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1. Introduction

It has become almost a cliché that the projected growth of public debt in the United States is
“unsustainable.” If current policies continue, the imbalance between spending and revenues will
grow relative to the size of the economy until the US experiences a debt crisis. The consequence
of an explicit or implicit default by the largest economy in the world would be devastating for
the US and the rest of the world. (Auerbach and Gale, 2011; Burman, Rohaly, Rosenberg, and
Lim, 2010)

Leaders of both major political parties seem to understand this. Nonetheless, controlling the
debt has so far proven elusive. One reason is that two of the prime drivers of the debt—
mandatory programs such as Social Security, Medicare, and Medicaid, and tax expenditures such
as the tax subsidy for employer-sponsored health insurance—are very popular, not subject to the

regular controls of the budget process, and growing fast.

Although mandatory spending and tax expenditures are similar in the sense that they are
generally open-ended entitlements and operate outside the annual appropriations process, the
costs of tax expenditures have the additional feature of being largely invisible to policy makers
and citizens. Their cost is simply netted out of overall tax revenues. Perversely, tax
expenditures are not treated as spending at all, but as reductions in taxes. Their hidden nature
has made tax expenditures irresistible to policymakers of both parties—these stealthy spending

programs look like tax cuts.

The late economist, David Bradford, famously pointed out that virtually any spending
program could be transformed into a tax expenditure. (Bradford 2003) To illustrate the point, he
proposed a Weapons Supply Tax Credit, which would allow arms manufacturers to sell their
ordinance to the pentagon in exchange for tax credits rather than cash. Instantly, the Defense
Department’s budget would decline by the amount of transformed spending. Tax revenues
would decline by a similar amount (or more, if weapons suppliers demanded a premium on
account of the complexities and uncertainties associated with the tax credit mechanism). But

government would be doing exactly the same thing. Only the accounting would change.



A real world example is the low-income housing credit. Enacted as part of the Tax Reform
Act of 1986, it was explicitly designed to mimic HUD programs that subsidized the construction
and rehabilitation of affordable housing. For various reasons, the credit program is less efficient
than an equivalent grant program. (Burman and McFarlane, 2005) For example, the credits are
only valuable to investors to the extent that they have tax liability, which creates uncertainty and
thus causes investors to demand more in tax credits than they would a cash grant. Furthermore,
since many low-income housing projects are organized by non-profits that cannot benefit from
tax credits, the tax-exempt sponsors have to set up complex syndication schemes to reallocate
credits to taxable investors, which adds to the cost of the projects. So the credit program is

equivalent to an especially inefficient cash spending program.

Despite its drawbacks, the tax credit approach was preferred because of the useful
obfuscation of its provenance and funding." But in 2009 the veil was lifted when the financial
crisis caused many low-income housing credit investors to move into a tax loss position, making
it difficult for states, which allocate the credits, to find investors willing to participate. The
American Recovery and Reinvestment Act of 2009 allowed states to elect to issue cash grants in
lieu of tax credits. (US Treasury 2009) This converted an estimated $3 billion of tax
expenditures into cash outlays in 2009. In 2010, the veil returned and the government’s finances

returned to their conventionally obscured state.

Why would policymakers routinely favor tax expenditures over more efficient spending
alternatives? In a nutshell, it is because sponsors of explicit spending may be attacked for
favoring high taxes and big government. A similar tax expenditure program makes both taxes

and spending appear lower, which offers obvious political advantages.

In this paper, we develop a simple model that illustrates incentives created by current tax
expenditure accounting. In the model, voters value both direct spending and tax expenditures,

and dislike taxes and deficits. Their assessment of spending is based on their own experience—

! An additional advantage of the tax credit mechanism from the perspective of supporters of low-income housing
programs is that it can represent a longer-term commitment since it does not need to be reauthorized by Congress.
However, the credit was initially a temporary provision set to expire at the end of 1988. It was renewed several
times before it was made permanent in 1993.



i.e., they value the roads they drive on or the credits or deductions they claim on their tax
returns—but they assess the burden of current taxes and deficits based on government’s
aggregate measures. In this model, treating some spending as negative taxes results in (1) higher
taxes and larger government and (2) an inefficient mix of spending (too many tax

expenditures).

