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F o r e w o r d

The attacks that began September 11, 2001, at least in the short 
run, have made all o ther problem s appear trivial. H om eland 

security, the war against terrorism, and the struggle against economic 
recession have quite properly dom inated public discussion. But as 
we fight to restore security, life goes on. We may not have politics as 
usual, but as usual, we have politics.

Contained in the first set of measures Congress addressed after 
the attacks were several economic programs. The first of these aimed 
at subsidizing the airline industry, which was threatened with mass 
bankruptcies. The second was a “stimulus package,” ostensibly aimed 
at injecting new dem and into the sagging economy. By accelerating 
tax reductions for high-income households and retroactively elimi
nating the alternative minimum tax for corporations, the versions 
of the stimulus package passed by the House would be “an early 
Christmas card” for “already profitable corporations,” according to 
Representative Greg Ganske (R-Iowa). The stimulus package favored 
by the president was not very different, providing enormous benefits 
to large corporate donors and little to low- and moderate-income 
households that might actually spend most of their tax cuts. W hether 
through accelerated deprecation, increased deductibility of business 
entertainm ent expenses, or retroactive removal of minimum tax pro
visions, advocates of these stimulus packages sought to deliver a bou
quet of new and expanded tax breaks to their supporters.

If we look back before Septem ber 11, the politics of taxation 
were not m uch different. The tax bill of spring 2001 provides an 
excellent example of how pervasive tax breaks are in new and existing
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tax law in ordinary times. Indeed, the 2001 bill included $275 billion 
of special tax breaks such as expansion of tax benefits for pension 
plans and individual retirem ent accounts (IRAs) and enactm ent of a 
new deduction for qualified higher education expenses. The presi
dent actually proposed many more tax breaks than were adopted by 
Congress—$475 billion worth. Among the thirty new and expanded 
tax breaks the president proposed were such measures as a perm a
nent extension of the research and experimentation (R&E) credit as 
well as a num ber of tax breaks aimed at health care and health insur
ance. The president’s energy plan, which closely followed his victory 
on taxes and was passed by the House of Representatives in August 
2001, was essentially another round of special tax breaks—$34 billion 
worth.

Political m anipulation of tax breaks is no t a partisan matter. 
D uring the 2000 presidential cam paign, for exam ple, then-Vice 
President Gore proposed more than twenty new tax credits for vari
ous social and economic purposes.

The reliance on tax breaks poses a clear threat to good govern
ment. Consider this: Faced with almost universal hostility to the com
plexity and perceived favoritism within the tax system, the president 
and Congress are adding tax breaks every year that make the system 
more difficult to understand and increasingly unequal. Faced with 
dem ands for transparency and accountability, elected officials are 
making it harder and harder to follow how public money is spent. 
Faced with concern over those left behind in our complex economy, 
legislators still rely on stealth spending through tax breaks, even 
though this implicitly excludes the bottom  quarter of the popula
tion, those who do not earn enough to benefit from most breaks. 
Faced with a tax system that they are making harder and harder to 
administer, politicians cut back resources of the Internal Revenue 
Service (IRS) and then joined the chorus of abuse of that agency. No 
wonder voters are angry at government.

Tax reform  will continue to be a critical issue. It is increasingly 
clear that the brief era of big government surpluses is over and that 
budget deficits again will dominate the fiscal landscape. It also is very 
likely that proposals for sweeping reform —replacem ent of the pro
gressive income tax by a consumption, sales, or a flat tax—will be 
part of the debate. The prospect for such discussions creates an 
opportunity for those who would like to see a reduction of special tax 
breaks, broadening of the tax base, and fundam ental simplification



foreword

of tax rules within the framework of the progressive income tax. We 
may be approaching one of the rare moments when real tax reform 
is politically possible. It is im portant that, as reform takes shape, rea
sonable voices are not drowned out by special interests.

In the emerging debate about tax reform, The Century Foundation 
Working Group on Tax Expenditures offers thoughtful and detailed 
suggestions. The bipartisan Working Group was established during the
2000 election cycle, when it was clear that both major presidential can
didates shared the previous administration’s fondness for tax breaks. It 
is composed of experts with a wide range of experience in tax matters. 
The report argues that tax breaks are a far more important part both of 
policy and of the politics of tax law than most people realize. While it 
emphasizes that some tax breaks unquestionably advance worthy goals 
for American society, the group unanimously agrees that the prolifera
tion of credits, exemptions, and deductions over the past fifteen years is 
a troublesome trend. Instead of adding new breaks, Congress should 
weed out, streamline, and subject to ongoing scrutiny the concessions 
that already exist. The report includes a num ber of specific ideas for 
accomplishing that goal, and it highlights some of the most unjustifi
able tax breaks.

In this volume, we offer no t only the report of the Working 
Group but also three background papers that inform ed the group’s 
deliberations. Those papers offer a wealth of analytical and factual 
insights about “tax expenditures.” Eric Toder’s paper provides evi
dence on the growing im portance of tax breaks as a policy tool and 
discusses the problems this raises as well as the circumstances under 
which the tax code may be a useful vehicle for providing benefits. 
Bernard Wasow’s paper suggests that it is very hard to demonstrate, 
with evidence or with theory, that tax breaks have the desirable effects 
on behavior that advocates take for granted. The third is the thor
ough review of tax breaks by Michael Ettlinger. Bringing up to date 
and expanding the Citizens for Tax Justice’s 1996 publication “The 
Hidden Entitlements,” Ettlinger provides detailed information on the 
myriad tax breaks to businesses and households as well as careful 
assessments of the beneficiaries of tax breaks. Not surprisingly, the 
great majority favor those who already have income and power. The 
im portant exception to this generalization is the earned income tax 
credit, which surely proves the rule that tax breaks make for bad pol
icy and underlines the fact that reform must be careful and selective. 
For anyone seriously committed to rolling up their sleeves and crafting
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a comprehensive reform of tax breaks, this volume should provide 
an invaluable resource.

The members of the Working Group do not agree about every
thing government should do. Yet, they have reached consensus that the 
proliferation of tax breaks is undermining not only good government 
but also public faith in the institution of government. Most of the mem
bers of the group have at one time or another been part of government, 
and they have seen up close what they are criticizing.

The Century Foundation hopes that this report and the back
ground papers that guided the group’s deliberations will help raise 
public awareness about taxation, especially the frequently unfair and 
often costly consequences of an important and growing problem—the 
explosion of tax breaks.

Richard C. Leone, President 
The Century Foundation 

May 2002
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In 2001, for the first time in twenty years, Congress enacted major tax 
reductions. In addition to income tax rate cuts, elimination of the 

estate tax, and marriage penalty relief, Congress enacted new and 
expanded tax breaks am ounting to about $275 billion over the next 
ten years. These included doubling the child credit and making more 
of it refundable, expanding tax benefits for pension plans and IRAs, 
and expanding tax incentives for education, in particular, enactment 
of a new deduction for qualified higher education expenses. Congress 
did not, however, enact all the tax breaks that the president proposed 
in his budget, so we can expect some of these to show up in future leg
islation. Overall, the president proposed more than thirty new and 
expanded tax breaks costing $475 billion over the next decade. The 
tax bill did not embrace proposals such as a new refundable tax credit 
for health insurance, perm anent extension of the research and exper
imentation (R&E) credit, extension of the deduction for charitable 
contributions to taxpayers who do not itemize deductions, and a new 
deduction for the purchase of long-term care insurance. The presi
dent also proposed new tax incentives for energy production and 
conservation as part of his energy plan.

Why will such programs as health, education, child care, and 
energy production and conservation be paid for on the tax side of 
the budget rather than through direct expenditures? The answer is 
that special tax breaks allow the president and Congress to spend 
while appearing to be cutting taxes. The members of The Century 
Foundation Working G roup on Tax Expenditures are concerned 
about this trend toward using the tax system to undertake disguised 
spending. It did not start with President Bush: Democrats as well as 
Republicans are skilled practitioners. In the recent presidential cam
paign, for example, Vice President Gore proposed more than twenty 
new tax credits for various social and economic purposes. Such stealth 
spending makes for bad tax policy as well as inefficient spending. This

3
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report is m eant to alert the American public to this practice and call 
for reform.

The federal individual and corporate incom e taxes currently  
supply about 60 percen t of the revenues needed  to fund  federal 
program s. They are progressive in the sense th a t they take a 
larger share of the incom e of high-incom e than  of low-income 
families. Indeed , incom e taxes are the m ain sources of progres- 
sivity in the n a tio n ’s tax system; they offset the regressive effects 
of o ther large revenue sources such as payroll taxes (32 p ercen t 
of federal receip ts), federal excise taxes, and state and local sales 
taxes. W ithout incom e taxes, ou r ability to su p p o rt ad equa te  
funding for national defense, public in frastructu re, and a social 
safety n e t would be seriously com prom ised, and a m uch larger 
share o f the tax b u rd en  w ould be shifted to low- and  m iddle- 
incom e families.

Yet the federal income tax and the agency that enforces it, the 
Internal Revenue Service, have become increasingly unpopular over 
the past few decades. The income tax, though still progressive, has 
become riddled with special benefits. Some of these benefits pro
mote good causes, and some, such as the earned income tax credit, 
arguably belong in the tax code. But many tax benefits are difficult to 
justify, and the trend  toward expanding them  has accelerated in 
recent years. Since 1990, Congress has:

• introduced new tax credits for undergraduate tuition and life
time learning and a new deduction for higher education 
expenses;

• expanded eligibility for participation in tax-preferred individ
ual retirem ent accounts (IRAs), introduced a new, back-loaded 
IRA (the Roth IRA), and increased IRA contribution limits;

• introduced numerous new, special purpose saving incentives, such 
as medical savings accounts, education saving accounts, and pref
erential treatment of prepaid college tuition plans;

• introduced new, targeted incentives for investment and employ
m ent in economically disadvantaged areas;

• restored the tax preference for realized capital gains;
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• greatly expanded the earned income tax credit, introduced a
new child credit, and then increased it; and

• enacted many other tax incentives.

Regardless of the m erit of any of the particular special benefits, 
the aggregate result is a highly complex system that imposes large 
compliance costs on taxpayers and makes enforcem ent more diffi
cult, even as enforcem ent resources for the IRS are constrained. 
Special tax benefits increase resentm ent among those who do not 
qualify for them and endanger the voluntary compliance upon which 
the system depends. They also impose costs on the econom y by 
diverting resources toward activities favored by the tax system at the 
expense of other activities that may be more productive. O f course, 
some subsidies on the spending side of the budget also lack eco
nomic justification. But, inserting subsidies into the tax code can 
make them even more costly than they would otherwise be.

The 1986 Tax Reform Act was a major effort to reverse the trend 
toward more use of tax breaks. It eliminated a num ber of individual 
and corporate tax breaks in exchange for a significant cut in marginal 
tax rates. However, since 1986 the accretion of tax breaks has 
resumed. Politicians have looked increasingly to tax breaks as a way 
of enacting new programs for favored causes and constituencies with
out having to increase federal spending explicitly (see Box 1, page 6).

One response to the growing complexity of the income tax has 
been calls to eliminate the individual and corporate income taxes 
entirely, replacing them with a regressive national consumption tax. 
Proposals in recent years have focused primarily on either the so- 
called flat tax, collected in part from wage earners, or a value-added 
or retail sales tax, collected exclusively from businesses. A second 
response is simply to heap abuse on the IRS and the tax code gen
erally, without offering constructive solutions.

We believe there is a better way. The key element in tax reform 
must be a thorough reexamination of existing tax breaks that would 
lead to elimination of many of them. Such reform is fully compatible 
with maintaining a progressive income tax as a major component of 
our revenue system while providing needed tax simplification. It is fully 
compatible with reducing the level of tax collections to return some of 
an anticipated budget surplus to the public, as in the recent tax bill. It 
also is compatible with maintaining or increasing collections to support
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Boxl 
Spending o r  Taxes?

Some tax breaks are especially thinly disguised spending programs. An 
example is the provision in the tax code for Qualified Zone Academy Bonds 
(QZABs), which subsidize the construction of schools in certain low-income 
communities. The Department of Education administers the program and 
allocates a budgeted amount of resources among eligible communities. But, 
instead of receiving direct interest subsidies, investors in these bonds are 
awarded certificates that they can use to claim credits against their federal 
income tax. The credits are exactly equal to the interest costs of the bonds.

Because QZABs are designed like a spending program, they avoid 
some of the bad features of traditional tax-exempt bonds. They do not cre
ate a source of tax-free income for high-income investors and do not make 
the tax law less progressive if one (correctly) views the tax credits as a sub
stitute for interest income investors would otherwise receive. The question is, 
however, given that the program is really no different from spending, why 
is it in the tax code in the first place?

existing or expanded funding of social programs, defense, or home
land security, or setting aside more resources to pay for the retirement 
of the baby boomers.

Limiting tax breaks will be difficult. But, spending less on tax 
expenditures makes it easier to keep rates low and to provide addi
tional relief for low- and middle-income families. Restraining spend
ing hidden through the tax code serves the goals of both those who 
want government programs to be more effective and those who favor 
a smaller and less intrusive government.

W hat Is a Tax B r ea k?

By tax break, we have in mind a provision that offers special or pref
erential benefits to selected taxpayers or for selected economic activ
ities. Some people use the term tax expenditure as another name for 
these special provisions. The term  suggests that these tax breaks 
should be considered a form  of spending in disguise. Tax breaks
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resemble spending because they are a government-directed use of 
economic resources, which ultimately must be paid for by imposing 
higher general taxes on the population or by reducing other forms 
of spending.

The Office of M anagem ent and Budget (OMB) and the con
gressional Jo in t Committee on Taxation (JCT) annually publish lists 
of tax expenditures and estimates of their budgetary effects. These 
agencies define tax expenditures as “special exclusions, exemptions, 
deductions, credits, or tax rates.” The key word in this definition is 
special; lower tax rates based on a broad criterion such as a taxpayer’s 
income are not a “tax expenditure,” but selectively lower rates for 
narrow  groups of taxpayers or activities are tax expenditures. 
Obviously, the definition of either a “tax expenditure” or “tax break” 
presumes that there is some baseline income tax system against which 
certain provisions are “special” or exceptions (see Box 2).

Box 2 
D a rk  C lo u d s ?

The opening paragraph of the Analytical Perspectives section of the 2002 
federal budget questions the value of tax expenditure data:

Underlying the "tax expenditure" concept is the notion that the 
Federal government would otherwise collect additional revenues 
but for these provisions. It assumes an arbitrary tax base is avail
able to the Government in its entirety as a resource to be spent. 
Because of the breadth of this arbitrary tax base, the Administration 
believes that the concept of "tax expenditure" is of questionable 
analytic value. The discussion below is based on material and for
mats developed and included in previous budgets. The 
Administration intends to reconsider this presentation in the future.

The Working Group welcomes periodic review of the conceptual foun
dation of "tax expenditures," but we think that historically comparable data 
on this important feature of our tax system are essential for good policy
making. It would be a serious mistake to stop publishing tax expenditure 
numbers just because they are controversial. We need more information to 
guide policymaking, not less.
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The baseline system used by both  OMB and JCT to m easure 
tax expenditures is an incom e tax system tha t allows for g radu
ated  rates for individuals, d ifferen t trea tm en t o f m arried  cou
ples and single individuals, and adjustm ents for family size. Some 
analysts m igh t p re fe r using o th e r baselines for defin ing  a tax 
b reak .1

The Working G roup recognizes that identification and m ea
surem ent of some tax breaks are controversial. But most tax expen
ditures on the OMB/JCT lists would be counted as tax breaks under 
any reasonable definition. And, most of the new tax credits and 
deductions tha t politicians are proposing would be tax breaks 
under almost anyone’s definition.

T h e  U s e  o f  Tax  E x p e n d it u r e s  Is  G r o w in g , W ith  
B ip a r t is a n  S u p p o r t

In recent years, tax expenditures have becom e an im portant 
way to conduct social and economic policy without the appearance 
of spending money. The past decade has seen enactm ent of many 
new tax breaks and expansion of existing ones:

• The preferential treatm ent of capital gains realized by individu
als, eliminated in the 1986 Tax Reform Act, has been restored. 
The top rate on long-term gains was reduced to 20 percent in 
1997. The revenue loss from this preference will be $41.8 bil
lion in fiscal year 2001.

• In 1997, Congress enacted several new tax credits and exclusions 
for expenses of postsecondary education. The new credits will 
cost $6.3 billion in 2001. A new deduction for higher education 
expenses, enacted in May 2001, will cost about $10 billion over 
the next five years.

• Congress has made tax incentives for retirem ent saving more 
generous by expanding eligibility for individual retirem ent 
accounts (IRAs), enacting a new, nondeductible IRA (the Roth 
IRA), and liberalizing rules for salary reduction plans. The cost 
of retirem ent saving incentives increased from $60.3 billion in 
1990 to $114.3 billion in 2001 and will increase fu rther as
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investors benefit from the tax-free interest on Roth IRAs. New 
incentives enacted in May 2001 will cost an additional $50 billion 
over the next ten years.

• In 1990 and 1993, Congress enacted large increases in the 
earned income tax credit (EITC), which were phased in over 
several years. The annual cost of the EITC increased from $5.5 
billion in 1990 to $30.6 billion in 2001. Marriage penalty relief 
and o ther provisions enacted in 2001 will add an additional 
$2.3 billion per year to the cost of the EITC by the end of this 
decade.

