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GOVERNOR'S MESSAGE

To the Citizens of Oregon:

| am pleased to submit the 2003-05 version of the biennial Tax Expenditure
Report. This document is an important tool in understanding how government
supports the achievement of social, economic, and environmental policies
through the use of Oregon’s tax structure.

This report is a valuable companion to my biennial Governor’s Balanced Budget
and contains extensive information that can help policymakers understand the
broad scope of spending by Oregon’s public sector. We should ensure that the
tax expenditures outlined in this report make as much sense for the Oregon
today as they did when first enacted, particularly in these fiscally tight times.

Because tax expenditures can be considered “spending” through the tax system,
it is important that they receive a thorough examination during the 2003 Oregon
Legislative session. In so doing, we can ensure that they are being used
effectively to reach our desired goals. Full disclosure of how well the system is
working is something all Oregon citizens deserve. This report provides a factual
contribution to a healthy debate regarding our public finance system.

Sincerely,

g s



TABLE OF CONTENTS

Page
(0T [0 Tox 1 o o S 1
Tax EXPenditure DEFINEU...........oo ettt s ee et et sne et e steeneeneeseeeneenaeas 1
Purpose of the Tax EXPenditure REPOM...........cciiiirrece e te et e e e ee e sne e sreesneesneesnnes 1
HOW tO USE THIS REPOIT ......ceviieeieeite ettt ettt et st e e et e s teesaesteeseenseeseenaestesnaessesreensesneas 2
SUMIMIBIY ...ttt ettt e et b e s e et eb e as e s e e eh e e b e she e ae e R e eR e e e e e R £ e aeeeE e 2R e e a R e £R e eae e R e eR e e e e eE e emeeaEeeheenesbeene e b e eneennennis 5
Tax Expenditures Scheduled For SUNSet iN 200305 ........cooeiiiiieieeree e see e rre e s e s e s e s ee et e reenseenreens 7
Tablel: Index of Tax Expenditures by TaX PrOgram........ccceiiiieiiiieie ettt 9
Table2: Index of Tax Expenditures by Program/FUNCLION............c.oiirerieieinesiseseeseeeeesese e 17
Detailed Descriptions of Tax Expenditures
Chapter 1.  Income Tax (Personal and COrporation)..........ccceeieeveeiieeesieeseeseesesseessseessesssessessssssesnses 27
Federal EXCIUSIONS........ccceiiiieie ettt st estesneesaesreennens 30
Federal DEOUCLIONS .......c..eorrieeese ettt ettt e e e see et esaeene e e e see e 82
Oregon SUBLIACIONS. .......coiieieciee e e se s s e e ee e te e re e s s e s reesneesneesnreenseenseens 117
(@ =0 (0] 0 O =0 [ £ 143
(OgT=T0 = g A o (0] 0= £ AV = QPSSO U PP 199
Chapter 3:  Gas, Use, Jet, and AViation FUEl TaXES.......coiieeiireeierese e 305
Chapter 4: WEIGNI-MITE TAX c.veeieiiicieie ettt st s e e ae e besreenaesbesneennenre e 313
Chapter 5:  INSUFANCE TAXES......cueueeuirieeiiriesiesiese ettt sttt se e e bbbt e b b e s e e et bt bt b e e e s e e e enes 321
Chapter 6:  CIOAIEIE TAX .oveireeeieeeeeieeie st se e e s e b e r s ss e e e s e st erennen e e e s 327
Chapter 7. Other TObaCCO PrOUCES TAX ...cveeiieiieiie et ete e iee e s sttt sr e s enne e 331
Chapter 8: BN AN WINE TAX ...uiiuieiiiiicieiesteeie sttt et sttt e ae e e e s testeenaesbeereensesreeneennanre e 333
Chapter 9:  Telephone EXchange ACCESS (911) TaAX ...ccvvververrereerreeeesiesiesre e e eens 337
Chapter 10:  FOrest ProduCtS HarVESE TaX......uvcueiireeeieesieesiee e ses et s et e e s s eeeenne e 341
Chapter 11:  EI€CtriC COOPErAliVE TAX ..icuiceeiieirieieesieitiesiesteseestesteeseestesseesaestesseessessesseessessesssessessssssensenns 343
Chapter 12 Hazardous SUDSLBNCES T@X ......evvirrerieieieieiesie sttt b et ens 345
Chapter 13:  Dry Cleaning FEEITEX .....ccueiiiiiiiiiesiereeeee et 347
Chapter 14:  PetroleUmM LOaO FEE.......c.ocie ettt st re e 351
Chapter 15:  Oil and GaS SEVEIENCE TAX ...c.eruirririiriirieieeeiesiesie sttt s e sbe e s e enes 353
Appendix A: Oregon Statute Requiring Tax Expenditure REPOIT..........ccocvveieeveein e 357
APPENIX B:  CONIITDULOIS. ......cveiiieiesiecteetese ettt sttt ste e te e e e e te s estesteentesbeeseetesseesestesnsessesreententens 363
Appendix C:  Tax Programs Without Tax EXPenTitUrES............ccoerererieiiriininise s 365
Appendix D:  New, Modified, or Expired Tax EXPENCitUrES .........cccccoeeieerieenienrieniee e sieseesieesseesseessesseeeas 367
Appendix E:  Personal and Corporation Income Tax EXpendituresS..........cccvevvvieveseseeseseeee e 369
Index: Index of Tax EXpenditureS DY Title.... ..o s 377