In contrast, properly accounting for tax expenditures would result in less overall spending

and a more efficient allocation of resources.

Beyond the simple theoretical model, there are significant challenges to properly accounting
for tax expenditures. Tax expenditures are measured as deviations from a baseline “normal tax”
system. The primary challenge is determining what that system should be. US government
estimates use a fairly comprehensive income tax as the baseline. Conservatives complain that a
benchmark based on the income tax biases policy against savings tax incentives, which would
not be treated as tax expenditures if a consumption tax were the yardstick. However, many
income tax expenditures are transparently spending and would be considered as such relative to
any baseline. Including that subset of programs, which includes many of the largest tax

expenditures, in the budget process would be a good start towards more rational budget choices.

The paper then describes the current budget process and suggests options for reform to the
process that would explicitly and consistently incorporate and control tax expenditures. Beyond
simply measuring tax expenditures and presenting them alongside explicit spending, the budget
process could be modified to include a single cap on all spending—discretionary, mandatory,
and tax expenditures—to facilitate tradeoffs of tax expenditures and explicit spending. For a cap

to be effective, there must also be incentives for policy makers to abide by the cap.

2. Tax Expenditures: Meaning, Measurement, Consequences

The term “tax expenditure” is attributed to Stanley S. Surrey who, as Assistant Secretary of
the US Treasury for Tax Policy, instructed his staff to compile a list of preferences and
concessions in the income tax that had the nature of expenditure programs. His goal was
straightforward: to draw attention to these items in hopes of building momentum for tax reform,

which would redirect the tax system toward its core function of raising revenues.



Surrey and coauthor, Paul R. McDaniel, defined the concept thus in their 1985 treatise on the

subject:

The tax expenditure concept posits that an income tax is composed of two distinct
elements. The first element consists of structural provisions necessary to implement a
normal income tax, such as the definition of net income, the specification of accounting
rules, the determination of the entities subject to tax, the determination of the rate
schedule and exemption levels, and the application of the tax to international transactions.
The second element consists of the special preferences found in every income tax. These
provisions, often called tax incentives or tax subsidies, are departures from the normal tax
structure and are designed to favor a particular industry, activity, or class or persons.
They take many forms, such as permanent exclusions from income, deductions, deferrals
of tax liabilities, credits against tax, or special rates. Whatever their form, these
departures from the normative tax structure represent government spending for favored
activities or groups, effected through the tax system rather than through direct grants,
loans, or other forms of government assistance. (p. 3)

Seven years after Treasury first published a list of tax expenditures in 1967, the
Congressional Budget Act of 1974 required the Administration to publish a tabulation of tax
expenditures as part of its annual budget submission. The concept also gained widespread
acceptance outside of the United States. Germany had invented the concept—if not the name—
more than a decade before the US and included tax expenditure analysis in its budget process.
(Shaviro 2004) Both Canada and the United Kingdom started publishing lists of tax
expenditures in the late 1970s, and many other OECD countries had either adopted that practice
or conducted preliminary studies by 1985. (Surrey and McDaniel, 1985)

In the U.S., the President’s and congressional budget documents include tabulations of tax
expenditures, defined as deviations from the “normal” individual and corporate income tax
bases, along with estimates of the revenue losses from each. In principal, tax expenditures could
also be defined with respect to other taxes, such as payroll taxes, estate taxes, and excise taxes,
but that has not been done on a systematic basis.” However, while explicit spending is integral to
the budget presentation, tax expenditures are relegated to an appendix. They provide

supplementary information to budget users, but they have no direct role in the budget process.

2 The US reported tax expenditures measured against a comprehensive estate and gift tax baseline until 2002. Davie
(1994) discusses possible tax expenditures created by special excise tax provisions.



Furthermore, tax expenditures are misclassified. They appear as reductions in taxes, but they
are equivalent to cash spending. A proper accounting and reporting of tax expenditures would
show both government spending and taxes to be higher than is currently reported. This is more
than simply a matter of presentation. As explained below, the mischaracterization of tax
expenditures has motivated and facilitated a shift in spending away from traditional forms and

into the tax code.