• Since 1993, Congress has enacted num erous new and narrowly 
targeted tax incentives, including those that support investment 
in economically disadvantaged communities, investment in envi
ronm ental rem ediation expenses, employment of form er wel
fare recipients, and a host of other activities.

The last Clinton administration budget proposed a mass of new 
and expanded tax expenditures. Those included new tax credits for 
retirem ent saving accounts and long-term  care expenses and 
increases in the lifetime learning credit, for postsecondary school 
tuition, the earned income tax credit, and the dependent care credit. 
President Bush also proposed a wide variety of new tax incentives in 
his first budget (see Box 3, pages 10 and l l ) . 2 Some, but not all, of 
these proposals were enacted in May 2001.

Many new tax expenditures also originate in Congress. In the 
past year, the following incentives, am ong others, were actively 
considered by Congress: expanded  IRAs and increased pension 
contribu tion  limits, additional deductions for health  insurance, 
increased business meal deductions, increased expensing limits 
for small-business equipm ent investments, and education savings 
accounts. While Congress in this year’s tax bill did no t enact all 
of the tax breaks proposed by the president in the budget, it in tro
duced some new tax expenditures that were absent in the budget 
and expanded o ther proposals. New tax benefits no t in the presi
d en t’s budget included increases in the IRA contributions limits, a 
new deduction for h igher education expenses, and  increases in 
the dependen t care credit.
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Box 3
Tax B reaks in the  P r e s id e n t 's B u d g e t

The president's 2002 budget proposals featured a large number of new
and expanded tax breaks. The tax breaks that President Bush proposed
would have cost about $475 billion over the next ten years.

The president's budget included proposals to:

• increase the child credit;

• provide a refundable tax credit for the purchase of health insurance to 
individuals and families who do not receive employer-sponsored health 
insurance and do not qualify for public programs;

• introduce an above-the-line deduction for charitable contributions;

• make the research and experimentation credit permanent;

• provide an above-the-line deduction for long-term care insurance 
expenses;

• provide a tax credit for developers of affordable single-family housing;

• allow up to $500 in unused benefits in "health flexible spending 
accounts" to be carried forward to the next year;

• increase and expand educational savings accounts;

• provide an additional personal exemption to caretakers of elderly 
family members;

• extend permanently and expand medical savings accounts;

• extend permanently the expensing of certain environmental remediation 
costs ("brownfields");

• provide teachers an above-the-line deduction of up to $400 per year 
for out-of-pocket classroom expenses;
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Box 3 C o ntin u ed  
Tax B rea k s  in th e  P re s id e n t's  B u d g e t

• permit tax-free and penalty-free withdrawals from individual retire
ment accounts (IRAs) for charitable purposes;

• increase and make permanent the adoption tax credit;

•  raise the cap on corporate charitable contributions;

• provide a 50 percent capital gains exclusion on the sale of land or an 
interest in land or water for conservation purposes;

• modify treatment of nuclear decommissioning costs;

• establish individual development accounts;

• extend subpart-F exceptions to active financial sector income;

• exampt all qualified prepaid tuition and savings plans from tax and 
extend coverage to independent (private prepaid tution plans);

• establish Farm, Fish, and Ranch Risk Management (FFARRM) savings 
accounts; and

• provide other tax benefits

W hy  Tax E x p e n d it u r e s  A p e  a C o n c e p n

The Working Group recognizes that some tax breaks promote worth
while objectives and does not propose indiscriminate elimination of 
all such incentives. But, we are deeply concerned about the growing 
tendency to funnel m ore and m ore social and econom ic policy 
through the tax code. The growth in tax breaks imposes costs on the 
economy and erodes confidence in the progressive income tax. It 
conceals the growth in governm ent intervention in the economy by 
making new programs look like tax cuts. Moreover, in most cases,
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direct spending program s could accomplish m ore effectively the 
goals that tax incentives are m eant to advance.

Tax  E x p e n d it u r e s  Im p o s e  C o s t s  o n  t h e  E c o n o m y ,
T axpayers, a n d  th e  IRS

Tax breaks in many cases impose costs on the economy. They 
interfere with m arket incentives, channeling resources toward tax- 
favored activities at the expense of others with higher returns. They 
make the tax laws much more complex, requiring num erous fine 
distinctions between those activities or taxpayers that do or do not 
qualify for benefits. This complexity raises compliance costs for both 
individual and business taxpayers and makes it more difficult and 
costly for the IRS to adm inister the law. Even when taxpayers can 
reduce these problems by using tax software, the multiplicity of spe
cial provisions makes it much harder for them to understand how 
their tax liability is calculated.

Tax  E x p e n d it u r e s  M a k e  t h e  In c o m e  Tax  L e s s  F a ir  a n d  
E r o d e  Its  C r e d ib il it y

Tax breaks allow some people to pay much less tax than others 
with the same income. This favorable treatm ent of some taxpayers 
fosters resentm ent not only among those who cannot use the breaks 
but also among some who object to the complexity even as they use 
tax incentives. Taxpayer frustration and resentm ent endanger the 
voluntary compliance upon which tax administration depends.

S o m e  Tax  E x p e n d it u r e s  P r o m o t e  Im p o r ta n t  S o c ia l  G o a l s  
B u t  T h e y  A r e  O f t e n  L e s s  E f f ic ie n t  t h a n  D ir e c t  S p e n d in g

Many tax breaks serve important social and economic goals. The 
earned income tax credit lifts the income of many working families 
above the poverty line and eases the transition from welfare to work. 
O ther incentives encourage employers to provide health care for their 
workers and to support charitable giving. Tax incentives account for a sig
nificant share of federal support for health care for the nonelderly, hous
ing, and saving for retirement.

But often tax incentives are inferior substitutes for direct spending. 
The political climate encourages the use of the tax system to fund new
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programs because the public has accepted the notion that spending is 
“bad” and tax cuts are “good.” New tax breaks allow politicians to have 
their cake and eat it too—providing new programs and special benefits 
for favored constituencies while appearing to support a smaller and less 
intrusive government.

This political bias toward using the tax system has two bad effects. 
First, many proposals that would not be taken seriously if presented as 
new spending can be enacted if disguised as tax cuts. For example, it is 
hard to imagine that Congress would have enacted a direct outlay that 
paid 75 percent of the first $2,000 of tuition costs for college students 
from families with incomes from about $25,000 up to $100,000 a year 
while completely denying benefits to families with two or more children 
and income less than $25,000 (who pay no income tax) and providing 
reduced benefits to families with two children and incomes between 
$25,000 and about $34,000 (who pay very little income tax). But this 
subsidy schedule is precisely what the HOPE scholarship tax credit offers.

Second, even for some proposals that would pass muster as a direct 
ouday, the tax code is often a poor subsidy vehicle. For example, in contrast 
to spending programs, most tax expenditures by design provide no help 
to the lowest-income families and to unprofitable businesses. Beyond the 
exclusion of the lowest-income families, those tax breaks that work by 
reducing taxable income—either through an extra deduction or exemp
tion or an acceleration of deductions—also subsidize some taxpayers more 
than others. This additional subsidy occurs because deductions and 
exemptions are worth more to those in the highest marginal tax brackets 
than to the majority of taxpayers, who are in the 15 percent rate bracket.

Even if a program is well structured, the IRS is not normally the 
right agency to administer resources that require programmatic exper
tise to determine where they should go. Making the IRS responsible 
adds more complexity and administrative burdens to the system (see 
Box 4, page 14).

That being said, we recognize that Congress is not about to call 
a halt to all use of the tax code to prom ote social and econom ic 
goals. This recognition requires us to ask the following questions:

• What principles should determ ine when to provide a tax break?

• When is it better for a tax break to be recast as direct spending?

• If tax expenditures are to be used, how should they be designed?
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S tand ard s  fo r  E valuating  Tax B reaks

Four main questions should be considered in evaluating existing tax 
breaks and proposed new ones. First, is there a need for any gov
ernm ent intervention at all, and is the existing or proposed in ter
vention effective? Why no t let the m arket handle it and use the 
revenue lost on the tax break for o ther spending or broader tax 
cuts?

Second, assuming an existing tax break fails on the first crite
rion, would there be major economic disruption from eliminating it? 
If so, are there ways to minimize the disruption?

Third, even if a program  is justified, is it best im plem ented 
through a tax break or would it be more effective and transparent to 
have a direct spending program  instead?

Fourth, assuming there ought to be a tax break, are some ways of 
designing it better than others?

Box 4
T uitio n  C r e d its  a n d  P e ll  G rants

In 1997 Congress enacted two major new tax incentives for postsec
ondary education— the HOPE scholarship credit and the lifetime learning 
credit. The HOPE scholarship credit helps students and families pay tuition 
costs for the first two years of undergraduate education. The lifetime learn
ing credit is less generous than the HOPE scholarship credit but supports col
lege education beyond the first two years, graduate education, and 
education and training later in life. These credits help middle-income fami
lies but, because they are not refundable, do not benefit families at the low
est income levels who most need assistance. Students from poor families, 
however, receive assistance from Pell Grants, a program on the spending 
side of the budget. An alternative to the tuition tax credits would have been 
to expand Pell Grants to provide more assistance to middle-income families. 
Use of the Pell Grant program for this new subsidy would have utilized an 
existing administrative mechanism and would have avoided many prob
lems encountered in designing programs as tax incentives administered by 
the IRS. But expanding Pell Grants to the middle class would have made the 
nature of the subsidy more transparent, and that might have made it more 
difficult politically to enact.
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Is T h e re  a  N e e d  f o r  G o v e rn m e n t In te rv e n t io n ?

The basic premise of our econom ic system is that freely com
petitive markets will usually lead businesses to produce the goods 
most valued by consum ers in the least costly ways and to invest in 
capital goods and new technologies that yield the highest prospec
tive returns. To justify a tax break (or new spending program ) that 
subsidizes some activities at the expense of others, one m ust ask 
why this market process produces too little of the preferred good or 
inadequate investment in the favored investment or technology. In 
general, insufficient output or investment will occur only when the 
benefits to society as a whole from these goods, services, or invest
ments exceed the benefits to providers and purchasers. For exam
ple, the benefits of public vaccination program s may exceed the 
gains to those vaccinated by protecting those no t vaccinated from 
epidemics.

The existence of such m arket failures for some goods or capital 
justifies their public provision or subsidy. Examples include police 
protection, m aintenance of air and water quality, and basic public 
education. But for most goods and services that people value—such 
as clothing, automobiles, and vacation travel—and arguably for oth
ers—such as housing and higher education for the nonpoor—private 
markets perform  quite well in generating substantial output at the 
lowest production cost. Similarly, most business decisions—what to 
produce, how to produce it, and where to invest—are just what the 
economy needs. Market failure can be said to occur only when there 
is a compelling case that the free m arket produces too little of some 
activities and, by implication, too much of com peting activities.

It is not as though tax incentives can increase the production of 
housing, petroleum , or tim ber without cost. In making some activi
ties more attractive, subsidies draw resources away from alternative 
uses. If those alternative uses have m ore value than the subsidized 
activity, the total economic welfare of society is reduced. For exam
ple, the tax shelters of the early 1980s contributed to excess con
struction of com m ercial structures. Some so-called see-through 
office buildings went for a considerable period without tenants.

The Working Group believes that, o ther than provisions specif
ically designed to help low-income families, tax expenditures should 
be provided only if there is clearly a m arket failure. We recognize 
that no t everyone will agree when a m arket failure is present and
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that the political system will ultimately determ ine what types of gov
ernm ental intervention the public favors. But, we strongly believe 
that proponents of tax breaks should be required to explain what 
market failure the tax break is trying to correct. This criterion alone 
would expose the hollow justifications for many existing tax 
breaks—including those that favor certain forms of energy use (oil 
and gas, alcohol fuels), those that prom ote exports by some cor
porations, and those that favor some forms of capital investment 
(m achinery and equipm ent) over others. Further, it would high
light how some widely used tax breaks—such as the mortgage inter
est deduction or tax credits for higher education expenses—also 
have weak justifications.

The existence of a market failure that needs correction only estab
lishes the possibility that a tax break may be useful. The Working Group 
believes several other tests are very important in evaluating tax breaks:

• Assuming that market failure leads to too little of some productive 
activity, a tax break should be cost-effective in the sense that it 
generates a large enough increase in the desired activity to justify 
the revenue loss. The tax break should not merely pay for invest
ment and consumption that would occur even without the tax 
benefit; it should stimulate significant additional activity. For exam
ple, one can argue that markets do not produce enough basic sci
entific research because those who discover new products or 
techniques often cannot fully capture the value the new ideas gen
erate for others who use them. But a tax credit for business 
research and experim entation (R&E) is worth doing only if it 
increases the social value of research firms by an am ount that jus
tifies its cost.

• Tax breaks should be appropriately targeted, although proper 
targeting is often difficult to accomplish. They should be narrow 
enough to apply only to the activity that requires subsidy (or peo
ple that merit assistance), but not so narrow that they overly limit 
the m ethods of achieving their goals. For example, the tax 
exemption of interest on state and municipal bonds provides a 
subsidy for state and local spending, but the subsidy is arguably 
both too broad and too narrow. It is too broad because it applies 
to all state and local activities, not just those that produce national 
benefits (for which a subsidy may be justified). But it is too narrow
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because it applies only to costs of capital, thereby encouraging 
states and localities to substitute capital for labor in production.

• Tax breaks should not unduly compromise the progressivity of 
the incom e tax. The benefits of many existing tax breaks go 
mostly to upper-income families.3 Examples are the preferences 
for capital gains, tax-exempt securities, and accelerated depre
ciation of certain business investments. We are not suggesting 
that every single item in the tax law be subject to a burden dis
tribution test. Some business tax breaks (for example, the R&E 
credit) may be justified on economic grounds. But the distribu
tion of tax burdens is im portant to people’s perception of the 
fairness of the tax system. It may be possible to combine regres
sive tax expenditures with other changes in the tax law to pre
serve overall progressivity, but the more the tax base is whittled 
away by tax expenditures, the higher the rates must be on what 
remains. Thus, an im portant benefit of reducing tax breaks is 
that it permits a lowering of rates without sacrificing revenue or 
making the tax law less progressive.

• Whatever their o ther benefits may be, tax breaks should not 
add excessively to the com plexity of the incom e tax. The 
W orking G roup recognizes tha t there  are trade-offs am ong 
goals, and some additional complexity may be worth paying 
for provisions that produce real econom ic benefits. But, many 
tax expenditures create considerable complexity without off
setting benefits to efficiency or fairness. An example that trou
bles the W orking G roup m em bers is the com plicated and 
overlapping set of re tirem en t saving incentives (deductible 
IRAs, Roth IRAs, 401 (k) plans, SIMPLE plans, SEP plans, edu
cation saving accounts, medical saving accounts) and the intri
cate and varying qualifying rules for such plans. A nother 
troubling example is the complex set of rules for determ ining 
the preferential rates on capital gains.

Complex provisions that benefit a minority of taxpayers create an 
environm ent where people believe that others who are smarter, bet
ter connected, or less scrupulous are getting away with not paying 
their fair share. This perception underm ines voluntary compliance, 
which is the bedrock of our tax system.4
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program to make payments. Tax incentives avoid the need to create 
a new agency, although they do impose an additional burden on the 
IRS. A tax break can be a low-cost way to pay benefits when such ben
efits depend on objectively measured standards (such as the am ount 
of home mortgage interest paid). And, using tax returns lowers costs 
if eligibility for assistance depends on data that are already reported 
to the IRS (such as income or num ber of dependents with Social 
Security num bers).

The tax system also may have some advantages as a way of deliv
ering benefits that are limited to the working poor. This group, with 
incomes roughly in the $10,000-$30,000 range, has relatively few 
programs targeted to it, so there are few existing agencies that might 
handle the necessary adm inistration on their behalf. Tax benefits 
also are more “user-friendly” than spending programs because ben
eficiaries can self-report eligibility on their return instead of applying 
to a special agency for benefits. Working people who may m erit sup
port based on economic need but do not wish to be stigmatized as 
“welfare recipients” are more likely to claim a tax benefit than par
ticipate in a spending program. The flip side of greater participa
tion with a tax break, however, is that there also might be a higher 
rate of excess claims by those who do not qualify for the benefit.

I f  t h e  Tax  S y s te m  M u s t  B e  U s e d , -Ho w  S h o u l d  Tax  
E x p e n d it u r e s  B e  S t r u c t u r e d ?

The Working Group believes that if there are to be explicit sub
sidies through the tax code, they should generally be designed as 
credits that provide the same subsidy rate to all taxpayers. Alternative 
ways to structure tax expenditures—as exemptions, deductions, or 
exclusions from income—usually are regressive, delivering dispro
portionate benefits to those in high tax brackets. While deductions 
are the appropriate way to adjust for differences in ability to pay fed
eral income tax, subsidies to encourage certain activities (such as 
energy conservation or college tuition) should be in the form  of 
credits (see Box 5).5

Even tax credits, however, will not provide the same subsidy to all 
potential recipients unless they are made refundable—that is, unless 
taxpayers can receive a net payment from the IRS, not merely an off
set to the income taxes they have to pay. Spending programs, such as 
food stamps (or agricultural subsidies), do not deny benefits to low-
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income individuals (or unprofitable companies) simply because their 
earnings (or profits) are low. Yet, a nonrefundable child care or 
health  insurance subsidy that takes the form  of a tax break will 
exclude all households too poor to pay income taxes. Similarly, an 
R&E credit will not benefit an unprofitable firm, regardless of the 
social benefits that may flow from its research, unless the credit is 
refundable or transferable.