INTRODUCTION

The 1995 Budget Accountability Act (the Act) requires that the governor, with the assistance of the
Department of Revenue and the Department of Administrative Services, produce a tax expenditure report
every biennium, along with the Governor’'s Recommended Budget. The report was first prepared in 1996 for
the 1997-99 biennium. This report covers expenditures for the 2003-05 biennium.

Tax Expenditure Defined

The Act defines atax expenditure as

any law of the Federal Government or of this state that exempts, in whole or in part, certain
persons, income, goods, services, or property from the impact of established taxes, including,
but not limited to tax deductions, tax exclusions, tax subtractions, tax exemptions, tax
deferrals, preferential tax rates, and tax credits.

Theterm “tax expenditure” derives from the parallel between these tax provisions and direct government
expenditures. For example, a program to encourage businesses to purchase pollution abatement equipment
could be structured with an incentive in the form of atax credit or a direct payment by the state to businesses.
Tax expenditures can be viewed as: (1) providing financial assistance to certain groups of taxpayers, (2)
providing economic incentives that encourage specific taxpayer behavior, or (3) ssmplifying or reducing the
costs of tax administration. While the third of these policy objectives eliminates inefficiencies within the tax
code, the first two could be implemented with direct expenditures rather than tax expenditures.

This report describes 350 tax expenditures contained within 15 Oregon tax programs. Since tax expenditures
impart special treatment to groups of taxpayers, it is necessary to begin with a clear definition of the
“normal” tax base from which that special treatment departs. Descriptions of the tax bases for each of the 15
tax programs begin each chapter. There may be differences of opinion about what this normal tax base ought
to be. Where there was uncertainty about whether a particular provision should be considered a tax
expenditure, it wasincluded in an effort to be as comprehensive as possible.

In some tax programs, an alternative tax isimposed for recipients of atax expenditure. In the interest of being
comprehensive, this report includes all provisions involving tax relief from a specific tax, even if those
taxpayers are subject to an alternative tax. The alternative taxes paid are reported as “In Lieu” paymentsin the
descriptive information about each tax expenditure.

Purpose of the Tax Expenditure Report

The Act declares the necessity of

areview of the fairness and efficiency of al tax deductions, tax exclusions, tax subtractions,
tax exemptions, tax deferrals, preferential tax rates, and tax credits. These types of tax
expenditures are similar to direct government expenditures because they provide special
benefits to favored individuals or businesses, and thus result in higher tax rates for all
individuas.....It isin the best interest of this state to have prepared a biennial report of tax
expenditures that will allow the public and policy makers to identify and analyze tax
expenditures and to periodically make criteria-based decisions on whether the expenditures
should be continued. The tax expenditure report will allow tax expenditures to be debated in
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conjunction with on-line budgets and will result in the elimination of inefficient and
inappropriate tax expenditures, resulting in greater accountability by state government and a
lowering of the tax burden on all taxpayers.