2.1. Measuring Tax Expenditures

Each year, the Treasury Department compiles a list of income tax expenditures, which is
included in the Analytical Perspectives volume of the Administration’s Budget released in early
February. The Joint Committee on Taxation prepares a similar list for Congress.” The purpose

of the tax expenditure estimates is to raise the visibility of the cost of tax subsidies.

It is not clear that these compilations have been effective in reducing the use of tax
expenditures because it is impossible to tell what the level would have been absent annual
revelation. Surrey and McDaniel (1985) calculated that tax expenditures grew faster than GDP
and much faster than cash outlays in the first fifteen years that tax expenditure estimates were
produced, between 1967 and 1982. In 1986, there was a sharp reduction in the value of tax
expenditures as a result of the Tax Reform Act of 1986, which reduced marginal tax rates (and
reduced the value of deductions and exclusions) and eliminated tax preferences. (See Figure 1.)
The growth in the value of tax expenditures resumed through the 1990s because of increases in
top tax rates and the introduction of some new tax expenditures such as the child tax credit (in
1997). Rate cuts in 2001 and 2003 trimmed tax expenditures again, but the total has since risen
because of new tax expenditures (including a set of temporary economic stimulus tax measures

enacted in 2009).

3 This task was originally assigned to the Congressional Budget Office, but they ceded it to the Joint Committee on
Taxation because the JCT was designated the official revenue estimator and was thus best prepared to estimate tax
expenditures (Kleinbard 2010).



Figure 1. Number and Value (as Percent of GDP) of Tax Expenditure provisions,
1983-2009
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Source: For tax expenditures as percent of GDP, GAQ analysis of OMB, Analytical Perspectives, Budget of the United
States Government, Fiscal Years 1985-2011;for count of provisions, Joint Committee on Taxation (annual tax
expenditure compilations), and author's calculations.

Moreover, the sheer number of tax expenditures has increased sharply since the enactment of
the Tax Reform Act of 1986. The Joint Committee on Taxation (2011) estimated that there were
202 tax expenditures in 2007, a 58 percent increase from 1987, when there were 128. Some of
this increase was due to a change in the way the JCT compiled tax expenditures. (Buckley 2011)
So the specific estimates should be taken with a large grain of salt, but there's no doubt that the
number increased fairly dramatically. However, Buckley also points out that many of the largest
tax expenditures have been in the tax code for a very long time and survived the massive tax

reform enacted in 1986, suggesting that there is little political will to revise these programs.

Tax expenditures are large relative to other spending. (Table 1). Income tax expenditures
will amount to about $1.2 trillion in fiscal year 2011 based on US Treasury estimates. That is
significantly larger than nondefense or defense discretionary spending. Tax expenditures would
roughly equal total discretionary spending were it not for the extra outlays authorized in an effort
to boost the economy out of recession. Overall, income tax expenditures are one-quarter of total
spending, or about 8 percent of GDP. Put another way, excluding income tax expenditures

causes spending to be understated by about one-third.



Table 1. Income Tax Expenditures Compared with Explicit Spending, FY2011

$ Billions 1177 2165 1,415

Percent of total 24.7 455 29.7 15.6 14.1
spending

% of GDP 7.6 14.0 9.1 4.8 4.3

Source: Budget of the United States, FY2011, and authors’ calculations

Income tax expenditures are also large relative to tax collections (Table 2). In 2011, they
exceed the individual income tax, which is the largest single source of revenue. This is
somewhat anomalous because the recession cut income tax revenues and temporarily increased
the number of tax expenditures. Eliminating income tax expenditures could allow income tax
rates to be cut by about half with no loss of net tax revenues, could eliminate all or most of
projected budget deficits for the next 20 years, or could finance a combination of rate reduction
and deficit reductions.* This was the approach of President Obama’s debt reduction commission.

