
equivalent in gas. For producers of both oil and gas, the limit applies on a
combined basis. For example, an oil producing company with 2003 oil
production of 100,000 barrels, and natural gas production of 1.2 billion
cubic feet (the equivalent of 200,000 barrels of oil) has average daily
production of 821.92 barrels (300,000 + 365 days). Percentage depletion is
not available to large integrated major oil companies — it is available only
for independent producers and royalty owners. An independent producer is
one that does not have refinery operations that refine more than 50,000
barrels of oil per day, and does not have retail oil and gas operations
grossing more than $5 million per year. Beginning in 1990, the percentage
depletion rate on production from marginal wells — oil from stripper wells
(those producing no more than 15 barrels per day, on average), and heavy oil
— was raised. This rate starts at 15% and increases by one percentage point
for each $1 that the price of oil for the previous calendar years falls below
$20 per barrel (subject to a maximum rate of 25%). This higher rate is also
limited to independent producers and royalty owners, and for up to 1,000
barrels, determined as before on a combined basis (including non marginal
production).

Percentage depletion is limited to 65% of the taxable income from all
properties for each producer. A second limitation, the 100% net-income
limitation, which applied to each individual property rather than to all the
properties, was retroactively suspended for oil and gas production from
marginal wells by the Working Families Tax Relief Act of 2004 (H.R.
1308) through December 31, 2005. From 1998-2003, the 100% net-income
limitation had also been suspended, but this expired on January 1, 2004.
Since 1990, transferred properties have been eligible for percentage
depletion. The difference between percentage depletion and cost depletion
is considered a subsidy. It was once a tax preference item for purposes of
the alternative minimum tax, but this was repealed by the Energy Policy Act
of 1992 (P.L. 102-486)
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The percentage depletion allowance is available for many other types of
fuel minerals, at rates ranging from 10% (coal, lignite) to 22% (uranium).
The rate for regulated natural gas and gas sold under a fixed contract is 22%,;
the rate for geo-pressurized methane gas is 10%. Oil shale and geothermal
deposits qualify for a 15% allowance. The net-income limitation to
percentage depletion for coal and other fuels is 50%, as compared to 100%
for oil and gas. Under code section 291, percentage depletion on coal mined
by corporations is reduced by 20% of the excess of percentage over cost
depletion.

Impact

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

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

The 1975 repeal of percentage depletion for the major integrated oil
companies, and declining oil production, means that the value of this tax
subsidy has been greatly reduced in the last 30 years. The reduction in the
depletion allowance to 15% in 1984 means that independent producers
benefit from it much less than they used to, although independents have
increased their share of total output, and they qualify for the higher depletion
rate on marginal production. Most recently, high oil and gas prices may have
raised somewhat the subsidy value of percentage depletion to the
independents. In addition, cutbacks in other tax benefits and additional
excise taxes have raised effective tax rates in the mineral industries,
although independent oil and gas producers continue to be favored.
However, the exemption for working interests in oil and gas from the
passive loss limitation rules still creates opportunities for tax shelters in oil
and gas investments.

Undoubtedly, these cutbacks in percentage depletion contributed to the
decline in domestic oil production, which peaked in 1970 and recently
dropped to a 30-year low. Percentage depletion for other mineral deposits
was unaffected by the 1975 legislation. Nevertheless, in an average year
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more than half the percent revenue loss is a result of oil and gas depletion.
The value of this expenditure to the taxpayer is the amount of tax savings
that results from using the percentage depletion method instead of the cost
depletion method.

Percentage depletion has little, if any, effect on oil prices, which are
determined by supply and demand in the world oil market. It may bid up the
price of drilling and mining rights.

Rationale

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

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

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

In 1921, because of concern with the size of the allowances, discovery
depletion was limited to net income; it was further limited to 50% of net
income in 1924. Due to the administrative complexity and arbitrariness of
the method, and due to its tendency to establish high discovery values, which
tended to overstate depletion deductions, discovery value depletion was
replaced in 1926 by the percentage depletion allowance, at the rate of
27.5%.

In 1932, percentage depletion was extended to coal and most other
minerals. In 1950, President Truman recommended that the depletion rate
be reduced to 15%, but Congress disagreed. In 1969, the top depletion rates
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were reduced from 27.5% to 22%, and in 1970 the allowance was made
subject to the minimum tax.

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

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

The Omnibus Budget and Reconciliation Act of 1990 introduced the
higher depletion rates on marginal production, raised the net income
limitation from 50% to 100%, and made the allowance available to
transferred properties. These liberalizations were based on energy security
arguments. The Energy Policy Act of 1992 repealed the minimum tax on
percentage depletion. The Taxpayer Relief Act of 1997 suspended the 100%
taxable income limitation for marginal wells for two years, and further
extensions were made by the Ticket to Work and Work Incentives
Improvement Act of 1999 and the Job Creation and Worker Assistance Act
of 2002. The On Working Families Tax Relief Act of 2004 (H.R. 1308)

retroactively suspended the 100% net-income limitation through December
31, 2005.