If an activity such as child care m erits a public subsidy, it is 
difficult to make the case tha t the subsidy should be lim ited to 
those who pay positive incom e taxes, excluding low-income fami
lies who may need  it the most. Yet tha t is the result of a n o n re
fundable tax credit.

Box 5
Th e  E a r n ed  Inco m e  Tax C r e d it

The earned income tax credit (EITC) is currently the largest single fed
eral program for poor families. By providing refundable tax credits up to 
almost $4,000 per year for qualifying working families with children, it has 
raised the incomes of millions to a level above the poverty line. The Working 
Group strongly supports the goal of providing cash assistance to low-income 
working families to encourage their participation in the workforce and to 
reduce poverty.

In addition to its sound goals, there are other advantages to structuring 
the EITC as a refundable tax credit: benefits are conditioned on earnings and 
family size, both already reported in tax returns. Beneficiaries overwhelm
ingly prefer annual to monthly payouts, again compatible with the tax cycle. 
Also, a tax rebate appears to be a more user-friendly system than need- 
based spending programs (welfare). Finally, the working poor targeted by 
the EITC are relatively easy to reach in this way.

The Working Group recognizes that an earned income tax credit has 
much greater political marketability than an earnings subsidy administered 
as a direct expenditure and does not wish to see the program dismantled or 
cut back. Nevertheless, it is clear that a subsidy for the working poor alter
natively could be structured as an expenditure program (with, of course, a 
new agency to administer the program) rather than as a refundable tax 
break.
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In spite of the case for refundable tax credits, until the 2001 tax 
bill, virtually no tax break, with the exception of the earned income 
tax credit and small portion of the child credit was refundable. The 
2001 tax act m ade m ore of the child credit refundable, thereby 
expanding its benefits to many low-income working families. The 
Working Group believes that nonrefundability is a bad way of limiting 
the fiscal costs of program s because it arbitrarily denies program  
benefits to those who might be most deserving (and who often pay 
federal payroll and excise taxes). But we also recognize that adding 
more refundable credits increases enforcem ent burdens on the IRS 
and adds to compliance problems. In short, many existing tax subsi
dies and new subsidies (such as health insurance tax credits) that 
proponents want to place in the tax system should be refundable as 
a m atter of program  design. But the very need to make these pro
grams refundable is a strong argum ent for keeping them out of the 
tax system altogether and placing them on the spending side of the 
budget.

T h e  D ir ty  D o z e n  a n d  T r o u b l e s o m e  T e n

Based on the criteria set forth in this report, the Working Group 
believes many special allowances in the existing income tax are unjus
tified. We have selected a “dirty dozen” list of those tax expenditures 
that we believe should be eliminated (see Box 6). Most of these are 
narrowly targeted provisions that do not correct for m arket failures 
or help disadvantaged groups and could be eliminated or phased 
out without causing widespread disruption.

We also include a second list, which we label the “troub le
some te n ” (see Box 7, page 24). Tax expenditures in this group 
are problem atic but have some econom ic justification.6 For exam
ple, the special tax rates for realized capital gains favor one form  
of capital incom e over o thers (dividends, in terest), provide dis
p ro p o rtio n a te  benefits to h igh-incom e taxpayers, and , in ou r 
view, do no t stimulate econom ic growth as their supporters claim. 
But they also can be defended  as co rrecting  (although  im per
fectly) for the failure to adjust gains for inflation, reducing  the 
b u rden  o f the double taxation of corporate  incom e, and  m iti
gating a “lock-in” effect tha t occurs because the tax is im posed 
when gains are realized, no t when accrued. We list the items in 
the troublesom e ten because they are large in revenue term s and
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Box 6 
The D ir ty  D ozen

• Export tax incentives (exclusion of income of foreign sales corpora
tions and inventory property sales source rule exception)

• Excess of percentage depletion over cost depletion (fuels and nonfuel 
minerals)

• Regional economic development incentives (empowerment zones, enter
prise communities, and others)

• Graduated corporate income tax rates

• Exemption of interest on private activity state and local bonds (small- 
issue bonds, energy facility bonds, owner-occupied mortgage subsidy 
bonds, rental housing bonds, bonds for private, nonprofit educational 
facilities, hospital construction bonds)

• Tax credits for nonconventional fuels (alternative fuel production credit, 
alcohol fuel credit) and partial exemption from the motor fuels excise 
tax for alcohol fuels

• Medical savings accounts

• Exemption of credit union income

• Timber subsidies (expensing of multiperiod timber growing costs, cap
ital gains treatment of certain timber income, and investment credit 
and seven year amortization for reforestation)

• Special rules for employee stock ownership plans (ESOPs)

• Small life insurance company deduction

• Exclusion of fringe benefits through cafeteria plans

therefore m erit careful scrutiny. T here are good argum ents for 
modifying all of them  and elim inating or restructu ring  many.
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Box 7 
Th e  Tr o u b les o m e  Ten

• Tuition tax incentives (HOPE scholarship, lifetime learning credit, defer
ral of income on state prepaid tuition programs, education saving bonds)

• Capital gains preferences (preferential tax rates and step-up in basis at 
death)

• Accelerated depreciation of machinery and equipment

• Credit for low-income housing investment

• Exclusion of contributions and earnings for Individual Retirement 
Accounts (for individuals with pension coverage)

• Exclusion of interest on public purpose state and local bonds

• Expensing of certain small investments

• Exclusion of interest on life insurance savings

• Exclusion of income earned abroad by U.S. citizens

• Deductibility of state and local property tax on owner-occupied homes

C h a n g e s  in B u d g e t  P r o c e s s  a n d  
Inform ation  R e p o r tin g

Existing budget rules constrain changes in taxation, discretionary 
spending, and entidements. The Working Group considered whether 
modifications to these budget procedures, aimed especially at tax 
expenditures, m ight limit unw arranted expansions of tax conces
sions. We concluded that supplem enting existing budget rules with 
explicit limitations on tax expenditures was likely to be ineffective 
and might have harmful side effects. The Working Group believes, 
however, that more public information could be helpful in increasing 
awareness of the benefits from eliminating unwarranted tax expen
ditures and in preventing the enactm ent of new ones.
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L im ita tio n s  o f  F o r m a l  B u d g e t  C o n t r o l s  o n  
Tax  E x p e n d it u r e s

Existing budgetary  p rocedures contain  two types of lim ita
tions. First, legislated ceilings in past budget acts (the latest in 
1997) limit the total am ount Congress can spend in any year on 
discretionary programs. Second, the pay-as-you-go (PAYGO) rules 
require that any legislated increase in m andatory spending (enti
tlements) or legislated reduction in tax revenues, relative to the 
current law baseline, be balanced by an offsetting cut in m andatory 
spending or increase in taxes. The Working G roup believes that 
these budgetary  rules have helped  curtail deficits over the past 
decade and have contributed to the shift in the budget from deficit 
to surplus. We recognize, however, that Congress in recent years 
has b reached  the d iscretionary  caps and  tha t the recen t Bush 
adm inistration-sponsored tax cut ignores the PAYGO rules. We are 
less optim istic that these controls can be effective in any era of 
projected budget surpluses.

The PAYGO rules indirectly lim it tax expenditures. U nder 
PAYGO, if Congress increases any tax expenditure, it must offset 
the revenue loss e ither by reducing  o th e r tax expenditures, by 
increasing taxes, or by cutting m andatory spending. But there are 
no explicit limitations on aggregate tax expenditures. Congress can 
increase tax expenditures if it is willing to increase revenues from 
other tax provisions (by, for example, raising income tax rates, low
ering personal exem ptions, or increasing tobacco excise taxes) or 
to reduce m andatory spending (for example, Medicare or Social 
Security). In the 1997 Budget Act, cuts in Medicare spending and 
increases in some excise taxes (the aviation trust fund taxes) helped 
pay for new tax expenditures, such as the child credit and tax cred
its for costs of postsecondary education. Although tax expenditures 
did increase in the past decade, in spite of the PAYGO rules, they 
might have increased much m ore in the absence of these limits.

We considered possible ways of limiting tax expenditures as a 
separate category. These techniques included ceilings on total tax 
expenditures, PAYGO rules applied to tax expenditures alone, com
bined limits on tax expenditures within defined budget categories 
(such as energy or housing), ceilings for individual tax expenditures, 
and mechanisms to reduce tax expenditures automatically if their 
revenue loss exceeds a preset amount. We also considered increased
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use of “sunset” rules. We concluded that new budgetary rules applied 
to tax expenditures were not likely to improve policy outcomes and 
might make matters worse:

• The measurement of tax expenditures is controversial because it 
depends on a definition of what a “norm al” or baseline tax system 
looks like. Rules that produce automatic cuts when tax expendi
tures exceed a specified am ount therefore could be viewed as 
arbitrary and subject to dispute;

• In contrast, the current budgetary rules require much less staff 
discretion. Staff must estimate revenue effects of tax provisions 
but need not divide the revenue effect into a “tax expenditure” 
portion and a “general tax provision” portion;

• Aggregate ceilings on tax expenditures would limit policy choices 
too much. There is little reason to expect such a ceiling would 
effectively function to constrain the worst tax expenditures rather 
than the best.

It could be argued that a PAYGO rule limited to tax expendi
tures would have a beneficial effect. It is possible that the broader 
PAYGO rules in effect in the 1990s stopped many small, targeted 
tax expenditures from becom ing law by requiring explicit, offset
ting tax increases or en titlem ent cuts. A PAYGO lim ited to tax 
expenditures could make it more difficult to use any savings from 
future restraint in the growth in entitlem ent programs from being 
diverted to new tax expenditures. But, as noted above, any form  of 
limitation on tax expenditures would not sort out good tax expen
ditures from the bad ones. It could, for instance, lead to cuts in the 
EITC as the only way to finance new tax expenditures that powerful 
special interest groups want. In addition, limits that target tax expen
ditures as a separate category raise all the definitional issues dis
cussed above.

P o s s ib l e  C h a n g e s  in  R e p o r t in g

Although the Working Group recom mends no changes in bud
getary procedures regarding tax breaks, it does believe that m ore 
inform ation on tax expenditures would help the legislative process
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and could make it harder to enact unjustifiable tax breaks. Such 
additional inform ation on tax expenditures could be routinely pro
duced by government tax analysis agencies, such as the Office of Tax 
Analysis (OTA) at the U.S. Treasury D epartm ent, the Jo in t 
Committee on Taxation (JCT), or the Congressional Budget Office 
(CBO). Any additional inform ation requirem ent should be accom
panied by an increase in the tax analysis agencies’ budget and staffing 
to pay for the additional work.

Types of inform ation that would be desirable include:

• C om bined revenue losses for all tax expend itu res  and  tax 
expenditures by budget function. Such estimates should take 
account of interactions am ong separate tax expenditure items. 
The curren t tax expenditure budget estimates the cost of each 
provision as if all the o thers were fully in effect bu t does no t 
provide estim ates of the total cost of provisions. A dding up 
the estim ates for each item  w ould n o t provide an accurate 
m easure of the cost of all provisions because elim inating one 
provision would likely (though no t always) change the cost of 
the rem ain ing  ones. For exam ple, if the m ortgage in terest 
deduction were repealed, the deductions for state and local 
incom e and property  taxes would cost less than  the figures 
shown in the tax expend itu re  budget because fewer people 
w ould then  item ize deductions on th e ir tax re tu rn s . 
Com bining revenue losses from  a group of proposals would 
n o t be a new exercise; the T reasury  and  JCT already take 
account of interactions when estimating the revenue effects of 
proposed legislation.

• Data on historical trends in tax expenditure totals, using esti
mating methodologies that are consistent over time.

• Distributional estimates for all tax expenditures as a group and 
for large, separate tax expenditures that affect the individual 
income tax. (The Joint Tax Committee periodically does publish 
estimates of the distributional effects of selected tax expendi
tures in the individual income tax.)

• Periodic reviews that would cover all tax expenditures over a five- 
year cycle, with some reviews published in each year. These would
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provide specific inform ation for each item reviewed. We are not 
suggesting that the reviews must evaluate the merits of provisions 
but rather that they furnish information that will enable others to 
undertake such evaluations. Data on specific provisions m ight 
specify, for example:

a the num ber of taxpayers benefiting;

a the dollar am ount of benefit per taxpayer;

a the distribution of benefits among income groups, age 
groups, or family types;

a changes in the use of the tax expenditure over time; and

a the am ount of the activity being subsidized.

The W orking G roup recognizes the political incentives and 
dynamics that encourage the growth of tax breaks. But we believe 
that the prospect of m ore inform ation reporting  m ight restrain  
advocates of some of the more egregious provisions. We also believe 
that inform ation on the aggregate effects of tax breaks—especially 
their impact and their effect on the distribution of the tax burden— 
and on their growth over time would help frame the discussion on 
the use of the tax system to prom ote social and economic goals.

R e q u ir e m e n t s  f o r  B e t t e r  Ju s t if ic a t io n

The Working Group considered whether it m ight be useful to 
dem and more formal statements justifying new tax breaks when they 
are proposed by the executive branch and when they are considered 
by the tax-writing committees of the U.S. House of Representatives 
and Senate. Such statements might be required to answer the fol
lowing questions:

• Why is a governm ent program  necessary at all? W hat m arket 
failure underlies the need for this tax break?

• W hat objectives is the tax break m eant to accomplish? How 
would its success or failure be measured?
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• What evidence can be cited that suggests the tax break will accom
plish these objectives at an acceptable cost? Do most of the tax 
benefits go for activities that would have been undertaken with
out the tax break or does it increase the desired activity?

• Why is a tax break better than a direct spending program  for 
accomplishing this purpose?

This exercise is similar to a requirem ent in an Office of 
M anagement Budget (OMB) circular that has been in effect since 
the 1970s but has fallen into disuse over a period of years, even 
though it remains official policy.7

C o n c l u s io n s

Tax expenditures are growing. In the 2000 election campaign, both 
candidates proposed new tax subsidies to prom ote social and eco
nomic policy goals. Some of these new tax breaks were included in 
the May 2001 tax cut bill. There will be continuing pressure on the 
Bush administration to propose, and on Congress to enact, new tax 
subsidies and expand existing ones.

Although some tax breaks promote useful purposes, their growth 
overall has harmful effects. Special provisions that promote selected 
activities or benefit certain categories of taxpayer make the tax law 
more complicated. By so doing, they make it more costly for taxpayers 
to comply with the law and for the IRS to administer it. By enabling 
many people to pay less tax than others with the same income, tax 
breaks add to the public perception that the tax law is unfair.

Tax breaks obscure the costs and consequences of governm ent 
spending programs. Programs that would not pass muster as direct 
spending can be m ore easily enacted when disguised as tax cuts. 
Moreover, tax breaks are often less effective than direct spending in 
accomplishing program  goals.

The Century Foundation Working Group on Tax Expenditures 
encourages the Bush administration and Congress to consider which 
existing tax breaks can be scaled back or eliminated and to exercise 
restraint in proposing new ones. Only by simplifying the tax code 
and cutting out those tax incentives that are no longer justified can



30 Bad Breaks All Around

we address the popular perception that our tax system is too complex 
and unfair for most citizens.

Reducing or even restraining the growth of tax breaks is always 
difficult. Yet, whatever future decisions are made regarding the opti
mal level of federal taxation overall, paring back preferences in the 
tax code will make it easier to achieve the fundamental goals of mak
ing tax policy simpler, more equitable, and less cosdy to the economy. 
With less money spent on tax breaks, there will be more funds avail
able to keep marginal tax rates low, provide additional relief for low- 
income families, or meet other pressing policy priorities. Restraining 
hidden spending through the tax code should be a goal that unites 
those who want existing governm ent programs to be more effective 
and those who favor a smaller and less intrusive government.



N o tes

1. A fully comprehensive income tax base would include all net income of 
individuals, defined as the sum of an individual’s consumption plus change 
in net worth, or saving. This tax base would include all real gains from assets 
in the year they are accrued, would impute all corporate income to individ
ual shareholders (with no separate corporate income tax), would exclude 
inflationary gains and losses, and would count as income the imputed rental 
value of owner-occupied homes and consumer durables. The OMB/JCT 
baselines depart from this concept in some major ways. They allow for 
exemptions of components of income that are considered impractical to 
tax, such as accrued but unrealized capital gains, leave room for a separate 
corporate income tax, and permit the taxation of purely inflationary gains as 
well as deduction of the inflationary component of interest payments.

2. We recognize that President Bush also proposed major reductions in 
income tax rates, marriage penalty relief, and elimination of federal estate 
and gift taxes. We also recognize that rate reduction, marriage penalty relief, 
and cuts in estate tax accounted for most of the revenue losses from the 
tax bill of 2001. Consideration of these proposals is beyond the scope of 
this report, which focuses on special exceptions to the income tax, not gen
eral tax rules. If there are to be reductions in income taxes, however, rate 
reductions are superior to most targeted benefits.

3. For an analysis of the distributional effects of tax expenditures, see 
the paper by Michael Ettlinger in this volume.