(National Commission on Fiscal Responsibility and Reform, 2010)

Table 2. Income Tax Expenditures Compared with Explicit Taxes, FY2011

$ Billions 1,177 1,121

Percent of total

reVenues 314 29.9 7.9 25.0 5.7
% of GDP 7.6 7.2 1.9 6.0 1.4

* Buckley (2011) expresses deep skepticism about such statements about the effect of eliminating all tax
expenditures on net tax collections. First, he argues that eliminating all tax expenditures is not politically feasible.
Second, he believes that behavioral response to eliminating tax expenditures would causes revenues to fall far short
of the static tax expenditure estimates. He’s probably right about political feasibility, but that is not relevant to
discussions about the opportunity cost of tax expenditures. As for the effect of a wholesale elimination of tax
expenditures on tax avoidance, we believe that is a more open question. On the one hand, eliminating individual tax
subsidies would certainly create incentives for the kind of avoidance response that Buckley chronicles. On the
other, eliminating large numbers of tax expenditures would reduce the avenues available for tax avoidance. That is,
hiding income from the tax collectors would be much more difficult if all or most of the explicit tax loopholes were
eliminated. Nonetheless, it is clear that there is tremendous uncertainty about the magnitude of revenue from
eliminating all tax expenditures.



While the relative importance of tax expenditures depends on income tax rates, and thus the
magnitude has waxed and waned somewhat with changes in rates, overall they have remained a
significant component of overall spending (Figure 2). Meanwhile, mandatory programs have

been inexorably growing. Defense has also proven difficult to control.

Figure 2. Shares of Total Non-Interest Spending, Including Tax
Expenditures, FY 1982-2015
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Source: GAO, FY 11 Budget, and authors' calculations.

2.2. Issues in measuring tax expenditures

A number of issues arise in measuring tax expenditures.’ To start, it is important to note that,

by convention, a tax expenditure estimate is not a revenue estimate. Instead, it reflects the

> Shaviro (2004) raises a more fundamental point, arguing that taxes and spending are both meaningless concepts.
Shaviro believes that programs on both sides of the ledger should be characterized based on whether they have
primarily allocative roles or distributional roles. So a road construction program or the low-income housing credit
are primarily allocative in nature—that is, redirecting resources to particular economic activities—whereas TANF or
the EITC are primarily distributional. Shaviro, however, also recognized that the characterization of programs as
“tax” or “spending” matter when political actors view the terms as meaningful. While intriguing, we view these
issues as beyond the scope of this paper.



amount by which tax liability is reduced due to a particular tax provision. The estimate does not
include any behavioral response, which would be incorporated in a revenue estimate. Thus, for
example, if the American opportunity tax credit—a tax credit for the first two years of post-
secondary education—were eliminated, many taxpayers who would have used that credit would
instead opt for the less generous lifetime learning tax credit or other tax subsidies aimed at higher
education. In consequence, the revenue savings to the Treasury would be only a fraction of the

amount of American opportunity tax credits allowed.®

In addition, government estimates of tax expenditures do not account for losses in tax
revenues from other revenue sources, most notably payroll taxes. For example, Joint Committee
on Taxation (2008) estimated that the loss in payroll tax revenues from the tax exclusion for
employer contributions to health insurance—the largest tax expenditure in 2011—is about two-
thirds of the income tax revenue loss alone. Thus, the total income plus payroll tax expenditure
could be about $300 billion compared with the estimate for the income tax expenditure alone of

$177 billion. (See Table 3.)

Table 3. Largest Tax Expenditures in FY 2011, In Billions of Dollars

1 Exclusion for employer-sponsored health insurance 177.0
2 Mortgage interest deduction 104.5
3 401(k) plans 67.1
4 Deduction for state and local taxes other than property taxes 46.5
5 Step-up basis of capital gains at death 445
6 Lower rate on capital gains 44.3
7 Charitable deduction (other than education and health) 43.9
8 Pensions (defined benefit) 44.6
9 Exclusion of net imputed rental income 37.6
10 Capital gains exclusion on home sales 31.3
Source: US Budget, Analytical Perspectives, FY2011

Another apparent problem in attempting to gauge the importance of tax expenditures over

time is that the cost of a group of tax expenditures is likely to differ from the sum of the