Assessment

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

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

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

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

To address national security concerns, one alternative is an oil stockpile
program such as the Strategic Petroleum Reserve.
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Energy
TAX CREDIT FOR ENHANCED RECOVERY COSTS

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 0.1 0.2 0.3
2006 0.1 0.3 0.4
2007 0.1 03 0.4
2008 0.1 0.3 0.4
2009 0.1 0.4 0.5
Authorization
Section 43.
Description

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

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

Qualifying EOR costs include the following costs, which are associated
with an EOR project: 1) the costs of tangible equipment — equipment that

(85)
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would otherwise qualify for depreciation; 2) intangible drilling and
development costs (i.e., labor, supplies and repairs); and 3) the costs of the
injectants. For purposes of the credit, the costs of the injectants include
expenditures related to the use of a tertiary injectant as well as expenditures
related to the acquisition (whether produced or acquired by the purchaser)
of the tertiary injectant. The project must be located in the United States,
and involve the application of sound engineering principles (as certified by
a petroleum engineer).

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

The EOR credit is allowable provided that the average wellhead price of
crude oil (using West Texas Intermediate as the reference) in the year before
credit is claimed, is below the statutorily established threshold price of $28
(as adjusted for inflation since 1990), in the year the credit is claimed. Thus,
with average wellhead oil prices for 2003 ($27.56) below $36.27 ($28 times
the inflation adjustment factor of 1.2952 for 2004), the EOR credit is fully
available in 2004. The EOR credit is phased out over a $6 range,
proportionately as the average wellhead price — this is referred to as the
reference price — rises from the inflation-adjusted threshold price plus
$6/barrel. Thus, had the price of West Texas intermediate oil been above
$36.27 (when the phase-out range would have been $36.27-$42.27), the
EOR credit for 2004 would have been reduced by the proportion this excess
represented to $6. To illustrate, had oil prices averaged $39.27/barrel in
2003, the EOR credit would have been reduced by 50% [($39.27 -
$36.27)/$6].

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

Impact

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

Rationale

The EOR credit was enacted as part of the Omnibus Budget
Reconciliation Act of 1990 to increase the domestic supply of oil, to reduce
the demand for imported oil, to make the United States less dependent upon
Persian Gulf producers and other unreliable foreign oil producers, and to
enhance the energy security of the United States. Another motive for this
provision may have been to help the oil and gas industry, which had, at the
time, not fully recovered from the 1986 oil price collapse. The Crude Oil
Windfall Profits Tax of 1980 (P.L. 96-223) provided that some EOR costs
would be deductible in the year incurred, rather than capitalized; prior to this
legislation tax law treatment — whether EOR expenses should be deductible
or capitalized — was unclear. The American Jobs Creation Act of 2004
(H.R. 4520) expanded the EOR credit to include Alaskan natural gas
processing plant expenses. (Natural gas needs to be treated prior to injection
into a pipeline to remove any propane, CO2, sulfur, and other contaminants,
which hinder its ability to be transported via pipeline). This expansion was
part of a broader package of tax incentives and loan guarantees for a natural
gas pipeline from Alaska's North Slope to the Lower 438 states.

Assessment

EOR holds considerable promise for recovering billions of barrels of oil
still residing in abandoned oil fields. Oil production in the United States,
which peaked in 1970 and has since declined by about 50%, has continued
to drop in recent years. Foreign oil supplies now account for over half of
U.S. oil demand. The United States, once the world's leading oil producer
and exporter, has been depleting its oil reservoirs and is now the high-
marginal-cost oil producer.

U.S. production of oil by EOR methods has nearly doubled over the last
20 years, growing from about 450,000 barrels per day to nearly 800,000
barrels per day in 2003. At that level, EOR production comprises about 13%



88

of total domestic production. The smaller percentage decline in EOR oil
output relative to conventional oil means that EOR oil output will grow
somewhat over the next 10 years as a fraction of total domestic production.
It is estimated, however, that nearly 400 billion barrels of oil (nearly half of
the estimated total oil reserves in place and more than double cumulative
U.S. production since the first oil well was discovered and produced) remain
in abandoned reservoirs, significantly more than the known reserves of oil
recoverable by conventional primary and secondary methods. Further, it is
estimated that 10% of that oil consists of known recoverable reserves that
could be produced with current EOR techniques if the financial incentives
were there.

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

TAX CREDIT FOR
PRODUCTION OF NON-CONVENTIONAL FUELS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.2 1.0 1.2
2006 0.3 1.1 1.4
2007 03 1.3 1.6
2008 0.1 0.5 0.6
2009 @) 0.1 0.1

(*) Less than $50 million
Authorization
Section 29.
Description

Section 29 provides for a production tax credit of $3 per barrel of
oil-equivalent (in 1979 dollars) for certain types of liquid, gaseous, and solid
fuels produced fromalternative energy sources, and sold to unrelated parties.
This credit is also known as the non-conventional fuels credit, or more
simply, the "section 29 credit." The full credit is available if oil prices fall
below $23.50 per barrel (in 1979 dollars); the credit is phased out as oil
prices rise above $23.50 (in 1979 dollars) over a $6 range (i.¢., the inflation-
adjusted $23.50 plus $6).