4. The Joint Committee on Taxation (JCT) recently issued a report on 
ways to simplify the tax system. See Joint Committee on Taxation, Study of 
the Overall State of the Federal Tax System and Recommendations for Simplification 
Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 
(Washington, D.C.: U.S. Government Printing Office, 2001). JCT lists “the 
use of the Federal tax system to advance social and economic policies” as 
one of the major sources of complexity in the tax law.

5. Technically, it is sometimes preferable to use deductions instead of 
credits for some business incentives, particularly if the goal is to reduce the
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effective tax rate on investment or to move partially toward a consumption 
tax. It has been shown, for example, that partial expensing of investments is 
more neutral in its treatment of assets with different economic lives than an 
investment credit.

6. These selections are endorsed by most of the Working Group, but 
some members disagree with some of the items in these lists, see merit in 
some of the tax breaks on the two lists, or have other favorites.

7. OMB Circular A -ll contains the following directive to executive 
branch agencies: “You must consult with the Office o f Tax Analysis, 
Department of the Treasury, on all proposals for new or modified taxes or 
tax expenditures. After consulting with the Office of Tax Analysis, submit a 
justification of the proposal to OMB. The justification should include the 
views of the Office of Tax Analysis and address the following items: the 
nature and extent of the problem addressed by the proposal, the reason a 
subsidy is needed, the non-tax alternatives, and the reason a tax change is 
preferable to the non-tax alternatives. In addition, you should be prepared 
to submit justifications for continuing or reenacting existing taxes and tax 
expenditures in the program areas for which you have primary responsi
bility. Such justifications will contain the information described above.” See 
Jacob J. Lew, director, “Preparing and Submitting Budget Estimates,” 
Circular A -ll, revised transmittal memorandum no. 73, Office of 
Management and Budget, July 19, 2000.
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In tr o d u c tio n

Traditional approaches to tax policy consider what are the fairest 
and least costly ways to apportion the cost of paying for public 

services am ong the population. By this standard, a good tax system 
should impose equal burdens on taxpayers in equal economic cir
cumstances and larger burdens on those with m ore ability to pay 
tax. It should interfere as little as possible with household and busi
ness decisions concerning how to earn a living, what goods and ser
vices to consume, and where to invest, except when there are clear 
and identifiable m arket failures. It should be designed so as to min
imize costs to taxpayers of complying with the law and costs to the 
tax collection agency of adm inistering it. All major tax reform  pro
posals over the past quarter century have endorsed these general 
principles.1

Acceptance of these broad principles, of course, does not pro
duce a consensus on critical features of how a tax system should be 
designed. Advocates of major structural reforms differ in how they 
define fairness, in their assessment of the effects of taxation on eco
nomic behavior, and in the relative weights they assign to the goals of 
equity, efficiency, and simplicity. These differences lead to major vari
ations among tax proposals, such as whether the tax base should be 
income or consumption and how graduated the rate structure should 
be.2 But all the major tax reform  advocates claim their proposals 
would advance the three above-mentioned goals.

The views in this paper represent those of the author and do not necessarily reflect 
the views of the U.S. Internal Revenue Service, the Urban Institute, its board, or its 
sponsors, or any other institution with which the author has been affiliated.
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In contrast to the general guiding principles of tax policy, the 
U.S. income tax has since its inception, and especially since becoming 
a mass-based tax during World War II, been used to prom ote social 
and economic objectives as well. There are long-standing provisions in 
the income tax that encourage homeownership, subsidize the provi
sion of group health insurance by employers, encourage retirem ent 
saving, and subsidize activities by state and local governments and 
charitable organizations. The income tax has provided favorable 
treatm ent of capital gains throughout almost its entire history and 
has always included provisions, varying over time, that encourage in
vestments in selected industries and categories of assets.

The use of tax incentives to promote social and economic objec
tives has become more frequent in recent years. Most noteworthy has 
been the expansion in the use of the tax system to prom ote social 
policy objectives—education, health, retirem ent saving, housing, in
vestment in economically disadvantaged areas, and support for low-in- 
come families and families with children. For example, in 1990 and 
1993, Congress enacted major extensions of the earned income tax 
credit. The earned income credit now provides as much assistance as 
programs such as food stamps and Supplemental Security Income 
(SSI) and more than Temporary Assistance to Needy Families. The 
Taxpayer Relief Act of 1997 introduced new tax credits for expenses 
of postsecondary education and a new, partially refundable child 
credit.3 It also broadened incentives for saving for higher education, 
expanded eligibility for tax-advantaged individual retirement accounts 
(IRAs), and expanded incentives for businesses to invest in econom
ically depressed areas and to employ disadvantaged workers. 
Subsequent proposals by presidents from both parties have contin
ued the trend toward using the tax system to promote social and eco
nomic policy objectives. For example, President Clinton’s fiscal year
2001 budget included numerous new and expanded tax incentives. 
Among these were proposals to expand the earned income credit 
and the credit for postsecondary educational expenses, to increase 
the dependent care credit and make it refundable, and to introduce 
new, refundable credits for contributions to retirem ent saving ac
counts and expenses for long-term care. President George W. Bush’s 
first budget also proposed to expand tax incentives. Among the many 
new and expanded tax incentives in the first Bush budget were pro
posals to make charitable contributions deductible for taxpayers who 
do not itemize deductions, expand educational savings accounts,
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introduce a new tax credit for health and insurance, and make the al
ready existing research and experimentation credit perm anent. (In 
the recent tax bill, enacted ju st before com pletion of this paper, 
Congress included only some of the president’s proposals for new tax 
incentives but added others that were not in the president’s budget.)

These and other special tax provisions are often referred to as 
“tax expenditures” in recognition of the fact that they substitute for 
direct spending programs as ways of advancing federal policy goals.4 
The Office of M anagement and Budget (OMB) defines tax expen
ditures as “revenue losses due to preferential provisions of the 
Federal tax laws, such as special exclusions, exemptions, deductions, 
credits, deferrals, or tax rates.” OMB refers to these provisions as “al
ternatives to other policy instruments, such as spending or regulatory 
programs as means of achieving Federal policy goals.”5 The Treasury 
D epartm ent published the first list of federal tax expenditures in 
1968. In response to a m andate that originated in the Congressional 
Budget Act of 1975, which established the congressional budget 
process, both OMB and the Joint Committee on Taxation (JCT) now 
publish annual lists of tax expenditures and estimates of their rev
enue losses. (The U.S. Treasury D epartm ent provides the estimates 
for the OMB publication.)

The growth in tax expenditures raises a num ber of serious is
sues for tax and budgetary policy:

• Does the use of the tax system for nontax objectives create a bias 
for too many governm ent programs?

• Are programs more or less efficient and effective as tax subsidies 
instead of direct spending?

• Is the growth of tax expenditures making the tax system too 
complicated?

• Should there be any changes in the budget process to restrain 
tax expenditures?

This paper reviews the growth in the use of tax expenditures and 
assesses the pros and cons of using the tax system as a way of pro
moting social and economic policy objectives. Chapter 2 briefly re
views trends in tax expenditures and discusses how political incentives
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may lead to substitution of tax provisions for direct spending. Chapter 
3 discusses issues in identifying and m easuring tax expenditures. 
These questions, although apparently arcane, m atter because any 
process to control or limit tax expenditures relies on reaching a con
sensus on how to define and measure them. Chapter 4 discusses con
siderations in evaluating the effectiveness of subsidies and transfers, 
whether in the form of tax benefits or direct spending. Chapter 5 dis
cusses criteria for determ ining whether a particular program should 
be structured as an outlay or a tax incentive. Chapter 6 considers 
whether it makes sense to enact limits on tax expenditures.



Th e  R ise  in S p e n d in g  
Th r o u g h  the  Tax C o d e

Th e  G r o w th  a n d  R e d ir e c t io n  o f  Tax E x p e n d itu r e s

There are num erous conceptual difficulties in m easuring tax ex
penditures and fu rth er problem s in sum m ing up individual tax 
expenditure items to compute a measure of total federal “spending” 
through the tax code. Thus, one cannot provide precise measures of 
the growth in tax expenditures relative to gross domestic product 
(GDP) or other budget aggregates. Available evidence suggests, how
ever, that tax expenditures have been growing faster than the econ
omy in most years since 1967, the first year in which governm ent 
agencies began compiling tax expenditure data.

O v e r a l l  G r o w t h  o f  Tax  E x p e n d it u r e s

Some analysts have measured the growth of tax expenditures by 
summing official estimates for individual provisions reported by the 
Office of M anagement and Budget (OMB), the Jo in t Committee on 
Taxation (JCT), and the Congressional Budget Office (CBO). As dis
cussed in the following section, such calculations may overstate or 
understate total tax expenditures because they do not take account 
of interactions among separate provisions.

Based on a Congressional Budget Office study, Stanley Surrey and 
Paul McDaniel reported that tax expenditures increased much faster 
than both GDP and direct oudays between 1967 and 1982.1 Using OMB
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data, the author himself estimated that tax expenditures rose only slightly 
faster than GDP between 1980 and 1999.2 Tax expenditures climbed 
sharply following enactment of the 1981 tax cuts, which included gready 
expanded incentives for business investment. Then the Tax Reform Act 
of 1986 reduced special tax expenditures by lowering marginal tax rates 
and broadening the tax base. Several major tax breaks were eliminated, 
including the exclusion from income of capital gains and the invest
ment tax credit; the lower rates reduced the cost of deductions and ex
clusions that remained in the tax law. Since 1990, tax expenditures have 
renewed their growth as new preferences have been added to the in
come tax, old ones have been widened, and tax rates have increased.

S h if t  o f  E m p h a s is  f p o m  " B u s in e s s ” t o  “S o c ia l "
Tax  In c e n t iv e s

The composition of tax expenditures also has changed over the 
past twenty years.3 Tax expenditures can be classified as one of two 
types— “business” and “social” tax expenditures. “Business” tax ex
penditures are those that intend to prom ote investment generally 
or to help certain industries that Congress considers im portant for 
economic growth or national security. These include items such as 
the partial exclusion of capital gains from income, accelerated de
preciation for investments in machinery and equipment, and tax in
centives for energy production and conservation. “Social” tax 
expenditures are those that prom ote education, health, housing, re
tirem ent security, and incom e security for low-income families. 
Examples are the exemption of employer contributions for health in
surance, the low-income housing tax credit, and credits for the ex
penses of postsecondary education. Using this definition, social tax 
expenditures have increased as a percentage of GDP since 1980, 
while business tax expenditures have declined. The growth of social 
tax incentives has been especially pronounced since 1990, while busi
ness tax incentives, which were cut sharply by the Tax Reform Act of 
1986, have continued to decline as a percentage of GDP.

There are still several large business tax expenditures, however. 
According to OMB estimates, four business/investm ent tax expen
ditures each cost m ore than $10 billion annually in fiscal years 
2001-2005. These provisions are capital gains ($43 billion in 2002), 
accelerated depreciation of machinery and equipment ($33 billion in
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2002), step-up in basis for capital gains at death4 ($29 billion in 
2002), and exclusion of interest on life insurance saving ($17 billion 
in 2002). Many other provisions, although small in magnitude, are 
nevertheless im portant because they provide a large subsidy in rela
tion to the dollar am ount of activity receiving assistance.

P o lit ic a l  Inc en tives  fo r  U se  o f  the  Tax S ystem

Tax incentives are popular because they represent a way of increasing 
federal support for popular social and economic goals while giving 
the appearance of tax cuts instead of increases in spending. 
Compared with direct outlay programs with similar goals, they better 
meet the need of politicians to appear to favor spending restraint. 
Budget rules also may make it easier to enact tax incentives than 
comparable outlay programs. But, it is inaccurate to say that there are 
no fiscal restraints on tax incentives. Moreover, the incentives that 
congressional budget rules provided through most of the 1990s for 
using the tax system to promote the goals of spending programs may 
not work the same way in today’s changing fiscal environment.

A Labeling  Prob lem

The share of federal spending as a percentage of GDP is the 
most visible measure of the size of governm ent fiscal intervention 
in the economy. Keeping spending growth down provides the ap
pearance that government is becoming smaller and less intrusive. In 
its fiscal year 2001 budget, for example, the Clinton administration 
took credit for reducing spending from 22.2 percent of GDP in 1992 
to 18.7 percen t of GDP in 1999.5 Using tax incentives instead of 
spending to prom ote social policy initiatives helps keep this readily 
measurable share of governm ent spending low.

B udget  P ules

In recent years, budgetary rules may have contributed to the 
growth of tax expenditures as well. Since the enactm ent of the 
Om nibus Budget and Reconciliation Act of 1990, discretionary
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spending programs have been subject to an overall ceiling. The cap 
on discretionary spending drives program advocates to propose tax 
incentives to accomplish their goals because tax incentives do not 
require offsetting reductions in other discretionary programs to avoid 
breaching the cap. For most of the 1990s, Congress largely complied 
with the spending ceilings it had enacted in 1990 and extended in 
1993. But after budget surpluses em erged in the late 1990s, both 
Congress and the executive branch were unwilling to conform  to 
the much tighter ceilings put in place in the 1997 Balanced Budget 
Act.6 With less restraint on discretionary spending, there is less in
centive to use tax incentives as a substitute.

Tax incentives, however, must still compete with other fiscal mea
sures for scarce federal dollars even though there is no specific limit 
on tax expenditures. U nder the pay-as-you-go (PAYGO) limits in the 
budget process, any tax cut or increase in m andatory spending must 
be matched by an offsetting budgetary saving in other tax provisions 
or mandatory spending. This means that the budget rules force tax 
incentives to compete directly with other tax and entitlem ent provi
sions instead of discretionary spending.

W hether and in what form the PAYGO rules survive in today’s 
changing fiscal environm ent remains to be seen. On the one hand, 
if the PAYGO rules are relaxed and less stringent but more realistic 
discretionary caps are instituted, political incentives for using the 
tax system for programmatic purposes could increase. On the other 
hand, if the discretionary caps are eliminated or routinely ignored, 
then there will be no budgetary pressure spurring the use of tax in
centives in place of spending.



Me a s u r in g  Tax E xp e n d itu r e s

W hen  Is a Tax B reak  a D is g u is e d  

S p e n d in g  P r o g r a m ?

WTiile the Office of M anagem ent and Budget (OMB) and the 
Jo in t Committee on Taxation (JCT) publish lists of tax expen

ditures annually, tax expenditures for individual items are not com
bined to display their overall revenue cost (taking into account 
interactions among provisions that reduce the total) or integrated in 
any other way into budget presentations. In part, this reflects the ex
istence of considerable controversy over what should be counted as 
a tax expenditure and how its cost should be measured.

The fundamental problem is inherent in the definition of tax ex
penditures as “special exclusions, exemptions, deductions, credits, 
deferrals, or tax rates.” To determine a tax expenditure, one needs to 
establish a baseline tax structure compared to which some provisions 
are exceptions. Inevitably, choosing which provisions are part of the 
baseline structure and which ones are exceptions involves many sub
jective judgm ents.

Treasury and JCT use similar definitions of the baseline tax, al
though there are some differences in detail. For both agencies, the 
baseline tax follows the concept of a “norm al tax” originally devel
oped by the Treasury Departm ent in the 1960s under the leadership 
of Stanley Surrey.1 This baseline is m eant to represent a practical 
and broad-based income tax that reflects the general and widely ap
plicable provisions of the current federal income tax. The normal tax
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is not a conceptually pure tax that includes all net income in the tax 
base once. It excludes some items of income—such as accrued but 
unrealized capital gains and im puted rental income from owner-oc
cupied homes—on the grounds that including them  in the tax base 
would be administratively unfeasible. It includes as part of the base
line provisions that overstate income, such as the taxation of gains 
that represent inflation and the double taxation of corporate divi
dends. Personal exemptions, standard deductions, and graduated 
individual tax rates are treated as part of the norm al tax, on the 
grounds that a broad-based income tax can be progressive and can 
provide appropriate adjustments for family size. But graduated cor
porate tax rates are treated as a preferential item that favors small 
business.

Th e  Two R o le s  o f  the  "Tax E x p e n d it u r e ” L ists

The num bers displayed on the tax expenditure lists serve two very 
different purposes. The first is the one implied by its nam e—to dis
play the fiscal cost of provisions that could be designed as expendi
tures bu t that Congress has chosen instead to fund through 
exceptions from the tax law. Examples are the low-income housing 
credit and the alternative fuel production credit. Listing these pro
visions serves a budgetary control agenda because it prevents 
Congress from disguising the cost of spending programs that would 
otherwise be “h idden” in the tax code.2 The second is to display the 
fiscal costs of all provisions that represent departures from proper in
come measurement, even if they do not have an obvious program 
matic spending counterpart. An example is the exem ption from tax 
of capital gains on assets transferred at death. Enum erating these 
items provides a “hit list” for tax reformers who want to advance goals 
of fairness and neutrality in the income tax.3

Measuring  the C osts o f  “E xpen d itu re-like” P rograms

It is possible to design tax incentives that have virtually the same 
economic effects as just about any spending program. For example, 
David Bradford illustrates how one could slash both taxes and de
fense spending without sacrificing defense.4 In the “Bradford Plan,”
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the weapons appropriation would be cut to zero, but to offset this the 
Congress would enact a “weapons supply tax cred it” (WSTC). To 
qualify for the WSTC, defense contractors would deliver the appro
priate weapons to the Pentagon in exchange for certificates that they 
could redeem  as credits against income tax.5

While the Bradford example is intended to be farcical, the pro
posal for school modernization bonds (SMBs) in President Clinton’s 
last three budgets would have used a similar type of device to help 
local communities build schools. SMBs would expand a provision 
for Qualified Zone Academy Bonds (QZABs) that Congress enacted 
as part of the Taxpayer Relief Act of 1997.6 In March 2001, 
Representatives Nancy Johnson (R-Conn.) and Charles Rangel (D- 
N.Y) introduced a new bill to provide federal tax credits to pay the in
terest costs on $25 billion of SMBs.