The Act specifies that the report include the following information: alist of the expenditures; the statutory
authority for each; the purpose for which each was enacted; estimates of the revenue loss for the coming
biennium; the revenue loss for the preceding biennium; a determination of whether each tax expenditure is the
most fiscally effective means of achieving its purpose; and a determination of whether each tax expenditure
has achieved its purpose, including an analysis of the persons that benefit from the expenditure. Each tax
expenditure is to be categorized according to the programs or functions that it supports. Finally, for those
expenditures that will sunset next biennium, the report is to include the Governor’ s opinion on whether the
sunset should be allowed to take effect as scheduled or be revised to a different date.

How to Use This Report

Organization

This report has been designed to allow a quick overview of Oregon’s current tax expenditures aswell asa
perusal of more extensive details. There are five main sections: the summary; the Governor’s
recommendations on tax expenditures scheduled to sunset in the 2003-05 biennium; an index of all tax
expenditures by tax program (Table 1); an index of all tax expenditures by program/function (Table 2); and
detailed descriptions of each tax expenditure (Chapters 1-15).

Theindexesin Tables 1 and 2 are good starting points to identify those expenditures for which more
information is desired. Table 1 provides alist of all tax expenditures sorted by tax and numbered sequentially
from 1.001 to 15.003. This numbering system can be used as an index to locate the full description of each tax
expenditure in Chapters 1-15. Similarly, Table 2 lists all the tax expenditures, but groups them by
program/function rather than tax. This categorization has been done so that all tax expenditures related to a
particular program area can be viewed together.

The main body of this report, Chapters 1-15, is organized by tax program. Each chapter beginswith a
description of that chapter’ s tax, and contains detailed descriptions of the tax expenditures associated with
that tax program.

Appendices A to C include the full text of the Budget Accountability Act, alist of agenciesthat evaluated the
tax expenditures, and alist of Oregon tax programs that do not contain tax expenditures. Appendix D lists the
tax expenditures that are new, modified, or that have expired since this report was last published. Appendix E
lists the corporation income tax expenditures and personal income tax expenditures separately along with
their corresponding revenue impacts.

Program/Function Categories

Each tax expenditure has been assigned to one of 10 program/function categories. Wherever possible, an
expenditure was categorized as one of the budget program areas used in the Governor’s Recommended
Budget: Education, Human Resources, Economic and Community Development, Natural Resources, and
Transportation. Those that did not fit one of these program areas were assigned to one of five function
categories. Insurance and Financial, Tax Administration, Government, Social Policy, and Federal Law.
Because some tax expenditures can fit neatly into more than one category, those who wish to sum the revenue
impacts by program or function should be careful that they agree with these assignments or change them
accordingly. The tax expenditures are listed by program/function in Table 2.

Evaluations
The evaluations of whether these tax expenditures achieve their purpose and if they are afiscally effective
means of doing so were conducted by personnel in over 30 state agencies (see Appendix B). Agencies were
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asked to evaluate tax expendituresif the expenditure directly related to their program responsibility or if they
had appropriate knowledge of the subject matter.

Revenue | mpacts

The revenue impact of atax expenditure isintended to measure what is being “spent” through the tax system
with respect to that one provision, or aternatively the amount of relief or subsidy being provided through that
provision. The dollar impact is NOT the amount of revenue that could be gained by repealing the tax
expenditure. There are three main reasons for this:

e The estimates do not incorporate behavioral changes that may occur if atax expenditure were eliminated.

e Each provision is estimated independently. A tax expenditure beneficiary may qualify for atax reduction
under more than one law.

e Government may not be able to collect the full liability for some tax expenditures for administrative
reasons.

For these reasons, and because tax expenditures interact with each other and the rest of the tax system,
summing the revenue impacts may result in misleading totals that should be interpreted with caution.

The tax expenditures reported here represent revenue l0ss to the state and local governments, and higher tax
rates for taxpayers. For example, income tax expenditures reduce state General Fund revenue while property
tax expenditures reduce revenue to local governments and may increase property tax rates. The property tax is
unique in that exempting property from property taxation may result in both arevenue loss to districts and a
shift of taxesto other taxpayers. A complete explanation of revenue loss and shift can be found at the
beginning of Chapter 2. The introduction to Chapter 2 also contains a description of the changes to the
property tax system brought about by Measure 50 in 1997. For all property tax expenditures, the detailed
descriptions report the revenue loss and shift separately. Tables 1 and 2 report the total of the loss and shift.

The revenue impact estimates are generally rounded to the nearest $100,000. For tax expenditures below
$50,000 the revenue impact is indicated as “ Less than $50,000.” Where more precise estimates are available,
they are provided in the tax expenditure description.