€3]
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Both the credit and the phase-out range are adjusted for inflation
(multiplied by an inflation adjustment factor) since 1979. With an inflation
adjustment factor of 2.1336 (meaning that inflation, as measured by the
Gross National Product deflator, has more than doubled since 1979), the
credit for 2003 production is $6.40 per barrel of oil equivalent, which is the
amount of the qualifying fuel that has a British thermal unit content of 5.8
million. The credit for gaseous fuels is about $1.13 per thousand cubic feet
(mcf). The credit for tight sands gas is not indexed to inflation; it is fixed
at the 1979 level of $3 per barrel of oil equivalent (about $0.50 per mcf).
With the reference price of oil, which was $27.56/barrel for 2003, below the
inflation adjustment phase-out threshold oil price of $50.13 for 2003 ($23.50
multiplied by 2.1333), the full credit of $6.40 per barrel of equivalent was
available for qualifying fuels.

Qualifying fuels include synthetic fuels (either liquid, gaseous, or solid)
produced from coal, and gas produced from either geopressurized brine,
Devonian shale, tight formations, or biomass. Synthetic fuels from coal,
either liquid, gaseous, or solid, are also qualifying fuels provided that they
meet the statutory and regulatory requirement that they undergo a significant
chemical transformation, defined as a measurable and reproducible change
in the chemical bonding of the initial components. In most cases, producers
apply a liquid bonding agent to the coal or coal waste (coal fines), such as
diesel fuel emulsions, pine tar, or latex, to produce the solid synthetic fuel.
The coke made from coal and used as a feedstock, or raw material, in steel-
making operations also qualifies as a synthetic fuel as does the breeze
(which are small pieces of coke) and the coke gas (which is produced during
the coking process). Depending on the precise Btu content of these synfuels,
the section 29 tax credit could be as high as $26/ton or more, which is a
significant fraction of the market price of coal. Qualifying fuels must be
produced within the United States.

The section 29 credit for gas produced from biomass, and synthetic fuels
produced from coal or lignite, is available through December 31, 2007,
provided that the facility was placed in service before July 1, 1998, pursuant
to a binding contract entered into before January 1, 1997. The section 29
credit used to apply to oil produced from shale or tar sands, and coalbed
methane (a colorless and odorless natural gas that permeates coal seams and
that is virtually identical to conventional natural gas). But for these fuels the
credit terminated on December 31, 2002 (and the facilities had to have been
placed in service (or wells drilled) by December 31, 1992).

The section 29 credit is offset (reduced) by other types of government
subsidies that a taxpayer may benefit from: government grants, subsidized
or tax-exempt financing, energy investment credits, and the enhanced oil
recovery tax credit that may be claimed with respect to such project. Finally,
the credit is nonrefundable and cannot be used to offset a taxpayer's
alternative minimum tax liability. Any unused section 29 credits generally
may not be carried forward or back to another taxable year. (However, under
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the minimum tax section 53, a taxpayer receives a credit for prior-year
minimum tax liability to the extent that a section 29 credit is disallowed as
a result of the operation of the alternative minimum tax.)

Impact

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

However, to date, the credits have not stimulated production of fuels,
such as shale oil or heavy oil, that would substitute for petroleum. These and
other non-conventional fuels are still generally too costly to be profitably
produced at current oil prices. With the exception of coalbed methane, tight
sands gas, and “synfuels” from coal, the credit's effects have, generally, not
been sufficient to offset the disincentive effects of relatively low and
unstable oil prices, and the high cost of alternative fuels production.
Recently high crude oil prices (over $50/barrel in October 2004) might, if
they remain high and stable, render some of the nonconventional petroleum

fuels competitive, which might stimulate production even without a tax
credit.

The primary supply effects of the section 29 tax credit have been on non-
conventional gases, particularly of coalbed methane, tight sands gas, and
shale gas. The credit has increased drilling for these gases, and added to total
natural gas reserves. Inthe case of coalbed methane the combined effect of
the large tax credit (the credit of $1.00 per mcf was, at times, 100% of
natural gas prices) and declining production costs (due to technological
advances in drilling and production techniques) has helped boost production
from 0.1 billion cubic feet in 1980 to 1.6 trillion cubic feet in 2003. More
recently, favorable rulings by the Internal Revenue Service have increased
the production of solid “synthetic” fuels from coal, which has increased the
supply of these fuels for use as a feedstock in steel-making operations and
in electricity generation. The credit for coalbed methane benefits largely oil
and gas producers, both independent producers and major integrated oil
companies, and coal companies. Many oil and gas companies, such as DTE
Energy, Phillips Petroleum, and the Enron Corporation, used section 29 tax
credits to help reduce their effective tax rates.
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Rationale