A m ore straightforward proposal to aid school construction 
might request that Congress appropriate funding for interest subsi
dies and develop criteria for selecting school districts to receive the 
subsidized loans. The D epartm ent of Education would adm inister 
the program and make payments to cover the interest costs for the se
lected districts. The proposals for school construction bonds are 
equivalent to this hypothetical new spending program in all respects 
but one. In the tax proposals, instead of receiving interest payments 
from the D epartm ent of Education, qualifying school districts (se
lected by the same criteria as in the hypothetical spending example) 
would receive certificates to issue SMBs. The SMBs would pay no in
terest, but holders of the SMBs could claim tax credits in lieu of the 
interest receipts. The economic effects of this tax incentive are vir
tually the same as for the hypothetical spending program, but the 
budget proposal is scored as a tax cut instead of new spending.7

More generally, many provisions on the tax expenditure lists 
could easily be designed as direct spending program s.8 But o ther 
provisions do not have an obvious spending counterpart. Some com
mentators believe that the tax expenditure list should be limited to 
provisions that m eet two conditions:

• There is a general rule in the existing tax law, com pared with 
which the specific tax provision is an exception.

• It is possible to formulate an expenditure program that would 
achieve the same objective as the tax provision.9
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U nder these criteria, the SMBs and QZABs would clearly be tax 
expenditures because they are not part of the general provision of 
the tax laws and they have a clear and obvious spending counterpart 
(an interest subsidy administered by the D epartm ent of Education). 
Many other items on the tax expenditure list clearly m eet these cri
teria. But other provisions do not.

In the early 1980s, the Treasury Departm ent developed the con
cept of a “reference” law baseline, which was m eant to represent gen
eral rules in the current income tax instead of rules with a normative 
content. The in tent was to distinguish departures from the norm al 
tax that could be considered “tax expenditures” from those that fully 
or partially exclude some forms of income from the tax base, but do 
not clearly substitute for a spending program. For several years, the 
OM B/Treasury tax expenditure list excluded some major items that 
the JCT continued to list as tax expenditures. The changes were con
troversial, and, in response to objections, Treasury in 1984 began 
displaying all tax expenditures relative to the norm al tax baseline, 
with a separate line for some items showing a value of zero relative to 
the reference tax baseline.10

Measuring  the C osts o f  D eparture 
from an “Id ea l" Tax S ystem

A nother purpose of the tax expenditure list is to indicate how 
much revenue is lost because the current U.S. tax system departs from 
a measure of a comprehensive but practical income tax base. The tax 
expenditure list helps inform an agenda for tax reform by displaying 
the costs of departures from this “norm al” tax baseline.11 For this rea
son, the tax expenditure list has often been used to enum erate items 
to be included in tax reform proposals. The Tax Reform Act of 1986, 
for example, eliminated numerous tax expenditures to pay for lower 
marginal tax rates for individuals and corporations.

Any departure from an ideal income tax will affect the allocation of 
resources and the distribution of after-tax income, regardless of whether 
it is measured against the normal or reference tax baseline. For this rea
son, the distinction between “tax expenditures” and “departures from 
ideal income measurement” is not conceptually clear. Stanley Surrey and 
Paul McDaniel reject the usefulness of distinguishing between these two 
types of provisions. They term the reference tax baseline as “highly



idiosyncratic and inconsistent with tax theory, tax expenditure analysis, 
and the statutory definition adopted by Congress in the 1974 Budget Act”12

W hat Is the  P r o p e r  B a s e l in e ?
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C urrent State o f  the D ebate

Currently, the norm al tax base concept as originally designed 
by Surrey is the one used in the official tax expenditure lists, al
though footnotes in the OMB tables and discussion in the text still 
cite the alternative reference tax baseline. The tax expenditure list 
continues to serve as a m enu for potential tax reforms but does not 
play an im portant role in influencing budgetary presentations.

P roblem s in Measuring  Tax E xpenditures

Notwithstanding the general acceptance of the normal tax con
cept, there remain many unresolved debates in the measurement of tax 
expenditures. These include general issues in defining the normal tax, 
the treatment of “exceptions to exceptions,” the distinction between 
“revenue losses” and “ouday equivalents,” and “timing” issues. Appendix 
1 to this paper discusses these conceptual and measurement issues.

E valuation

There is a clear need for accounting for the am ount the government 
effectively “spends” in support of programs that are cleared through 
the tax system. There also is a constant need to reexam ine provi
sions of the overall tax structure, which in many ways depart from cri
teria of efficiency, fairness, and simplicity. The published tax 
expenditure lists display the costs of many expenditure substitutes 
and provide much useful inform ation on the costs of other excep
tions to a baseline that commands wide, if not universal acceptance, 
as a model of a practical comprehensive income tax. But, because 
they serve dual goals—tax reform  and spending control—they can 
supply misleading inform ation for those seeking either one.
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There are serious problem s with including many items enu
merated as tax expenditures on a “hit list” for tax reform. Eliminating 
or reducing tax expenditures to pay for lower rates is a common fea
ture of tax reform  proposals. But “spending” cleared through the 
tax accounts cannot be viewed simply as a defect in the tax system. 
For example, the exemption of employer-paid health insurance pre
miums from tax is a clear departure from proper income measure
m ent rules in a broad-based incom e tax. But, in the absence of 
national health insurance, the exemption provides an im portant in
centive for employers to provide group health insurance for their 
employees.13 If the exemption were eliminated in the name of a pure 
tax system, there would be strong pressure to replace it with an al
ternative subsidy. More generally, reducing tax expenditures may do 
major harm  to im portan t social goals unless there is new direct 
spending or regulation. But, simply replacing tax expenditures with 
direct expenditures will not allow the large reduction in marginal 
tax rates that reform  proposals promise.

There are problems likewise in characterizing some items that 
may belong on the tax reform agenda as disguised spending. Many 
items on the tax expenditure list do not have an obvious spending 
counterpart. But admittedly, the distinction between tax expendi
tures and nonexpenditure-like departures from a norm al income 
tax is difficult to define with a set of objective criteria. O ne test may 
be the in ten t of the program —w hether its purpose is to prom ote 
some well-defined activity that could be achieved through spending 
(like the proposed credit for SMBs) or to modify the general rules of 
an income tax (like the capital gains preference). But intent is often 
hard to discern, and many provisions serve multiple goals. Selecting 
which provisions are expenditure substitutes is a bit like deciding be
tween pornography and art; you know it when you see it.

It would be useful, however, if alternative lists of tax expenditures 
were available that would classify them by different types. Some might 
be categorized as unambiguous spending substitutes, others as potential 
expenditure substitutes, and still others as provisions that represent non
expenditure-like preferences in the income tax. It also would be useful to 
have estimates of aggregate revenue losses from subgroups of prefer
ences, which would take account of interactions among provisions. This 
information would make for greater transparency in observing how policy
makers are using the tax system to substitute for spending programs.



E valuating  Tax E x p e n d itu r e s

L abeling a program a tax expenditure does not in itself say whether 
it is a good or bad program. Like direct spending, tax expendi

tures alter the composition of goods and services produced in the 
economy and modify the distribution of after-tax income. These mod
ifications may either improve or degrade economic efficiency and 
fairness.

It is useful to classify program s into two d ifferen t general 
types—subsidies and transfers. Subsidies seek to change the pattern 
of economic activity, based on the idea that the value of some output 
is not fully captured by producers in private markets. (An example 
is basic scientific research, which is believed to generate knowledge 
and techniques with a social value greatly in excess of what can be 
captured by producers in private markets.) Transfer payments seek 
to raise the incomes of those with special needs. (Examples are fam
ily support payments for single m others w ithout o ther sources of 
income and Social Security benefits for retirees.) Some programs 
combine subsidy and transfer elements. (An example is tax credits 
or ren t subsidies to make m ore housing available for low-income 
families.)1

As the discussion indicates, it is possible for programs with the 
exact same economic effects to be placed on either the tax or spend
ing side of the budget. Frequently, the more interesting question is
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not whether a program is conveyed via tax breaks or direct spending 
but what design features it has.

Subsidies promote the production and consumption of selected 
goods and services by reducing their private cost of production through 
paying for part of the labor or capital used or by reimbursing purchasers 
for a portion of their spending. In the extreme, governments can pay for 
the entire cost of a good or service, making its consumption free to 
households.

Subsidies differ based on whether they:

• are based on the value of output of a good or the cost of inputs 
used in their production (labor and capital);

• are paid to business firms or households;

• are available to all or conditioned on the economic status of recip
ients;

• do or do not depend on whether the taxpayer has positive tax lia
bility; and

• do or do not vary in magnitude with the marginal tax rate of the re
cipient.

Transfer payments raise the income and purchasing power of target 
populations. Some transfer payments simply provide cash, while others 
are intended to increase access of recipients to identifiable goods and ser
vices, such as food, housing, and medical care by reducing their cost. 
These latter programs have both transfer and subsidy characteristics. 

Transfer payments differ based on whether they:

• provide benefits to all or only to those who meet needs tests, and, for 
the latter, how need is determined;

• are provided in the form of cash or in-kind benefits; and

• are or are not limited to recipients with positive earnings.

Appendix 2 of this paper elaborates on these design options for sub
sidies and transfer payments.
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E valuating  S u b s id ie s

There has been little discussion in the economics literature on cri
teria for evaluating tax subsidies (subsidies that take the form  of 
tax breaks). The one test that usually has been used in the litera
ture is w hether the subsidies in fact induce m ore of the in tended  
behavior. Thus, there  have been  a large num ber of papers that 
have exam ined the responses of taxpayers to particular incentives. 
Some of the articles directly estimate the effect of varying the tax 
incentive, and others use o ther evidence on price responsiveness to 
infer what the effects of tax subsidies m ight be. These papers have 
estimated, am ong others, the following responses:

• charitable contribution  levels to the net-of-tax price of mak
ing contributions;

• capital gains realizations to the m arginal tax rate on capital 
gains;

• hom eow nership rates to the m ortgage in terest deduction or 
alternative potential m ortgage interest tax subsidies;

• business research and experim entation (R&E) spending to the 
R&E credit;

• em ploym ent of qualifying workers to the ta rge ted  jobs tax 
credit; and

• the level and com position of investm ent to the investm ent tax 
credit and o ther provisions affecting the cost of capital.

M artin Feldstein estim ated tha t the elasticity of response of 
charitable giving to the price of giving (one minus the marginal tax 
rate) was g reater than one.2 T hat would m ean the revenue loss 
from the deduction is less than the am ount of additional giving it 
induces.3 Feldstein in terp re ted  this as evidence that the charita
ble deduction is m ore efficient than direct governm ent support 
of the same activities. More generally, it is sometimes claimed that 
any tax expenditure  is efficient if the dollar volume of induced 
activity exceeds the revenue loss.
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But, evaluating a subsidy based on the size of the behavioral re
sponse it induces is surely incomplete and in many circumstances 
misleading. It avoids the basic question of whether the output gen
erated by the tax subsidy is worth more to society than what it dis
places. For example, suppose a tax subsidy is provided to industry X 
even though market prices accurately reflect the relative value to so
ciety of the output in X and in other industries. The subsidy, reduces 
the costs of X, causing its price to fall and leading more X to be pro
duced and consumed. But with the presence of a subsidy, the social 
cost of producing X, in term s of the value of forgone output, ex
ceeds its market value. In that case, a larger behavioral response cor
responds to a larger efficiency loss from the subsidy, even if the 
induced gain in spending on X exceeds the federal budget cost.

Proper evaluation of a subsidy requires a careful statem ent of 
the subsidy’s objectives and an assessment of the value of the addi
tional outputs it generates, com pared with the production it dis
places. It also may require analysis of the incidence of a subsidy—that 
is, how the subsidy affects the after-tax distribution of incom e.4 
Finally, there should be an accounting for the value of resources 
used up in additional taxpayer compliance costs, costs of adminis
tration by the IRS and program agencies, and other transaction costs. 
Except for distributional analysis, such a broad assessment is rarely 
perform ed for tax incentives. (Static analyses of the effects of se
lected tax subsidies on the distribution of tax burdens am ong in
come groups are frequently produced by the Treasury Departm ent, 
the Join t Tax Committee, and the Congressional Budget Office.) In 
contrast, governm ent agencies have financed num erous studies of 
the effects of direct outlay programs within their sphere of respon
sibility. Many of these studies are careful evaluations that compare 
outcomes for target and control groups.5 Since no agency “owns” 
the tax incentives in the sense that they must balance them against 
other programs in developing their budgets, there is no inducem ent 
inside the government to perform  comparable evaluations of tax in
centives. Some agencies, however, have examined tax incentives that 
affect activities within their area of responsibility.6

E valuating  Tr a nsfer  P ro g r a m s

The primary purpose of transfer programs is to assist people with 
special needs. The most im portant criteria for evaluation are whether
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they are effective in raising the after-tax incomes of the target popu
lations and whether they treat people with similar needs equally. But 
transfer programs may have unintended side effects, including ad
verse impacts on work incentives and family stability. Analysis of be
havioral responses is therefore an im portan t com ponent of the 
evaluation process.

It is encouraging that the effects of the most im portant program 
to help the low-income population in the tax system—the earned 
income tax credit—are now being studied intensively by academic re
searchers and governm ent agencies. Recently, there have been new 
studies on the consequences of the EITC for work effort by single 
mothers, for trends in marriage penalties, and for consumption pat
terns and saving by EITC recipients. In addition, there have been 
studies on sources of excess claims by EITC recipients.7





5

C h o o s in g  betw een  Tax S u b s id ie s  
a n d  D irect  S p e n d in g

The effectiveness of any federal program depends much more on 
its specific design features than on w hether benefits are paid in 

the form of a check from a program agency or a lower income tax li
ability. But administrative and functional conditions of a specific pro
gram may sometimes favor using the tax system as a vehicle for paying 
beneficiaries and sometimes favor the use of direct outlays.

How Tax a n d  D irect  E x p e n d itu r e s  A lways D iffer

Involvement of the Internal Revenue Service. Tax incentives are claimed 
on tax returns. They alter the total am ount of taxes paid or refund 
due at the end of the year and can affect withholding schedules and 
estimated payments. Individuals self-report their eligibility for tax 
benefits, subject to potential review and audit (with a low probability) 
by the IRS. Treasury and the IRS issue regulations that detail eligi
bility for the subsidy or transfer payment. In contrast, direct outlay 
programs do not require IRS involvement, other than the norm al 
reporting of income generated from either governm ent payments 
or purely private market activities.

Budgetary treatment. Direct outlay programs are displayed explicitly as 
government spending. The nonrefundable portion of tax incentives 
appears as an offset to taxes paid and is therefore indistinguishable
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from a reduction in tax rates in its effect on budgetary aggregates. 
The refundable portion of tax incentives that exceeds income tax li
ability, however, appears in outlay totals in the budget. (The only re
fundable provisions in current law are the earned income tax credit 
and part of the child credit.1)

Accounting for costs of administration. The costs of administering direct ex
penditure programs appear explicitly as part of the budget of pro
gram agencies. In contrast, the cost of administering tax expenditures 
is not transparent. The additional complexity that tax expenditures 
add to the tax law raises the cost to the IRS of providing a given level 
of enforcem ent and taxpayer service. But the IRS budget does not 
break down costs into those attributable to tax expenditures and those 
attributed to provisions of the “norm al” income tax. Moreover, one 
cannot determ ine the extent to which the incremental costs associ
ated with tax expenditures cause the IRS budget to be bigger than it 
would otherwise be or instead reduce the quality of tax administra
tion and taxpayer service from a fixed budget.

How Tax and D ire c t Expenditures O fte n  b u t 
Need N o t D if fe r

Relationship of benefits to tax circumstances. Most tax incentives are not 
refundable and therefore cannot be used fully by all taxpayers. In 
addition, those tax incentives that are structured as exemptions or 
credits are worth m ore, per un it of subsidy base, to taxpayers in 
higher tax rate brackets. In contrast, the benefits of direct outlay 
programs typically do not depend on a taxpayer’s bracket.2

Tax incentives can be made m ore like outlays by structuring 
them as credits and making them refundable. In some circumstances, 
tax incentives can be designed to assist individual and corporations 
with no tax liability without making them refundable. For example, 
a nonrefundable tax credit for wages can help low-income workers 
without tax liability if the credit is provided to the employer.3

Determination of eligibility. Eligibility for most tax incentives depends on 
characteristics of taxpayers or their economic behavior (such as in
vestment in qualifying assets) that are specified in legislation. In con
trast, eligibility for benefits under many outlay programs depends
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on choices made by program administrators, based on more general 
criteria. But some tax incentives also rely on program  agencies ei
ther to certify eligibility or to select benefit recipients.