Several data sources and methods were used to estimate the revenue impacts. For the income tax
expenditures, the primary and secondary data sources were Oregon and federal tax returns, respectively.
Estimates of federal tax expenditures made by the Joint Committee on Taxation of the U.S. Congress were
used to develop estimates of those income tax provisions incorporated in Oregon law through connection to
the Internal Revenue Code. For property tax expenditures, the primary data source was information gathered
by county assessors. For all tax programs, data from various federal and state agencies were used where
available.

Acknowledgments

Although the Department of Revenue coordinated the construction of this report, numerous Oregon state
agencies provided important information and analysis regarding the objectives and effectiveness of individual
tax expenditures. These agencies are listed in Appendix B. The original report prepared in 1996 relied heavily
on the tax expenditure report prepared by the Legislative Revenue Office in 1994 for the House and Senate
Committees on Revenue and School Finance. The 2000 Congressional Research Service publication, Tax
Expenditures. Compendium of Background Material on Individual Provisions, is used extensively throughout
this report to describe and eval uate the tax expenditures that result from Oregon’s connection to the federal
income tax.






SUMMARY

This report describes 350 individual tax expenditures currently specified in Oregon law. Of those, 117 are
related to local property taxes and 192 to Oregon’ s persona and corporation income taxes. The remaining 41
arerelated to various other state tax programs.

One hundred seven of the 192 income tax expenditures result from Oregon’ s connection to the federal income
tax code. By adopting the federal definition of taxable income, Oregon also adopts all of the exclusions and
deductions from income that are part of the federal personal and corporation income taxes. Since 1997,
Oregon automatically connects to the federal definition of taxable income. This connection greatly reduces
the costs for taxpayers to comply with Oregon tax law and simplifies tax administration. Oregon could
“disconnect” from individual provisionsin the federal tax code, but doing so would also increase compliance
and administration costs and could create confusion.

For the 2001-03 biennium total tax expenditures will result in the “ spending” of about $25 billion through
Oregon’stax code. Over the same period the state of Oregon and local taxing districts will collect roughly
$18 billion in taxes for spending on various state and local programs. This indicates that governmentsin
Oregon “spend” more through special provisionsin the tax code than they do through direct outlays.

The table below shows estimates of tax expenditures by tax program for the 2001-03 and 200305 biennia.
The table also shows estimates of the total revenues raised in 2001-03 by each tax. The largest tax
expenditures occur in the property tax program, where aggregate tax expenditures of over $18.1 billion per
biennium are nearly three times the amount of revenue actually raised. The largest property tax expenditures
are the exemption of intangible personal property ($10.2 billion), the exemption of federa property ($3.5
billion), and the exemption for state and local property ($905 million).

(F‘;’;'ng]‘;lmaentdam OREGON REVENUES AND TAX EXPENDITURES
corporation), tax BY TAX PROGRAM
expendituresin 2001-03 (Millions of Dollars)
total nearly $7.0 billion, Estimated Estimated Tax
roughly 82 perce?‘t of Number of Tax Revenues Expenditures
actual tax collections. The | 14y program Expenditures  2001-03  2001-03 2003-05
largest expenditures are
for Oregon’s personal Income (Total) 192  $8,456.7 $6,949.8 $7,714.4
exemption credit ($810 Federal Exclusions 64 $3,170.4 $3,515.6
miIIion), the deduction of Federal Deductiqns 43 $1,685.9 $1,929.1
home mortgage interest Oregon Subtractlons 29 $1,112.3 $1,179.1
o Oregon Credits 56 $981.2 $1,090.6
($787 F“'”'O”)f anc;l the Property 117  $6,633.7 $18,197.8 $19,253.3
deduction for pension Gas and Use Fuel 5 $791.7 $10.6 $13.1
contributionsand earnings | \yeignt-Mile 7 $3605 $11.5 $12.3
($612 million). Insurance 7 $112.3 $11.1 $4.5
Cigarette & Other Tobacco 5 $415.6 $1.2 $2.3
The remainder of this Beer and Wine 2 $25.1 $1.6 $1.9
report provides more Other State Taxes 15 $1,665.1 $4.4 $4.6
detailed descriptions and All Taxes 350 $18,460.6 $25187.9  $27,006.3
revenue impact estimates

for each tax expenditure currently specified in Oregon law.