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

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

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

The section 29 credit’s "placed-in-service" rule has been amended several
times in recent years. The original 1980 windfall profit tax law established
a placed-in-service deadline of December 31, 1989. This was extended by
one year to December 31, 1990, by the Technical and Miscellaneous
Revenue Act of 1988 (P.L. 100-647). That deadline was extended to
December 31, 1991, as part of OBRA, the Omnibus Budget Reconciliation
Act 0f 1990 (P.L.101-508). The Energy Policy Act of 1992 (P. L.102-486)
extended coverage for facilities for biomass and fuels produced from coal
through 1997 and extended the credit on production from these facilities
through 2007. The Small Business Jobs Protection Act of 1996 (P.L. 104-
188) further extended the placed-in-service rule by an additional eighteen
months. In Rev. Proc. 2001-30 and 2001-34, the Internal Revenue Service
implemented regulations that permitted greater production of solid synthetic
fuels from coal to qualify for the section 29 credit. Some have questioned
the scientific validity of these rules and have christened the process “spray
and pray.”

A significant expansion and extension of the section 29 tax credit has
been proposed as part of comprehensive energy policy legislation (H.R. 6,
108™ Congress and various other versions of such legislation.) But, with the
exception of the addition of refined coal (which was originally part of the
sections of comprehensive energy legislation that would have amended the
section 29 credit) to the section 45 renewable electricity tax credit, these
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proposals have not been enacted. (A discussion of the section 45 tax credit
appears elsewhere in the Energy section of this compendium.)

Assessment

The credit has significantly reduced the cost and stimulated the supply of
unconventional gases — particularly of coalbed methane from coal seams
not likely to be mined for coal in the foreseeable future, and of tight sands
gas and shale gas. Due to recently tight natural gas markets and relatively
high prices, these additional supplies might have kept natural gas prices
from rising even more. In general, much of the added gas output has
substituted for domestic conventional natural gas rather than for imported
petroleum, meaning that the credit has basically not achieved its underlying
energy policy objective of enhancing energy security. More recently,
additional supplies of domestic unconventional gases may be substituting for
imported LNG (liquefied natural gas). Declining conventional natural gas
production in Texas, New Mexico, Oklahoma, Louisiana, and the Gulf of
Mexico has been partially offset by increases in Colorado and Wyoming,
reflecting the growing prominence of unconventional sources such as tight
sands, shales, and coalbeds. Unconventional gas production, currently at
nearly 5 trillion cubic feet (1/4 of total domestic production), is projected
to increase at the fastest rate of any other type of natural gas, largely because
of expansion of unconventional gases from the Rocky Mountain region.

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

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

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 - Q) Q)
2006 - " O
2007 - " Q)
2008 - 9 Q)
2009 - @) O

(")Less than $50 million.
Authorization

Section 38, 40, 87, 196, 6426.

Description

There are three income tax credits for alcohol-based motor fuels: the
alcohol mixtures credit, the pure alcohol fuel credit, and the small ethanol
producer credit. The existing alcohol mixture (or blender's) credit and the
pure alcohol fuel credit is 52¢ per gallon of ethanol (60¢ for methanol) of at
least 190 proof, and 38.52¢ for each gallon of alcohol between 150 and 190
proof (45¢ for methanol). No credit is available for alcohol that is less than
150 proof. The 52¢ credit is reduced to 51¢ for 2005-2007 (37.78¢ for
ethanol between 150 and 190 proof). The alcohol mixtures credit is available
to the blender (who typically is either the refiner, wholesale distributor or
marketer); the pure (or “neat”) alcohol credit may only be claimed by the
consumer or retail seller.

Current tax law also provides for a tax exemption that is equivalent to the
fuel ethanol tax credits, and which may be claimed in lieu of the tax credits.

CH)
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For 90/10 mixtures (90% gasoline, 10% ethanol) the exemption is 5.2¢ per
gallon of the blend — the blend is taxed at 13.2¢ per gallon, 5.2¢ less than
the full rate of 18.4¢ per gallon on gasoline blends. The exemption may also
be claimed against the 24.4¢ per gallon tax on diesel blends — the tax rate
would be 19.2¢ after the exemption — but very little, if any, of these blends
are actually produced. The 5.2¢ exemption is pro-rated for blends of 7.7%
and 5.7% ethanol and gasoline, proportions necessary to comply with
requirements for oxygenated and reformulated gasolines under the Clean Air
Act. The current 5.2¢ exemption, which is equivalent to 52¢ per gallon of
ethanol, is generally claimed up front on sales of gasoline loaded onto tanker
trucks. Blenders prefer to claim the exemption, rather than the tax credit,
because its benefits accrue immediately upon the purchase of the fuels for
blending rather than when the tax return is filed. Also, the exemption is not
treated as taxable income, whereas the credits have to be reported as taxable
income, and are thus taxed.

For fuel ethanol, current law also provides for a production tax credit in
the amount of 10¢ per gallon of ethanol produced, and sold for use as a
transportation fuel. This credit, called the “small ethanol producer credit,”
is limited to the first 15 million gallons of annual alcohol production for
each small producer, defined as one with a production capacity of under 30
million gallons. This is in addition to any blender’s tax credit claimed on
the same fuel. The small ethanol producer’s tax credit currently does not
flow through to the members of a farmers’ cooperative, which means that
the current system of ethanol incentives effectively is of no benefit to such
cooperatives.