Degree of enforcement. Outlay program rules are usually enforced more 
stringently than those involving tax incentives. People have to file 
claims and sometimes appear in person before an adm inistrator in 
order to receive a check. In contrast, people claim tax benefits on 
their returns; the IRS reviews eligibility only after the fact, either in 
the process of an audit or through checks of calculations on returns 
and their consistency with information supplied by third parties. (For 
some non-needs-based entitlements, such as Social Security, program 
benefits are com puted administratively instead of being based on 
self-reporting.)

Self-reporting on tax returns deters fewer people, eligible or in
eligible, from claiming benefits than outlay programs that require 
administrative approval before payment. In addition, for income- 
tested programs, the use of the tax system avoids the stigma associ
ated with applying for public assistance. But the lower enforcem ent 
standard m ight result in m ore benefits being paid erroneously.4 
Congress could tighten enforcem ent of tax benefit claims by requir
ing some of the same checks that outlays require and by involving 
o ther agencies.5 But, this would raise costs and m ight discourage 
some eligible recipients from claiming benefits.

Budgeted benefits or entitlements. Most tax incentives resemble entitle
m ent programs in the sense that everyone who qualifies receives ben
efits. Total federal budgetary costs depend  on program  rules, 
economic conditions, and behavioral responses of individuals and 
businesses. In contrast, the cost of discretionary programs is set by 
congressional appropriations. But tax incentives can be, and some
times are, structured as discretionary programs by subjecting them to 
program caps.

Required frequency of review. Most tax incentives do not require periodic 
congressional approval to remain in effect; in that way, they also re
semble entitlem ent programs. In contrast, funding for discretionary 
programs is set annually, requiring Congress to make a decision every 
year to continue financing. Some tax incentives, however, have leg
islated expiration dates. Provisions subject to “sunset” include the
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research and experim entation (R&E) credit,6 the work opportunity 
credit, employer-provided educational assistance, and the credit for 
orphan drugs.

Sunset provisions may facilitate better budgetary controls but 
do not necessarily do so. The expiring tax incentives m entioned in 
the previous paragraph have been extended on a regular basis, while 
some “perm anent” incentives in the tax law have been eliminated 
or scaled back. Sunset provisions for tax expenditures may create a 
budgetary illusion by reducing their apparent long-term costs when 
in fact the provisions are so popular that they will never be permitted 
to lapse.

C r iter ia  fo r  C h o o s in g  b etw een  
Tax a n d  D irect  E xp e n d itu r e s

Some criteria are suggested here for deciding whether a program  
with a given economic design should be provided as a direct outlay or 
tax credit. In most circumstances, the choice should be dictated 
purely by administrative considerations. Tax incentives have special 
weaknesses, however, as a m ethod of helping the lowest-income fam
ilies, especially if there are constraints that prevent them from being 
made refundable.

Maximizing  A ccess Versus  M in im izing  F raud

As noted above, the process of claiming a credit, deduction, or 
exemption on a tax return  is usually easier and less costly for bene
ficiaries than the process of applying for and receiving assistance 
from spending programs. When individuals or businesses are already 
filing tax returns, a new incentive, even though it makes the tax law 
more complex, does not require a new point of contact between the 
citizen and a governm ent agency.

Therefore, tax incentives are preferable when the most im por
tant priority is to maximize the num ber of eligible individuals and 
businesses that benefit. In contrast, if there is a relatively greater con
cern with potential for abuse, then an outlay program or a tax in
centive with controls usually characteristic of outlay programs (such 
as precertification) would be the preferred approach.
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D esired  D egree  o f  A dministrative 
D iscretion  in S etting  P riorities

Many programs require detailed administrative review and judg
ments of experts in order to determ ine how best to spend public 
funds. For example, governm ent grants for scientific research gen
erally require reviews by panels of experts to determ ine what pro
posals are most promising and which funding options will produce 
the highest return. Such a program  could still be made a tax incen
tive, with the review panel choosing projects and awarding grants in 
the form of a tax credit certificate. Such an approach would add an 
unnecessary level of administrative complexity. If the grant recipi
ent already must supply detailed inform ation to a program agency, 
the additional burden to that agency of writing a check would ap
pear to be minimal.

In contrast, tax incentives may be preferable if the goal is to en
courage more of a clear and broadly defined activity. Either a tax in
centive or direct subsidy can lower the net cost of the activity, and, 
beyond that, market responses will determ ine how much additional 
activity occurs and by whom. If clear and objective eligibility criteria 
can be established (such as a subsidy that depends on the dollar 
value of home mortgage interest payments), then there is little point 
in channeling payments through a separate agency when the sub
sidy recipient already is settling an annual balance with the IRS. If, 
however, judgm ents need to be made by program experts on whether 
an expenditure meets the test for a subsidy (such as, for example, a 
subsidy for unspecified “energy-saving” equipm ent), then it m ight 
be better to have the subsidy adm inistered by a program agency.

U se of  Tax R eturn  D ata for  E lig ib ility  C riteria

Tax incentives are a preferable means of subsidy if eligibility cri
teria are linked to data already reported on tax returns. For example, 
if the intent is to condition a subsidy on an individual’s income by, for 
example, denying it to high-income families, then it is easier to have 
the subsidy claimed on tax returns. (Subsidies that phase out with in
come may have adverse econom ic effects by raising m arginal tax 
rates in the phaseout range, but these effects would be equally ad
verse for spending as for tax subsidies with the same phaseout rules.)
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Targeting  B enefits to Lo w - Income In dividuals

Tax incentives have some major disadvantages as m ethods of 
helping low-income families. The main problem is political: the re
luctance to make credits refundable and thus make more transparent 
the fact that they are really better viewed as spending than tax cuts. 
A nother lim itation is that the tax system works on an annual ac
counting period.7 This makes it difficult to get benefits to recipients 
on a timely basis.8 In contrast, many outlay programs provide bene
fits monthly.

C o n c l u d in g  C o m m ents

Many program s can be designed as e ither tax breaks or outlays. 
Unlike direct outlays, tax benefits always affect annual net payments 
to the IRS and appear in budget presentations as tax cuts instead of 
spending. Tax incentives appear more attractive because they seem 
to reduce the size of governm ent and because the costs of adminis
tering them  are not transparent. Beyond that, the relative m erit of 
using the tax system or direct outlays as a payment mechanism for 
any specific program  depends on the relative costs of adm inistra
tion and compliance. In general, direct outlays are preferable to tax 
expenditures when there is a need to apply complex criteria to de
term ine eligibility and, except for refundable credits, when the goal 
is to help low-income families and individuals. Tax expenditures are 
preferable to direct expenditures when one can establish objective 
and simple tests for subsidy eligibility and when income data cur
rently reported to the IRS are useful for determ ining the am ount of 
assistance.



P o lit ic a l  Incentives  
S h o u ld  Tax Incentives B e R es tra in e d ?

The discussion in this paper suggests that there are political and 
budgetary incentives for excessive use of tax expenditures. Fewer 

budgetary constraints and lower standards of review than for spend
ing programs makes it easy to create and expand tax expenditures 
even in cases where such measures are poor uses of taxpayer dollars. 
In addition, there is a tendency to use the tax system as a funding 
mechanism even when direct outlays are more efficient.

One possible response to these concerns is to enact an overall 
limit on tax expenditures. But there are other options short of strict 
spending caps.

Do O ver a ll  L im its o n  Tax E x p e n d itu r e s  W o r k ?

Congress could set a total ceiling on tax expenditures, analogous to 
the ceiling on discretionary outlays. This ceiling could be established 
at the curren t level of tax expenditures or at some lower am ount 
and could be allowed to increase with GDP, the price level, or some 
other economic indicator.

Overall limits on tax expenditures, however, are of questionable 
m erit for several reasons. First, because many tax expenditures take 
the form of entitlements, it is not possible to forecast precisely their
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cost. Overall targets would have to be based on projections, and then 
programs would need to be adjusted after the fact if their costs ex
ceeded estimates.

Second, as the discussion in Chapter 3 docum ented, there is 
considerable controversy about how to define and measure tax ex
penditures because there is no universally agreed-upon baseline tax 
system. Requiring the outcome of legislation to depend on the defi
nition of tax expenditures confers enorm ous power on unelected 
civil servants. In addition, the current definition of tax expenditures 
renders them unacceptable for use as a device for preventing end 
runs around federal spending limits. This is because many tax ex
penditures represent departures from one definition of an ideal, 
though pragmatic, tax system rather than provisions that substitute 
for spending programs.

Nonetheless, Congress has in the past set ceilings on individual 
tax expenditures and could decide to cap selected groups of tax ex
penditures. In doing this, it could request that staffs prepare a list of 
those tax expenditures in particular program areas (housing, energy, 
health) that may potentially substitute for spending programs. While 
the decision on which items to include in the limits would inevitably 
be political, executive and legislative branch tax staff can and should 
pay an im portant role in developing proposed lists.

O ther  O ptions

Other options for preventing excessive use of tax expenditures in
clude alternative reporting and measurement, requirements for pe
riodic review of effectiveness, sunset, and limitations on entitlements.

Alternative reporting and measurement. As noted in Chapter 3, the tax ex
penditure lists published by OMB and JCT include both expendi
ture-like programs and departures from an ideal income tax base, 
although OMB does identify some items that would not be tax ex
penditures under an alternative concept. Agencies could be required 
to group tax expenditures into three categories: those that are clearly 
program substitutes, those that could be considered program  sub
stitutes, and those that are not program substitutes. (All the items 
should continue to be displayed on the list.) This additional infor
mation would facilitate public understanding of how much the tax
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law is being used to prom ote disguised spending. It also would be 
useful if the staff could calculate the revenue costs of groups of tax 
expenditures, taking account of interactions am ong them. This 
would reveal the aggregate spending through the tax system on dif
ferent budgetary categories.

Requirements for periodic review and effectiveness. Although there have 
been a num ber of academic studies on aspects of selected tax in
centives, the process for reviewing their effectiveness falls far short of 
the process for reviewing alternative spending programs. Congress 
could consider requiring that all proposed new tax incentives be ac
com panied by statements indicating their purpose, evidence that 
their design will lead to accomplishment of the goals at an acceptable 
cost, and a clear rationale for why a tax incentive should be employed 
instead of a spending program. Similar requirem ents could be im
posed periodically on existing tax incentives.

Sunset. More tax expenditures could be subject to sunset provisions. 
This would require that Congress take positive action to continue 
them and, under current budgetary rules, would require that they 
identify o ther tax increases or spending cuts to finance them. As 
noted above, however, sunset has some disadvantages. It makes tem
porary tax expenditures look less costly than perm anent ones, which 
is highly misleading if the provisions are so popular that Congress 
and the executive branch would never allow them to expire.

Limitation of entitlements. Some individual tax expenditure items that 
currently operate as entitlem ents could be made similar to discre
tionary spending programs by limiting their total funding. This would 
require that some state or federal agency select which qualifying tax
payers are eligible for the tax benefit. Examples of such tax expendi
tures in current law are the low-income housing credit and various 
tax-exempt bonds for private purposes. In both these programs, des
ignated state and local agencies ration access to a federal benefit.





C o n c l u s io n s

The use of tax expenditures to prom ote social and economic pol
icy goals has been rising in recent years. Support for using the 

tax system in this manner is bipartisan. The Clinton administration en
thusiastically prom oted tax expenditures to help low-income families 
with children, support higher education, assist urban revitalization, 
and advance a host of other purposes. The Bush administration, al
though emphasizing across-the-board income tax rate cuts and elim
ination of the federal estate and gift tax, also has proposed expanding 
many tax incentives and creating new ones. Moreover, many propos
als for new tax incentives originate in Congress, and the trend for 
members of Congress to propose more of them is continuing.

Politics and budgetary concerns make it easier to favor tax than 
direct expenditures. The result may be enactm ent of some tax sub
sidies that would be more cost-effective as direct spending and others 
that are best not enacted in any form. But many tax incentives sup
port worthwhile public purposes. Eliminating them in the name of 
tax reform would be harmful unless they are be replaced by an al
ternative spending or regulatory program that meets the same goals.

Payments from many programs can be structured as either outlays 
from program agencies (spending) or tax rebates from the IRS (tax 
cuts) without changing their net effects on income distribution, the al
location of resources, or the federal deficit. Depending on the nature 
of the program, it may be either more or less cosdy to operate it through 
the tax system instead of as a direct outlay. Achieving government pur
poses by changing the tax law makes the tax code more costly for the 
IRS to administer and increases taxpayer compliance costs. But, in some
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circumstances use of the tax system may add less to the total public and 
private costs of administering government programs than a new spend
ing program designed to achieve the same ends.

One cannot conclude that all tax incentives are either good or 
bad. The merits of tax provisions, like spending programs, need to be 
assessed on a case-by-case basis. But, overall, there are reasons for 
concern about the excessive use of the tax system as a m ethod of 
providing subsidies. Because public discussion often obscures the 
fact that many tax incentives are really spending in disguise, it is 
often easier to enact unnecessary or ineffective programs in the form 
of tax incentives than as direct spending.

Institutional reforms to reduce biases that favor excessive use of 
tax breaks deserve consideration. Tax expenditure lists can be re
form atted to highlight the differences between hidden expenditure 
programs and broad-based departures from a comprehensive income 
tax. The costs of groups of tax expenditures can be estimated simul
taneously, including interactions among them, to reveal aggregates 
for budget categories that can be com pared with spending totals for 
the same categories. More information about new and existing tax ex
penditures could be required as part of the legislative process and the 
development of executive branch budget proposals. This might in
clude evidence on their effectiveness in achieving their objectives 
and a rationale for using the tax system instead of direct spending.

In short, tax incentives should receive the same level of scrutiny 
normally provided for spending programs. Given such scrutiny, many 
existing and proposed tax expenditures would be very difficult to justify.



A p p e n d ix  1

Iss u es  in Me a s u r in g  Tax 
E x p e n d itu r e s

The Treasury Departm ent and the Jo in t Committee on Taxation 
(JCT) define and measure tax expenditures as departures from 

a “norm al” income tax. This paper has noted four problems in iden
tifying and measuring the cost of tax expenditures: problems in (1) 
defining the “norm al” tax, (2) classifying of “exceptions to excep
tions,” (3) distinguishing between “revenue losses” and “outlay equiv
alents,” and (4) measuring tax expenditures that alter the timing of 
tax payments.

D e f in in g  the  “N o r m a l" Tax

The normal tax is m eant to represent a practical and broad-based in
come tax that reflects the general and widely applicable provisions 
of the current federal income tax. But, as noted in the text, the nor
mal tax base departs from a truly comprehensive income base that 
includes all economic income of individuals (including income ac
crued within corporations). It excludes some items of income (im
puted rent, accrued capital gains), includes some items that are not 
income (inflationary gains), and allows for a separate corporate tax on 
top of the taxation of individuals on their income from corporate div
idends and capital gains on corporate stock. Some analysts believe 
that the normal tax should be a more philosophically consistent mea
sure, such as comprehensive income. With comprehensive income
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as a base, tax expenditure estimates would provide a more accurate in
dication of how the income tax influences the allocation of resources, 
relative to a neutral system.

O ther economists believe that a tax based on an individual’s an
nual consumption is fairer and more neutral than a tax based on in
com e.1 Using a consum ption tax as the norm al base would alter 
several major items on the tax expenditure list. For example, under a 
consumption base provisions allowing exemption of income accrued 
within qualified pension plans—the biggest tax expenditure in the 
current list—would be part of the normal tax, not a tax expenditure.2

E xc e p tio n s  to  E xc e p tio n s

Some provisions in the income tax limit deductions that are appro
priate for measuring income, either as a simplification measure or as 
a way of restricting the use of explicit tax preferences. But some tax
payers are exem pt from these limitations. It is unclear w hether or 
not these “exceptions to exceptions” should be classified as tax ex
penditures. The argum ent for is that they provide special benefits 
for some taxpayers, relative to a more general rule. The argum ent 
against is that the provision does not itself cause the income of the 
taxpayer to be understated.

For example, the “passive loss” restrictions enacted in 1986 lim
ited individuals from deducting losses on certain investments, even 
though business losses are normally deductible in a comprehensive 
income tax. The rationale for these limits was to prevent taxpayers 
from claiming losses on certain investments that often produced tax 
losses even when they were profitable because of o ther provisions 
that allowed the understatem ent of income. This raised the ques
tion of whether exceptions to the passive loss provisions (such as the 
exemption of oil and gas from the limits) should be considered tax 
expenditures. On the one hand, the exceptions did provide special 
treatm ent for certain industries. On the other hand, passive loss lim
itations would not be part of a full comprehensive income tax.

Another example was the treatm ent of investment expenses in
curred by mutual funds and other regulated investment companies 
(RICs) after the Tax Reform Act of 1986. This legislation limited the 
itemized deduction for miscellaneous business expenses to amounts 
in excess of 2 percent of adjusted gross income. This was justified as
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a simplification measure, even though business expenses would be 
fully deductible under a comprehensive income tax. U nder this pro
vision, investment expenses incurred directly by taxpayers are subject 
to the 2 percent floor, but investment expenses incurred on the tax
payers’ behalf by mutual funds and other RICs are in effect fully de
ductible. (Congress initially enacted a provision requiring taxpayers 
to report RIC expenses as income, with an offsetting miscellaneous 
deduction, but subsequently exem pted RIC expenses from income.) 
Treasury and JCT counted the exem ption of RIC expenses from in
come as a tax expenditure for several years, on the grounds that it was 
an exception to the general rule that business expenses are subject to 
a floor of 2 percent of adjusted gross income. They subsequently 
dropped the item from the lists, on the grounds that RIC expenses 
would be fully deductible under a comprehensive income tax.