% The same problem could occur in assessing outlays on explicit spending programs. For example, if the
government were to eliminate Pell grants, which subsidize higher education, outlays for student loans could
increase.



individual estimates. For example, the cost of the deduction for home mortgage interest—the
second largest tax expenditure on Table 3—and the deduction for state and local taxes—the sixth
largest—could be less than the sum of the two estimates. If either tax preference were
eliminated, fewer taxpayers would itemize deductions, making the value of the second tax
preference significantly smaller.” However, Burman, Toder, and Geissler (2007) estimated that
the overall cost of all individual tax expenditures is larger than the sum of the individual tax
expenditures by about 6 percent. This occurs primarily because eliminating tax expenditures
pushes some taxpayers into higher marginal tax brackets, which raises the value of remaining tax

expenditures.

The Century Foundation Working Group on Tax Expenditures, a bipartisan group convened
to evaluate current tax expenditures and make recommendations about how to improve
monitoring and reporting, recommended a number of changes in the way tax expenditure
information is reported. (Toder, Wasow, and Ettlinger, 2002) These include: annual estimates
of the cost of all tax expenditures together and grouped by budget category; historical estimates
of total tax expenditures based on a consistent methodology; and detailed information about the

distribution of tax benefits as well as an assessment of how well the tax expenditures work.

2.2.1. The problem of baseline

The most serious challenge in measuring tax expenditures is in defining the “normal income
tax.” Surrey and McDaniel (1985) argue that it should be a comprehensive Haig-Simons
measure of income with adjustments to reflect problems of administration. As vague as that
guideline is, the actual choice is even more nebulous. Surrey and McDaniel are agnostic about
fundamental issues, such as whether the normal income tax should be indexed for inflation.
Their basic view is that a fixed relatively comprehensive baseline should be chosen and it would
serve as a useful measuring rod against which to gauge progress or lack thereof in improving the

tax system.

7 Taxpayers can take advantage of itemized deductions only to the extent that the total of all those deductions
exceeds a standard deduction, which varies by filing status. Almost two thirds of tax returns in 2008 could not
benefit from the deduction for charity, for example, because their deductible expenses were less than the standard
deduction. (Internal Revenue Service 2010)
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There are some peculiar consequences of this approach. Expensing and accelerated
depreciation of investments are treated as tax expenditures, whereas the taxation of capital gains
on a realization basis, rather than as they accrue, is treated as part of the normal tax.® Those
provisions all convey tax benefits through a similar mechanism—taking advantage of the time
value of money. Accelerating deductions and deferring income are two sides of the same tax-
minimization strategy, but only the deduction is counted as a tax expenditure. An even more
stark contrast is with the treatment of savings bonds, on which the interest income is deferred
until the bond is cashed in, which is identical to the treatment of capital gains. But the former is
considered a tax expenditure, because accrual taxation of bond interest is straightforward (and

the norm for most bonds), whereas accrual taxation of gains is not.

The normal income tax contains a classical corporate income tax with no offset for double
taxation, even though corporate income should only be taxed once, on an accrual basis at the
shareholder’s tax rate under an ideal income tax. Thus, under an economic income baseline, the
taxation of dividends (as well as part of the tax on capital gains) may be represented as a

negative tax expenditure.’

There are also issues about the treatment of what Surrey and McDaniel (1985) called
“structural provisions,” which he did not consider tax expenditures. Personal exemptions, for
example, are identified as structural elements even though they are essentially subsidies based on
family size—the deduction counterpart to the child tax credit, which is considered a tax
expenditure. In addition, some commentators have argued that the normal tax should be a flat-

rate tax, in which case progressive tax rates should be considered tax expenditures.'® Indeed, the

¥ Haig-Simons income would include accrued capital gains, but the normal tax measures capital gains on a
realization basis. Three factors drove this decision: historical precedent (gains have always been taxed for most
individuals on a realization basis); the widely held belief that accrued but unrealized gains are not income; and the
administrative difficulty of taxing gains when the sale price is not observable. Surrey and McDaniel (1985) seem
ambivalent on this choice, deeming it as appropriate as of 1985, but one that should be reexamined over time.