A 1990 IRS ruling allowed mixtures of gasoline and ETBE (Ethyl
Tertiary Butyl Ether) to qualify for the 52¢ blender's credit. ETBE is a
compound that results from a chemical reaction between ethanol (which
must be produced from renewables under this ruling) and isobutylene.
ETBE is technically feasible as a substitute for ethanol or MTBE (Methyl
Tertiary Butyl Ether) as a source of oxygen in gasoline regulated under the
Clean Air Act (CAA). Currently, MTBE is the preferred oxygenate,
although ethanol is also used in some regions of the United States,
particularly in the Midwest. MTBE has, however, recently been linked to
groundwater contamination and is banned in some states.

The alcohol fuels tax credits must be included as income, and are taxable,
under section 87. Also, the alcohol credits are components of the general
business credit and are subject to the limitations and the carry- back and
carry-forward rules of that credit. Under tax code section 196, any credit
amount that is unused because of these limitations may be claimed as a
deduction in the subsequent tax year.

Effective on January 1, 2005, the existing blender’s and “neat” alcohol
tax credits are part of a reformed system of tax incentives for fuel ethanol
called the “volumetric ethanol excise tax credit.” This new system will 1)
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repeal the exemptions, 2) allow the existing alcohol fuel mixtures credits to
be claimed against the full excise taxes, and 3) create two new tax credits for
biodiesel: a credit for biodiesel fuel mixtures (blends of biodiesel and
petroleum diesel) and a credit for unblended (pure) biodiesel either used or
sold at retail by the taxpayer. The biodiesel mixtures credit is 50¢ per gallon
of biodiesel made from recycled oils and $1.00 per gallon of biodiesel made
from virgin oils — so called “agri”-biodiesel. Currently, no such credit for
biodiesel exists under current law, and biodiesel used as a transportation fuel
is taxed at the full rate of 24.4¢ per gallon. Thus, effective on January 1,
2005, the reduced rates of excise taxes (i.e., the exemptions) for
alcohol-blended fuels are repealed — blenders will pay the full rate of tax
on gasoline and diesel purchases (18.4¢ and 24.4¢, respectively) — and
claim the respective tax credits on each gallon of ethanol and biodiesel
intended to be blended with gasoline and petroleum diesel, respectively.
The sum of the tax credits is to be applied against any applicable excise tax
liability — either the 18.4¢ per gallon or 24.4¢ per gallon tax on gasoline or
diesel, respectively. Taxpayers are to file a claim for a refund of these tax
credits, which must be paid within 45 days, after which interest begins to
accrue. Both the restructured fuel ethanol tax credits and the new biodiesel
tax credits are part of the general business credit and subject to its limits.
Also, the taxability of the credits as income would continue to apply; they
would also apply to the new biodiesel tax credits.

The provisions restructuring the tax incentives for fuel ethanol and
introducing the biodiesel tax credits are effective for fuel produced, sold, or
used after December 31, 2004 and before January 1, 2007 for biodiesel and
before January 1, 2011, for fuel ethanol. This means that the biodiesel tax
credits, and the fuel ethanol blender’s tax credits expire on these dates,
respectively.

In all cases, the alcohol fuels tax credits apply to biomass ethanol
(alcohol from renewable resources such as vegetative matter), and to
methanol derived from biomass, including wood. Alcohol derived from
petroleum, natural gas, or coal (including peat) does not qualify for either
the current (or the restructured) tax credits or the current exemption. Most
economically feasible methanol is derived primarily from natural gas;
methanol from renewable resources is generally too costly to produce
economically. The effect of this is to exclude most of actual methanol
production from the tax incentives. However, methanol derived from
methane gas produced from landfills is not alcohol produced from natural
gas, and is included for credit purposes. About 90% of current biomass
ethanol production is derived from corn. Most biodiesel is made from
either recycled or virgin vegetable oil, but biodiesel made from animal fats
also qualifies for the biodiesel tax credits. Agri-biodiesel is derived from
virgin oils including esters derived from corn, soybeans, sunflower seeds,
and other agricultural products.
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Impact

The fuel ethanol tax subsidies increase the demand for ethanol, which
further raise its price (on a before-tax basis) and increase the output of
ethanol. After taxes, however, the net price of ethanol to the blender is
comparable to the wholesale price of gasoline and to other blending
components. Thus, the effect of the subsidies is to create a market for
ethanol producers, such as Archer Daniels Midland, who supply the ethanol
to the blenders. It should be noted that although ethanol producers do not
claim the tax credits, the economic benefit of the subsidies accrues primarily
to them. Most of the alcohol fuel produced in the United States is ethanol;
about 90% of it is produced from corn, which is the cheapest feedstock.
Large quantities of methanol are also produced but almost all of that comes
from natural gas and is thus disqualified from the tax credit. Very little
methanol is produced from qualifying biomass, as it is too costly.