O utlay E q u iva len ts

OMB publishes both revenue losses from tax expenditures and “out
lay equivalent” amounts. In some cases, the outlay equivalents are 
larger. The outlay equivalent measure intends to capture how much 
the subsidy might cost if it were a direct expenditure with the same 
resource allocation effects as the tax exemption. The basic insight is 
that outlay payments in return  for services by firms and individuals 
are usually taxable income to the recipient, so that the cost must be 
“grossed-up” to include the tax paid on the outlay.

An example is the treatm ent of interest on tax-exempt bonds is
sued by state and local governments. The revenue-estimating con
vention assumes total income in the economy is fixed. The revenue 
loss is equal to the am ount of exem pt interest multiplied by the aver
age marginal tax rate of holders of tax-exempt bonds. For example, if 
the tax-exempt interest rate is 7 percent and bondholders are in the 
30 percent bracket, the revenue loss is 2.1 cents per dollar of bonds 
outstanding (.07 times .3). In contrast, the outlay-equivalent measure 
asks what the am ount of a direct taxable subsidy to the borrower 
would have to be to reduce the after-tax return to 7 percent. It is then 
assumed that the bondholder would require a pretax rate of return of 
10 percent to get 7 percent after tax. Therefore, the interest subsidy 
to the municipality would have to be 30 percent of the 10 percent re
turn, or 3.0 cents per dollar of bonds. This is the “outlay-equivalent”
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cost because it provides the same after-tax return to the lender and cut 
in borrowing costs to the borrower as the exemption of interest.

T im in g  Is s u e s

Some tax expenditures alter the timing of recognition of income. 
This can produce a large subsidy even when the sum of taxable in
come across time periods is unchanged. For example, provisions to 
allow depreciation of capital at a faster rate than economic deprecia
tion reduce taxable income from an investment in the first few years 
but then increase it later when deductions have been used up. In this 
way the present value of taxable income can be lowered significantly. 
Because the tax expenditure for depreciation compares annual re
ceipts between current law and an alternative, slower depreciation 
schedule, accelerated depreciation for any single investment causes 
positive tax expenditures in the early years of an asset’s life and neg
ative tax expenditures later. (With investment growing, the positive tax 
expenditures from new investments will exceed the negative expen
ditures on old assets. But owing to changing provisions and uneven 
growth of some activities, the tax expenditure lists show negative 
amounts for some “timing” tax expenditures in some years.)

Use of annual revenue streams to quantify tax expenditures can 
mismeasure the relative size of tax expenditures that change the time 
pattern of tax payments. For example, back-loaded IRAs appear to 
cost less than front-loaded, deductible IRAs with the same or lower 
present value because they exempt future income instead of allowing 
an immediate deduction. In recognition of this problem  with cash 
flow figures, OMB also publishes a table that shows the present value 
per dollar of investment for tax expenditures that affect the timing of 
tax payments.
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D e s ig n  Is s u es  fo r  Tax 
E x p e n d itu r e s

This appendix reviews optional ways of designing tax expendi
tures. It considers separately subsidies intended to alter the al

location of output and transfer payments in tended to change the 
distribution of after-tax income.

D esign Issues f o r  Subsidies

S u b sid iz in g  Inputs o p  O utputs

An output subsidy directly reduces the price of a good, while an 
input subsidy reduces the price of capital or labor used in produc
tion. The school m odernization bond (SMB) proposal discussed in 
the text is an input subsidy because it reduces the cost of capital 
(school buildings) used in education. The lifetime learning credit is 
an output subsidy because it directly finances a portion of tuition 
costs. O utput subsidies are generally more cost-effective than input 
subsidies because they do not interfere with choices of the least-cost 
m ethod of production, but sometimes it is more convenient to sub
sidize inputs. (For example, it is easier to subsidize the capital costs 
of school construction than to subsidize the output of public schools 
because the latter is not sold directly to consumers.)
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Paying S u b sid ies  to B usiness  F irms or  In d ividuals

Subsidy checks can be written to businesses or individuals. The 
subsidy will raise the price received by sellers relative to the price paid 
by buyers. The share of the gain received by each should depend on 
their relative responsiveness to price instead of on who receives the 
check. The SMB proposal is an example of a subsidy paid to individ
uals, in the form of an interest tax credit, although the intent is to re
duce net interest costs of school districts. The alternative spending 
program discussed in Chapter 3 would pay the interest subsidy to the 
school district (the “firm ” in this example). While the economic ef
fects of paying subsidies to business or individuals may be the same, 
administrative convenience may favor one approach over another.

O p e n -E n d ed  or  C a pped  S ubsid ies

Subsidies can be provided to everyone who meets legislated cri
teria or can be subject to a budgetary cap, with public officials em
powered to allocate funds am ong qualified recipients. Most tax 
subsidies are open-ended in that all who qualify can claim them; ex
amples are the mortgage interest deduction and the exemption of in
terest on public purpose state and local bonds. But some tax subsidies 
are capped; examples are the low-income housing credit and the 
SMB proposal discussed above. An advantage of capped subsidies is 
that government can easily control their costs. A disadvantage is that 
they may not provide any marginal incentive for more activity, espe
cially if the capped am ount of activity is less than what is already oc
curring in private markets.1

Available to A ll or C o n d it io n ed  on 
E conom ic  S tatus o f  R ecipients

Subsidies can be available to all who undertake the desired ac
tivity or can be limited based on economic status. An example of the 
form er is the exem ption of interest on state and local public pur
pose bonds. An example of the latter is the lifetime learning credit, 
which is phased out for taxpayers with adjusted gross incom e be
tween $80,000 and $100,000.
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Almost all income tax subsidies are conditioned on the taxpaying 
status of recipients because they are nonrefundable, that is, limited to 
the am ount of positive income tax liability. The exceptions are the 
earned income tax credit and a portion of the child credit. The non
refundable nature of tax credits does not limit their value to high-in- 
come individual taxpayers and profitable corporations, who have 
enough tax liability to use the credits, but it does restrict their use by 
low-income individuals and unprofitable corporations. In contrast, 
subsidies in direct spending programs do not depend on the tax- 
paying status of recipients. Restricting subsidy payments to the tax li
abilities of recipients is one way of controlling their costs and may in 
some circumstances help enforcem ent agencies prevent them from 
being claimed by ineligible recipients. But for most subsidies there is 
little reason to make the am ount of income tax payments a criteria 
for receipt of the benefit.

C o n d itio n ed  on Marginal Tax R ate o f  R ecipient

For some tax subsidies, the subsidy rate per un it o f activity 
varies directly with the m arginal tax rate of the subsidy recipient. 
This condition holds for tax subsidies tha t operate by reducing 
the taxable incom e of individuals—w hether th rough exclusions 
from  incom e, deductions, or deferrals of incom e recognition. 
(Exclusions from corporate income also increase with the marginal 
rate of corporations, bu t this is less im portan t because most cor
porate income is taxed at a flat rate of 35 percent.) Spending pro
grams never have this feature. Examples of such provisions are the 
mortgage interest deduction, the deduction for charitable contri
butions, and the exem ption of in terest on m unicipal bonds. 
D eductions make sense for expenses that can arguably be classi
fied as adjustments for ability to pay because then they serve the 
purpose of accurately measuring the appropriate tax base to which 
graduated rates should apply. But when correct income m easure
m ent is no t an issue, it is alm ost never easy to justify providing 
larger marginal subsidy rates to higher-income taxpayers in a higher 
tax bracket. These provisions are sometimes term ed “upside-down” 
subsidies because they assist those who need help the least. They
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can be converted into equal-percentage subsidies for taxpayers in 
all brackets by making them  taxable credits instead of deductions.

D e s ig n  Is s u e s  f o p  Tr a n sfer s

U niversal or Income-C o n d it io n ed  B enefits

Benefits in tended  to provide a social safety net may be univer
sal or may be phased out or elim inated as incomes increase. For a 
given am ount of assistance to low-income groups, universal benefits 
have a h igher budgetary  cost than incom e-conditioned benefits 
and therefore require higher marginal tax rates across the board to 
pay for them. But means- or income-tested benefits impose much 
higher marginal rates than universal benefits on those who are in 
the income ranges at which benefits phase out. Most tax expendi
tures with a transfer payment elem ent are income-conditioned. (In 
contrast, m ajor transfer program s on the outlay side, including 
Medicare and Social Security retirem ent benefits, are no t condi
tional on a rec ip ien t’s incom e.) U ntil the 1983 Social Security 
am endm ents, the exem ption from incom e tax of Social Security 
benefits was available to all beneficiaries, but since then a portion 
of benefits has been taxable for taxpayers with incom e above a 
threshold am ount.

Measuring  E conom ic  S tatus

For benefits conditioned on need, there are alternative ways of 
measuring economic status. These include income or assets and can 
be defined for individuals, a family, or a taxpaying unit. Income can 
be measured annually or over shorter intervals. All tax expenditures 
with an income test use an annual income measure because the tax 
system does not collect inform ation on either monthly income or 
wealth. But the specific measure varies am ong provisions. For in
stance, eligibility for the earned  incom e credit is conditional on 
wages, adjusted gross income, and a separate test for investment in
come; the wage and income thresholds are the same for m arried 
couples and single individuals.
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Assistance can be in the form  of cash or cash-equivalent or in 
the form of specific goods and services, such as housing, food, or 
medical services. Tax expenditures are of both types: An example of 
the form er is the child credit, which is strictly a cash grant. An ex
ample of the latter is the dependent care credit, which is an income- 
conditioned subsidy to help families purchase child care services.

W ork R equirements

In recent years, there has been a trend  toward requiring work 
as a condition for receipt of benefits. The earned income tax credit, 
which is income conditioned but goes only to taxpayers with some 
earnings, is an example of a social safety net program  with a work 
requirem ent.





N o tes

C hapter  1

1. See, for example, the U.S. Department of the Treasury’s 1984 proposals for 
broad-based tax reform, which were published as Tax Reform for Fairness, Efficiency, 
and Simplicity (Washington, D.C.: U.S. Government Printing Office, 1984).

2. There also are many other major design differences in reform proposals. 
Advocates of a consumption-based tax differ about the best method of collection 
(from retail sales, from all firms on a value-added basis, from firms and wage earn
ers, or from individuals, with a deduction for saving) and about the treatment of 
international transactions (destination based vs. origin based). Advocates of in
come tax reform differ on how to adjust, if at all, for the double taxation of cor
porate dividends and the overstatement of capital income with inflation and differ 
on general rules for taxing foreign-source income of individuals and corporations.

3. A tax credit is called refundable if the am ount a taxpayer may claim can 
exceed the taxpayer’s positive income tax liability. Thus, a refundable credit 
can make net income tax liability a negative number.

4. The term “tax expenditures” and the concept of a tax expenditure budget 
were originally developed by Stanley Surrey, who was assistant secretary for tax 
policy at the U.S. Departm ent of the Treasury in the 1960s. See Stanley S. 
Surrey, Pathways to Tax Reform: The Concept of Tax Expenditures (Cambridge, Mass.: 
Harvard University Press, 1973); Stanley S. Surrey and Paul R. McDaniel, Tax 
Expenditures (Cambridge, Mass.: Harvard University Press, 1985).

5. U.S. Office of M anagem ent and Budget, Budget of the United States 
Government, Fiscal Year 2002: Analytical Perspectives (Washington, D.C.: U.S. 
Governm ent Printing Office, 2001).

C hapter 2

1. Surrey and McDaniel, Tax Expenditures.
2. Eric Toder, “The Changing Role of Tax Expenditures: 1980-99,” National Tax 

Association Proceedings: Proceedings of the 91st Annual Conference on Taxation (1998).

77



78 Bad Breaks All Around

3. Ibid.
4. People who inherit assets (stocks, real estate, etc.) can take as the asset’s 

basis—that is, its deem ed purchase price—the m arket value of the asset at 
the time they inherit it. This “step-up” in basis from its price when acquired 
by the decedent to its price when transferred at death eliminates any tax on 
capital gains accrued during the lifetime of the decedent.

5. Budget of the United States Government, Fiscal Year 2001, p. 26.
6. The caps have been circumvented through labeling some spending as 

“emergency” in nature and other devices. Some analysts believe that more 
realistic budget caps that allow spending to rise at the same rate as the price 
level or even at the growth rate of GDP would promote more fiscal discipline 
because it would be easier for Congress to comply with them. See the in
terview with Robert Reischauer in Georgetown Public Policy Forum 5, no. 1 
(Fall 1999).

C hapter  3

1. This baseline tax is called the “norm al” tax by the OMB and the JCT. 
OMB also uses an alternative baseline, the “reference” tax, which counts as 
exceptions only provisions that serve “program m atic purposes.” In prac
tice, this means that the tables in the budget include footnotes for those pro
visions that are tax expenditures only under the “norm al tax” method.

2. Some commentators refer to these provisions as “h idden” in spite of 
their listing in the budget and in an annual JCT report because they receive 
much less attention than direct outlays in discussions of federal spending 
policy. Thus, a recent case study of the politics of selected tax expenditures 
by Christopher Howard is entitled The Hidden Welfare State: Tax Expenditures 
and Social Policy in the United States (Princeton, N.J.: Princeton University 
Press, 1997). Similarly, Citizens for Tax Justice calls its recent report on tax ex
penditures The Hidden Entitlements (Washington, D.C.: Citizens for Tax Justice, 
May 1996).

3. There has been a long-standing debate within the Treasury Department as 
to what end the tax expenditure list should serve. For an earlier discussion that 
highlights these two alternative purposes of the tax expenditure list, see Thomas 
Neubig, ‘T h e  Current Role of the Tax Expenditure Budget in U.S. 
Policymaking” in Neil Bruce, ed., Tax Expenditures and Government Policy 
(Kingston, Ont.: John Deutsch Institute for the Study of Economic Policy, 1988).

4. David F. Bradford, “Tax Expenditures and the Problem of Accounting 
for G overnm ent,” in Bruce, Tax Expenditures and Government Policy.

5. O f course, for the Bradford plan to be a perfect substitute for direct 
spending, the credit would have to be refundable. Alternatively, there could 
be some other device, like the safe-harbor leasing provisions in effect in



Toder: Evaluating Tax Expenditures 79

the early 1980s, to allow weapons-producing firms without sufficient income 
tax liability to use all the credits by “selling” them  to o ther taxpayers. 
Bradford used his example to illustrate how the budget deficit could have 
been eliminated, without raising net taxes or sacrificing programs, by com
bining this spending/tax  cut with an increase in o ther revenues.

6. For a discussion of QZABs, see Bruce Davie, “Tax Credit Bonds for 
Education: New Financial Instrum ents and New Proposals,” National Tax 
Association Proceedings, 1998.

7. Again, the absence of refundability is the only difference between the 
tax proposal and its spending counterpart. Some taxpayers would be ineli
gible to claim the full benefit of tax credits from the SMBs because of in
sufficient tax liability and lim itations on the use of credits. Presumably, 
SMBs would be purchased by taxpayers with enough tax liability to use the 
credits fully. If the program  were a direct interest subsidy, the bonds would 
appeal to a different group of investors.

8. O f course, as the examples in the text suggest, it also is true that many 
existing spending programs could be designed as tax expenditures.

9. For a forceful exposition of this viewpoint, see Seymour Fiekowsky, 
“The Relation of Tax Expenditures to the Distribution of the Fiscal Burden,” 
Canadian Taxation 2 (Winter 1980).

10. OMB currently displays (in footnotes) those proposals it would not 
call tax expenditures under the “reference law” baseline, which “limits tax 
expenditures to those that serve programmatic purposes.” These include de
ferral of incom e from controlled foreign corporations, expensing of re
search and experim entation costs, special tax rates for capital gains, 
accelerated depreciation, expensing of certain small business investments, 
amortization of start-up costs, the graduated corporate tax rates, exclusion 
of scholarship and fellowship income, and exclusion of public assistance 
benefits.

11. The revenue gain for elim inating one or several tax expenditures is 
often n o t the same as the revenue loss from  the expend itu re for several 
reasons. O ne reason is that the estim ates o f the tax expenditu re budget 
are m ade assum ing cu rren t patterns of activity. But elim ination of a tax 
expenditure provision could induce a behavioral response, which would 
shrink the revenue gain. A second reason is that tax changes are often 
phased in, so that the en tire  tax expenditu re may no t be elim inated for 
many years. For exam ple, a proposal to elim inate preferences for a par
ticular type o f investm ent would usually only apply to new investm ents, 
leaving tax expenditu res on old capital unchanged . A th ird  reason is 
that tax expend itu re estim ates all assume that o th er provisions of the 
law are fixed. In fact, if one tax expend itu re is elim inated, the costs of 
o ther tax expenditures could change. The Congressional Budget Office 
publishes an annual list o f options for raising revenue, many o f which 
would reduce tax expenditures, along with estimates of the revenue gains



80 Bad Breaks All Around

from  these options. See M aintaining Budgetary Discipline: Spending and 
Revenue Options, Congressional Budget Office, April 1999.