? However, it is also true that many corporations pay little or no tax. In those cases, dividend and capital gains
taxation may come closer to the tax burden under an integrated corporate tax. (Burman 2003) So the actual size and
sign of the tax expenditure attributable to dividends and capital gains taxation relative to an economic income
baseline is unclear.

' In another inconsistency, the lower tax rate that applies to small firms is considered a corporate income tax
expenditure.
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current progressive rate structure could be mimicked by a flat-rate tax with a credit that
corresponds to the savings from progressive rates.'' If the benefit of progressive tax rates were

considered a tax expenditure, it would be the largest one in the tax code, by far.'

The most contentious issue is whether to define the normal tax as an income tax or a
consumption tax. If the income tax is considered the norm, then savings tax incentives—such as
tax-exemption for individual retirement accounts and pensions, and preferential tax rates for
capital gains—are tax expenditures. The FY2003 Budget argued that the growing prevalence of

'

tax-free savings vehicles might suggest a change in norm. "...[T]he growing presence of tax-
deferred savings vehicles in the tax code suggests that these may today be part of the 'normal'

income tax circa 2002." (US Office of Management and Budget, 2002, p. 96)

If a consumption tax is taken as the norm, then the taxation of interest and dividends are
negative tax expenditures—that is, taxation in excess of the norm—and tax-exempt pensions and
individual retirement accounts are part of the normal tax and not tax expenditures at all. Against
this baseline, preferential tax rates on capital gains constitute a negative tax expenditure because
they exceed the benchmark rate of zero. In contrast, against the income tax baseline, the failure

to tax realized capital gains at full rates is the sixth largest tax expenditure. (See Table 3.)

People who favor an income tax also tend to favor the current method of measuring and
displaying tax expenditures. Those who would prefer heavier reliance on consumption taxes
would favor defining the normal tax as a broad-based consumption tax."> Given that the actual
income tax is a hybrid system containing many elements of income and consumption taxation,

there is no obvious way to resolve this difference.

' For example, consider a very simple progressive tax system where the first $50,000 of taxable income is taxed at a
10-percent rate and income above that level is taxed at a 25-percent rate. Alternatively, all income could be taxed at
a flat 25 percent, with a moderate-income family support credit (MIFSC) equal to 15 percent of income up to a
maximum of $7,500 (15 percent of $50,000). Presumably the MIFSC would be treated as a tax expenditure under
current rules, even though the benefit of the 10-percent rate bracket is not considered a tax expenditure.

12 A very rough calculation suggests that, in tax year 2008, individual income tax before credits would have been
about $900 billion higher if all taxed at the top statutory tax rate of 35 percent (before accounting for additional tax

avoidance).

" Indeed, conservative economist Bruce Bartlett (2001) argued that using an income tax baseline creates a “...bias
in favor of liberal tax policy.”
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One option would be to consider only the tax expenditures that would be the same against
any baseline. About half of the items in Table 3 are in that category. There are issues involved
in excluding savings tax preferences, however. Their benefit is most skewed towards those with
higher incomes (the main justification for retaining an income tax is that taxing saving improves
overall progressivity). And excluding savings tax breaks could create a bias in favor of moving

to a consumption tax, which might create an obstacle to bipartisan agreement.

Even those who favor a consumption tax could find useful information in the current tax
expenditure tabulations. A hybrid income-consumption tax, as we have in the United States,
may actually do more to impair national savings than a pure income tax, because of the non-
neutralities among different kinds of saving and investment. The tax expenditure list provides at
least a crude measure of these nonneutralities, insofar as it shows that particular industries or

forms of saving benefit more than others.

2.3. The implication of ignoring tax expenditures in the budget

Ideally, tax expenditures would be fully incorporated into the budget. Kleinbard (2010)
recommends that open-ended tax expenditures (most of them) should be treated as mandatory
spending while those few tax expenditures that are subject to appropriation limits (like the low-
income housing credit) be included in the budget with discretionary spending. But currently, tax
expenditures are simply subtracted from overall tax revenues and excluded from spending totals
altogether. New tax expenditures reduce reported revenues while leaving reported spending
unchanged when, in fact, th