Production of ethanol as a motor fuel, most of which is a gasoline blend,
has increased from about 40 million gallons in 1979 to 1.7 billion gallons in
2001, and to 2.8 billion gallons in 2003. This represents about 2.1% of the
gasoline consumption of nearly 133 billion gallons, but at 10%, 7.7%, and
5.7% blends, ethanol is used in a significant fraction of the total gasoline
market. The initial growth in ethanol production was mostly due to the
federal excise tax exemption, the excise tax exemptions at the state and local
level, tariffs on imported ethanol, and to the high oil prices in the late 1970s
and early 1980s, rather than to the alcohol fuels tax credits, which have been
little used. More recently environmental policy — Clean Air Act
requirements for reformulated and oxygenated fuels — and the banning of
MTBE have also increased demand for fuel ethanol.

Allowing ETBE to qualify for the blender's tax credit, the banning of
MTBE, and the retention of the oxygenate requirement is projected to
further stimulate the production of ethanol for use as an oxygen source for
reformulated gasoline, and thus to reduce the production and importation of
MTBE, an alternate oxygen source made from natural gas. If this occurs, it
would increase the share of the U.S. corn crop allocated to ethanol
production above the current 10%. It would also increase federal revenue
losses from the alcohol fuels credits, which heretofore have been negligible
due to blenders’ use of the exemption over the credit.

Under the modified tax incentives, the ethanol blender’s tax credits
against the excise tax are roughly equivalent to the value of the excise tax
exemption on each gallon of ethanol, but the tax restrictions under the
general business credit, and the inclusion of the credit itself in income, will
reduce the economic value of the tax credits. For biodiesel, however, which
had no tax subsidies prior to the restructuring, the new tax credits are
potentially of significant economic benefit, even with the requirement that
they be taxable income.
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Rationale

The alcohol fuels tax credits were intended to complement the excise-tax
exemptions for alcohol fuels enacted in 1978. These exemptions provided
the maximum tax benefit when the gasohol mixture was 90% gasoline and
10% alcohol. Subsequent tax law changes have provided a prorated
exemption to blends of 7.7% and 5.7% alcohol, so that ethanol used to meet
the CAA requirements for reformulated and oxygenated gasolines receives
the maximum tax benefit. Under the restructured incentives, these prorated
exemptions will no longer be used.

The Congress wanted the credits to provide incentives for the production
and use of alcohol fuels in mixtures that contained less than 10% alcohol.
The Congress also wanted to give tax-exempt users (such as farmers) an
incentive to use alcohol fuel mixtures instead of tax-exempt gasoline and
diesel. Ethanol-blended gasoline leads to greater reductions in carbon
monoxide than does MTBE-blended gasoline. Ethanol-blended gasoline,
however, has relatively higher evaporative emissions, as compared with
reformulated gasoline with MTBE, which cause increases in the ozone-
forming potential of volatile organic compounds, which leads to increased
ozone (smog) formation.

Both the credits and excise-tax exemptions were enacted to encourage the
substitution of alcohol fuels produced from renewables for petroleum-based
gasoline and diesel. The underlying policy objective is, as with many other
energy tax incentives, to reduce reliance on imported petroleum and to
contribute to energy independence. In addition, the Congress wanted to help
support farm incomes by finding another market for corn, sugar, and other
agricultural products that are the basic raw materials for alcohol production.
About 1 billion bushels of corn per annum are used to produce fuel ethanol,
over 10% of the total corn crop. The increased demand for corn will raise
the price of all corn and increase annual income from corn farming by at
much as $5 billion or more. The rationale for the biodiesel tax credits is to
provide tax incentives to create an environmentally friendly substitute for
conventional diesel fuel, while also creating additional markets for farm
products.

The alcohol fuels mixture credit and the pure alcohol fuels credit were
enacted as part of the Crude Oil Windfall Profit Tax of 1980 (P.L.96-223),
at the rate of 40¢ per gallon for alcohol that was 190 proof or more, and 30¢
per gallon for alcohol between 150 and 190 proof. The credits were
increased in 1982 and 1984. The Omnibus Reconciliation Act of 1990 (P.L.
101-508) reduced the credits to 54¢ and 40¢ and introduced the 10¢ per-
gallon small ethanol producer credit. The Transportation Equity Act for the
21 Century (P.L. 105-178) reduced the blender’s tax credit from 54¢ credit
to its current rate of 52¢, and to 51¢ beginning in 2005.
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The American Jobs Creation Act 0f2004 (P.L. 108-357) reformed the tax
incentives for fuel ethanol, by, in effect, treating the tax credits as if they
were payments of excise tax liability. The rationale for the restructuring was
to increase revenues for the Highway Trust Fund (HTF). Consumption of
fuel ethanol blends results in revenue losses to the HTF in the amount of the
5.2¢ exemption times the quantity of fuel ethanol blends used. In addition,
under tax code sections enacted in 1990, 2.5¢ of the taxable portion of the
tax (the 13.2¢ for 90/10 fuel ethanol blends) was retained in the general
fund. Thus, in total, the HTF loses, under current law, 7.7¢/gallon of fuel
ethanol blends (5.2¢ plus 2.5¢). Under the restructured incentives, tax
revenue losses accrue to the general fund, rather than the HTF. The
American Jobs Creation Act of 2004 also introduced the biodiesel fuel tax
credits, and allowed, for the first time, the small ethanol producer’s tax
credit to flow through to members of a farmer’s cooperative.

Assessment

The alcohol fuels tax credits were enacted as part of President Carter’s
National Energy Program to increase the development and use of a domestic
renewable fuel as a substitute for imported petroleum motor fuels, which
account for the bulk of petroleum consumption and imports. The subsidies
lower the cost of producing and marketing ethanol fuels that would
otherwise not be competitive. They target one specific alternative fuel over
many others — such as methanol, liquefied petroleum gas, compressed
natural gas, or electricity — that could theoretically substitute for gasoline
and diesel. Alcohol fuel is a more costly fuel or fuel additive, as compared
with alternatives such as MTBE, especially when total resource costs,
including revenue losses, are factored in. Alcohol fuels also require
substantial energy to produce, thereby diminishing the net overall
conservation effect.

These incentives originated as energy security measures — reducing
dependence on petroleum imports — but their effects in expanding farm
incomes (due to the increase in corn demand, and a higher corn price for all
corn output) has not been overlooked by policymakers. To the extent that the
credits induce a substitution of domestically produced ethanol for petroleum
based motor fuels they reduce petroleum imports and provide some
environmental gains, although not necessarily more than other alternative
fuels. However, the significance of this has been questioned because of the
high energy intensity of ethanol production technologies. So far, it is the
excise tax exemptions, rather than the credits, that have provided these
stimulative effects so far.

At 52¢ per gallon of alcohol, the subsidy is approximately $22 per barrel
of oil displaced, which, up until recently, has been similar to the average
domestic oil prices (for example, crude oil prices averaged $27.56 in 2003).
Tax subsidies are generally an inefficient way of dealing with energy
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security or environmental concerns, and this is also the case with the alcohol
fuels tax subsidies, which do not directly address the external costs of
petroleum motor fuels production, use, and importation. Providing tax
subsidies for one type of fuel over others could further distort market
decisions and engender an inefficient allocation of resources, even if doing
so produces some energy security and environmental benefits.

Substantial losses in federal tax revenue, and additional economic
distortions in fuels markets, are likely to result in the future if there is
increased production of ethanol or ETBE in place of its lower-cost
alternative, MTBE. This substitution would reduce imports of MTBE and
improve the trade balance, and lessen the threat of MTBE groundwater
contamination, but would not reduce petroleum imports (which is the
underlying goal of the credits) since MTBE is made primarily from natural
gas.
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Energy

EXCLUSION OF INTEREST ON STATE AND LOCAL
GOVERNMENT INDUSTRIAL DEVELOPMENT BONDS
FOR ENERGY PRODUCTION FACILITIES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 0.1 0.2
2006 0.1 0.1 0.2
2007 0.1 0.1 0.2
2008 0.1 0.1 0.2
2009 0.1 0.1 0.2

Authorization

Sections 103, 141, 142, and 146 of the Internal Revenue Code of 1986.

Description

Interest income on State and local bonds used to finance the construction

of certain energy facilities is tax exempt. These energy facility bonds are
classified as private-activity bonds, rather than as governmental bonds,
because a substantial portion of their benefits accrues to individuals or
business rather than to the general public. For more discussion of the
distinction between governmental bonds and private-activity bonds, see the
entry under General Purpose Public Assistance: Exclusion of Interest on

Public Purpose State and Local Debt.

These bonds may be issued to finance the construction of hydroelectric

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

(105)
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be issued to finance solid waste disposal facilities that produce electric
energy.

These exempt facility bonds generally are subject to the State private-
activity bond annual volume cap. Bonds issued for government-owned solid
waste disposal facilities are not, however, subject to the volume cap.

Impact

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

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

Rationale

The Crude Oil Windfall Profits Tax Act of 1980 used tax credits to
encourage the private sector to invest in renewable energy sources. Because
State and local governments pay no Federal income tax, Congress in this Act
authorized governmental entities to use tax-exempt bonds to reduce the cost
of investing in hydroelectric generating facilities.

The portion of the facility eligible for tax-exempt financing ranged from
100 percent for 25-megawatt facilities to zero percent for 125-megawatt
facilities.

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

Assessment

Any decision about changing the status of these two eligible private
activities would likely consider the Nation's need for renewable energy
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sources to replace fossil fuels, and the importance of solid waste disposal in
contributing to environmental goals.

Even if a case can be made for a federal subsidy of energy production
facilities based on underinvestment at the State and local level, it is
important to recognize the potential costs. As one of many categories of tax-
exempt private-activity bonds, those issued for energy production facilities
increase the financing cost of bonds issued for other public capital. With a
greater supply of public bonds, the interest rate on the bonds necessarily
increases to lure investors. In addition, expanding the availability of tax-
exempt bonds increases the range of assets available to individuals and
corporations to shelter their income from taxation.
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EXCLUSION OF ENERGY CONSERVATION SUBSIDIES
PROVIDED BY PUBLIC UTILITIES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 " - "
2006 " - "
2007 Q)] - "
2008 Q)] - Q)
2009 @) - O

(MLess than $50 million.
Authorization
Section 136.
Description

Gross income does not include the value of any subsidy provided

(directly or indirectly) by a public utility to a customer for the purchase or
installation of any energy conservation measure. An energy conservation
measure is any installation or modification primarily designed to reduce
consumption of electricity or natural gas or to improve the management of

energy demand with respect to a dwelling unit.

To the extent that an energy conservation expenditure by a taxpayer
qualifies for this exclusion, tax law denies any other tax benefits on the same
expenditure, and requires a reduction in the adjusted basis of the property to

which the energy conservation devices were added.

(109)
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Impact

The exclusion reduces the total cost of energy-efficiency devices
provided under programs by utilities to conserve energy, since, absent such
provisions, the value of the rebates or other incentives provided by the utility
would be included in the customer’s gross income and subject to tax.
Depending on the marginal tax rate of the customer, the tax saving could be
as much as one-third the value of the subsidy. While beneficiaries will be
primarily residential customers, the exclusion applies to dwelling units and
so could also be claimed by businesses that own condominiums, or
apartments, for example.

Rationale

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

Assessment

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

There may be a market failure in tenant-occupied homes, if the tenant
pays for electricity separately. Inrental housing, the tenant and the landlord
lack strong financial incentives to invest in energy conservation equipment
and materials, even when the benefits clearly outweigh the costs, because the
benefits from such conservation may not entirely accrue to the party
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undertaking the energy-saving expenditure and effort. Builders and buyers
may also lack sufficient information, a problem which is discussed below.

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

These market failures may lead to underinvestment in conservation
measures in rental housing and provide the economic rationale for Internal
Revenue Code (IRC) §136. Without such explicit exclusion, such subsidies
would be treated as gross income and subject to tax. This exclusion,
however, applies both to owner-occupied and to rental housing.
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TAX CREDIT FOR INVESTMENTS
IN SOLAR AND GEOTHERMAL ENERGY FACILITIES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 " Q) Q)
2006 9 Q) "
2007 O " "
2008 Q) Q) Q)
2009 O @) @)

() Less than $50 million.
Authorization
Sections 46 and 48.
Description

Sections 46 and 48 provide for a non-refundable 10% income-tax credit
for business investment in solar and geothermal energy equipment. Solar
equipment is defined as equipment that generates electricity directly
(photovoltaic systems), or that heats, cools, or provides hot water in a
building, and equipment that provides solar process heat. Geothermal
equipment includes equipment used to produce, distribute, or use energy
from a natural underground deposit of hot water, heat, or steam (such as
geysers). In the case of geothermal equipment used to generate electricity,
only equipment up to the transmission stage qualifies for the credit.

The credits for solar and geothermal equipment are what remain of the

business energy tax credits enacted under the Energy Tax Act of 1978. With
the reforestation credit and the rehabilitation credit, they are the sole

(113)
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exceptions to the repeal of the investment tax credits under the Tax Reform
Act of 1986.

The business tax credits for solar and geothermal energy are components
of the general business credits and are thus subject to the restrictions,
limitations, and carryover provisions of that credit.

Investment in renewable energy technologies also qualifies for 5-year
amortization, which provides quicker depreciation deductions, and,
therefore, lower effective tax rates, than under alternative depreciation
guidelines. And beginning on January 1, 2005, electricity generated by solar
and geothermal technologies will qualify for the section 45 production tax
credit (as described in a separate entry in the Energy section of this
compendium). However, if an investment tax credit is claimed under
sections 46 and 48, then rules against double-dipping prevent a section 45
production tax credit from being claimed on power generated from the
equipment that would receive the investment tax credit.

Impact

The energy tax credits lower the cost of, and increase the rate of return
to, investing in solar and geothermal equipment, whose return is generally
much lower due to significantly higher capital costs, as compared to
conventional energy equipment. Even with a 10% credit, and the recent
technological innovations that have reduced costs, solar, geothermal, and
other renewable energy technologies require relatively high and stable real
oil prices in order to realize rates of return high enough to justify private
investment. However, the quality of, and access to, a geothermal deposit can,
in specialized cases, lower the production costs to below the costs of
conventional energy. Sustained high real crude oil prices — both in
nominal and real terms in 2004 such prices have been the highest since the
early 1980s — would render these technologies more competitive.

Even during the early 1980s, when oil prices were higher than today in
real terms, and effective tax rates on these types of equipment were
sometimes negative (due to the combined effect of the energy tax credits, the
regular 10% investment tax credit, and accelerated depreciation), business
investment in these technologies was negligible. It is not clear how much
these credits encourage additional investment as opposed to subsidizing
investment that would have been made anyway.

Renewable energy accounted for about 6% of total energy supplies in
2003, with most of that coming from hydroelectric (2.8%) and biomass
(2.9%). Together, solar and geothermal energy accounted for less than 72 of
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