12. Surrey and McDaniel, Tax Expenditures.
13. For an analysis of the effects of removing this incentive on health insur

ance coverage in the context of tax restructuring, see Jonathan Gruber and 
James Poterba, “Fundamental Tax Reform and Employer-Provided Health 
Insurance,” in Henry J. Aaron and William G. Gale, eds., Economic Effects of 
Fundamental Tax Reform (Washington, D.C.: Brookings Institution, 1996).

C hapter 4

1. This categorization is similar to the one used in the classic public fi
nance text by Richard Musgrave. See Richard A. Musgrave, The Theory of 
Public Finance: A Study in Public Economy (New York: McGraw-Hill, 1959). 
Musgrave classifies fiscal policy effects into three types: on allocation of re
sources, distribution of income, and economic stabilization. The discussion 
in the text refers to the first two of these effects.

2. Martin S. Feldstein, “A Contribution to the Theory of Tax Expenditures: 
The Case of Charitable Giving,” in Henry J. Aaron and Michael J. Boskin, 
eds., The Economics of Taxation (Washington, D.C.: Brookings Institution, 1980).

3. More recent work by R andolph has estim ated m uch lower respon
siveness than the earlier work of Feldstein and others. R andolph finds 
that m uch of the effect previously observed is a transitory response; tax
payers time their giving to coincide with tax years in which their marginal 
rate is lower. See William Randolph, “Dynamic Income, Progressive Taxes, 
and the Timing of Charitable Contributions, "Journal of Political Economy 
103, no. 4 (August 1995): 709-38.

4. One should not give too much weight to estimates of the distributional 
im pact of individual tax subsidies whose m ain in ten t is to reallocate re
sources. What matters is the distributional burden of the entire tax system, 
taking into account both the tax base and tax rates—not the contribution of 
specific provisions to the overall distribution.

5. For a summary of social experiments in the areas of Aid to Families 
with D ependent Children, food stamps, Medicaid, health care, programs 
for preschool children, youth employment programs, programs to lower un
employment, wage subsidies, housing vouchers, substance abuse, mental 
health, assistance to the elderly, and aid to the homeless, see David 
G reenberg and Mark Shroder, The Digest of Social Experiments, 2d ed. 
(Washington, D.C.: Urban Institute Press, 1997). It is interesting to note that 
none of the evaluations reviewed in this volume relate to tax expenditures.

6. For example, over the years both the Treasury D epartm ent and the 
D epartm ent of Labor have perform ed a num ber of evaluations of the tar
geted jobs tax credit.



Toder: Evaluating Tax Expenditures 81

7. See Bruce D. Meyer and Dan T. Rosenbaum, “Making Single Mothers 
Work: Recent Tax and Welfare Policy and Its Effects,” National Tax Journal 
53, no. 4 (December 2000); Stacy Dickert-Conlin and Scott Houser, “Taxes 
and Transfers: A New Look at the Marriage Penalty,” National Tax Journal 51, 
no. 2 (June 1998); Janet Holtzblatt and Robert Rebelein, “Measuring the 
Effect of the EITC on Marriage Penalties and Bonuses,” National Tax Journal 
53, no. 4. part 2 (December 2000); Timothy Smeeding, Katherin E. Ross, 
and Michael O ’Connor, “The EITC: Expectation, Knowledge, Use, and 
Economic and Social Mobility,” National Tax Journal 53, no. 4, part 2 
(Decem ber 2000); Jeffrey Liebm an, “Who Are the Ineligible EITC 
Recipients?” National Tax Journal 53, no. 4, part 2 (December 2000); Janet 
McCubbin, “EITC Noncompliance: The Determ inants of the Misreporting 
of Children,” National Tax Journal53, no. 4, part 2 (December 2000).

C hapter 5

1. The 2001 Tax Act significantly expanded the circum stances u nder 
which taxpayers may claim refundable child credits.

2. In some cases, the value of outlays does depend on tax circumstances 
because the outlay is com bined with a tax subsidy. For example, the tax ex
emption of military housing makes military housing allowances worth more 
(relative to other income) to recipients in higher tax brackets than to those 
in lower ones.

3. This assumes that the benefit of the credit is shifted to workers in the 
form of higher pretax wages. The work opportunity credit is an example of 
a tax subsidy designed to benefit nontaxpaying workers, even though it is 
not refundable.

4. John  Karl Scholz and, in a separate paper, Stacy Dickert, Scott Houser, 
and Scholz estimate that a larger portion of eligible recipients receive the 
EITC than the proportion eligible who receive AFDC (as it then existed) 
and food stamps. But estimated excess claims also are higher for the EITC 
than for most welfare programs. See John Karl Scholz, “The Earned Income 
Tax Credit: Participation, Com pliance, and Antipoverty Effectiveness,” 
National Tax Journal 47, no. 1 (March 1994); Stacy Dickert, Scott Houser, and 
John  Karl Scholz, “The Earned Income Credit and Transfer Programs: A 
Study of Labor Market and Program Participation,” in James M. Poterba, 
ed., Tax Policy and the Economy, vol. 9 (Cambridge, Mass.: MIT Press, 1995).

5. For example, Congress has m andated that IRS expend more resources 
in enforcing the EITC.

6. President Bush has proposed to make the R&E credit perm anent.
7. Taxpayers with positive liability can receive benefits before the end of 

the year by adjusting their withholding. In addition, the IRS will make ad
vance payments (negative withholding) of the EITC available to employees



who sign up for the option with their employers. In the early 1990s the 
Clinton adm inistration tried to prom ote the advance paym ent option so 
that recipients did not have to wait until they filed their tax returns to re
ceive EITC payments. But the take-up rate on the advance payment option 
was very low, possibly because most low-income workers do not want to run  
the risk of having to make a large payment to the IRS the following April if 
they qualify for a smaller EITC than they anticipated.

8. Some analysts have argued that the lump-sum nature of the EITC is an 
advantage because, instead of using the cash to support monthly expenses, 
families use the money for saving, to purchase “big-ticket” items they could 
not otherwise afford, or to make investments (in schooling, transportation, 
or moving) that facilitate social mobility. See Smeeding, Ross, and O ’Connor, 
“EITC: Expectation, Knowledge, Use, and Economic and Social Mobility”; 
Lisa Barrow and Leslie McGranahan, “The Effects of the Earned Income 
Credit on the Seasonality of Household Expenditures,” National Tax Journal 
53, no. 4, part 2 (December 2000); Jennifer L. Romich and Thomas Weisner, 
“How Families View and Use the EITC: Advance Payment versus Lump Sum 
Delivery,” National Tax Journal 53, no. 4, part 2 (December 2000).

82 Bad Breaks All Around

Appendix  1

1. See David F. Bradford and U.S. Treasury Tax Policy Staff, Blueprints for 
Basic Tax Reform, 2d rev. ed. (Arlington, Va.: Tax Analysts, 1984).

2. Still others have suggested that tax expenditures be measured relative 
to other federal taxes, such as excise or payroll taxes. For an illustration of 
what an “excise tax expenditure” base would look like, see Bruce Davie, 
“Tax Expenditures in the Federal Excise Tax System,” National Tax Journal 
47, no. 1 (March 1994).

Appendix  2

1. For example, a study by the Congressional Budget Office suggests that 
the low-income housing tax credit may largely benefit selected investors in
stead of increasing housing supply or reducing housing prices. See “Cost 
Effectiveness of the Low-income Housing Tax C redit C om pared with 
Housing Vouchers.”



Tax B reaks  a n d  B ehavior
A Review o f  Evidence

Bernard Wasow





Advocates of tax breaks typically invoke the salutary effects of tax 
incentives on the behavior of households and businesses. It is 

argued that tax breaks encourage thrift, hard work, and investment; 
that they protect jobs, encourage conservation, reward home own
ership, and charity; that they increase production of good things like 
petroleum  and timber. Sometimes, they are defended for their dis
tributional effects, for their support of small business or the working 
poor. This paper will summarize the arguments often made to justify 
tax breaks and review and analyze evidence that tests the validity of 
these justifications. It will focus on the effects of tax breaks on saving, 
investment, and work. While it will have little to say about the effect 
on production of various worthy products, it will consider why there 
has been so little research on this topic.

R a tio n alizatio ns  fo r  Tax B reaks

Superficially, the rationale for tax breaks is obvious: they encourage 
desirable behavior and productive activity. The issue becomes far 
more complicated when one asks why people do not engage in such 
behavior without tax incentives, or why they do not engage enough. 
These questions become more pointed when it is noted that good 
things usually come at a cost. Saving is good, but so is its alternative, 
consumption. Work is good, but so is leisure. Investment in homes is 
good, and so is investment in factories or highways. Petroleum  is 
valuable, as is everything else that consumers pay for. People cannot 
spend their limited time or treasure on more of everything. To repeat
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the central challenge, then, a government-provided incentive needs 
to be justified by more than the claim that it encourages good be
havior. Advocates must argue that too little of the good thing is de
livered absent government incentives, or, more technically, that the 
social benefits of encouraging a behavior outweigh the social costs.

The section of the 1998 federal budget that deals with energy 
provides an example of the typical justification offered for tax breaks:

[T]he Federal Government allocates about $3 billion a year 
in tax breaks mainly to encourage the development of both 
traditional and alternative sources of energy. . . .  Federal tax 
incentives are mainly designed to encourage the domestic 
production or use of fossil and other fuels, and to promote 
the vitality of our energy industries and diversification of our 
domestic energy supplies. The largest incentive lets certain 
fuel producers cut their taxable income as their fuel re
sources are depleted. An income tax credit helps prom ote 
the development of certain non-conventional fuels.1

Superficially, this appears to be a plausible statement, but it is not 
framed in terms that perm it an economic evaluation. The statement 
refers to the benefits of tax breaks for energy production and diver
sification, but it says nothing about costs. Moreover, there is no at
tem pt to argue that o ther econom ic incentives result in too little 
“development of both traditional and alternative sources of energy.” 
Between every line of the statement is the unstated and undefended 
claim that there are market failures in production of energy, failures 
that require governm ent subsidies.

One might expect the American system, with its strong commit
ment to private enterprise, to proceed with the default assumption that 
a market outcome is socially desirable. When measures to raise revenue 
are introduced, these should be neutral, affecting incentives as uni
formly as possible, unless there is an explicit case for deviation from 
neutrality. But the arguments for tax breaks intended to encourage pro
duction of specific goods or investment in specific assets seem to be built 
on a foundation that contradicts this idea. The assumption of market fail
ure underlies almost every defense of tax breaks, yet it is never stated why 
or how markets have failed. It is not possible to gauge the cost of the fail
ure (and therefore the potential benefit of the remedy) nor the cost of 
the remedy. In the case of energy, the $3 billion foregone in revenues
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may succeed in encouraging development of traditional and nontradi- 
tional fuels, but it is never explained why such encouragement is neces
sary or what its effects are. There is no reason to be confident that the 
resources spent on fuels provide society with more benefits than if they 
instead were used to produce goods and services that do not enjoy pub
lic subsidies. It must be inferred that without special incentives the mar
ket somehow delivers the wrong mix of products.

Advocates of tax breaks imply four kinds of m arket failure. 
Markets produce

1. too little saving;

2. too little investment;

3. too little work effort; and

4. too little production of certain goods and services.

This paper will not go into detail on the fourth of these; it will make 
no effort to judge whether security or other considerations suggest 
that we would misuse our energy resources absent tax breaks. Nor will 
it consider whether tax breaks for mining, timber, insurance, or other 
interests can be justified rationally. It is not necessary to dissect each 
and every tax break; the unsophisticated defense typically offered 
for tax breaks for special interests—that worthy people or enterprises 
are helped—leads one to doubt that a convincing case could be 
made. Until economic analysis demonstrates market failure, it is rea
sonable to have suspicions about the legitimacy of tax breaks tar
geted at specific industries. Absent a convincing case to the contrary, 
the market should determ ine what is produced and how.

The discussion that follows will proceed as if the nation ought to 
have m ore saving, investment, and work. These assumptions may 
be treated as moot.

S aving

Efforts to explain household saving usually begin from theory that as
sumes a rational household that uses saving to permit consumption to 
vary less, year to year over a lifetime, than income. In the standard
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model, a person is likely to consume more than he earns early in life 
and during retirement, saving in the middle years to make this possi
ble. Almost every part of this theory of saving behavior has been ques
tioned: Do people really look only at their own lifespans when they 
make saving decisions? Are they really as foresighted and calculating as 
the theory assumes? And, even if they would like to save as the model 
predicts, do the institutions of m odern capitalism make this possible?

Goals. Many wealthy people behave as if they do not want to die with 
zero net worth. W hether they want to leave bequests or they derive 
other benefits from ownership, they do not spend down their wealth 
in old age. At the opposite end of the income distribution, many 
households save little or nothing during their working years. For all 
households, precautionary saving against the possibility of excep
tional expenses also may play an im portant role in saving decisions. 
Deviations from a life cycle model, particularly among the richest 
families, might affect a far larger proportion of total saving than of 
total households.

Rationality. Consumption-smoothing and bequest motivations aside, 
economists’ theories of saving assume a lot of sophisticated planning 
on the part of households. There is evidence that many people lack 
information, that they rely on rules of thumb, and that they do not al
ways do what they say they would like to do.

Liquidity. For most households, the institutions they deal with make 
it easier to build up assets than to build up liabilities. Young people, 
in particular, may be constrained in how m uch they can borrow. 
Families facing a sudden crisis also might find it difficult to borrow 
against uncertain future income. A household in this situation might 
be unresponsive to incentives because it cannot do what it would like 
to do.

Regardless of the ultimate reason people save, most tax breaks to en
courage saving aim to achieve this result by increasing the rate of re
turn on saving. IRAs and the like all are intended to increase saving 
through favorable tax treatment of current income that is saved or in
come derived from saving (interest and dividends). It may be some
what surprising, therefore, to recall that economic theory does not 
predict that an increase in the re tu rn  to saving will increase the
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amount of saving. The theoretical effect of tax breaks on saving is am
biguous for a very simple reason. If income and wealth rem ained 
constant, then an increase in the return  to saving would, in theory, 
unambiguously increase saving. But changes in the rate of return  
also affect wealth and this can feed back into saving decisions. For ex
ample, if someone has a target level of future wealth, then an in
crease in the rate of re tu rn  m ight discourage saving ra ther than 
encourage it. There are historical examples of this: when real inter
est rates rose in the early 1980s, contributions to defined benefit 
pension plans fell, reducing rather than raising the saving rate.

Theory may provide a flimsy justification for tax incentives for 
saving, but changes in tax law are not driven by theory anyway. Is ev
idence more supportive of the “common sense” notion that house
holds respond to a cut in the tax on capital income by saving more? 
In the aggregate, saving appears to be unresponsive to rate of re
turn. Stanford University economist B. Douglas Bernheim summa
rizes the empirical literature as follows: “the estimates [of interest 
elasticity of saving] tend to cluster near zero.”2 Whatever motivates 
households to save, it does no t seem to be sensitive to m oderate 
changes in the rate of return  on savings.

Turning to tax incentives specifically targeted to increase re
tirem ent saving, the evidence on aggregate effects is ambiguous, 
too. It is clear that households have taken advantage of the oppor
tunity to create individual retirem ent accounts (IRAs) and 401k 
plans and that household portfolio choice is sensitive to tax rates.3 
But experts disagree concerning the effect of the growth of tax-shel
tered accounts on total saving. While households with IRAs save 
more than households without IRAs, the direction of causality is un
certain; do tax breaks that reward saving simply identify those house
holds that are inclined to save, or do the tax breaks lead to more 
saving? This dispute could be resolved by an experim ent that of
fered tax incentives to only part of a group that is otherwise entirely 
hom ogenous, bu t no such experim ent has been identified. 
Economists have come up with ingenious m ethods for finding nat
ural experim ents to answer similar questions, but none has been 
discovered for these data.4 So the consequences of saving incentives 
for total saving continues to be a m atter of dispute.

Similar ambiguity surrounds the effect of incentives on corpo
rate saving. Tax policy toward dividends versus capital gains cer
tainly affects corporations’ decisions to retain earnings (save) or to
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pay dividends. The aggregate effect of this corporate decision de
pends on household decisions to save or spend out of various in
come streams, especially capital gains versus dividends. There is not 
enough evidence for differences in household saving from these in
come streams to justify a strong conclusion on the effects of corpo
rate income retention policy on total private saving.

Investm ent

Economists’ theories of the investment decision are far more elabo
rate and sophisticated than the standard theory of consum ption. 
Unfortunately, they are only m oderately helpful in predicting in
vestment. Keynes invocation of investors’ “animal spirits” seems as 
appropriate today as it was in the 1930s. Yet among the inform ation 
that feeds investors’ expectations, surely taxation plays a role. Thus, 
both of the major theoretical approaches favored by econom ists 
today predict that taxes should m atter to the investment decision. 
Models in the neoclassical tradition focus on the cost of capital. 
Models that follow James Tobin’s “Q ” weigh the cost of capital goods 
against expectations of future profitability, as m easured by stock 
prices. In both theories, taxes should matter, as they affect the cost of 
capital and share prices.

Policymakers appear also to have concluded that investment tax 
breaks spur investment: “. . . [M]any governments have apparently 
believed that tax policy can be used as an instrum ent to alter firms’ 
capital investment decisions. Indeed, investment tax credits, special 
investment ‘reserve’ funds, or accelerated depreciation allowances 
have been the rule rather than the exception in most developed 
countries since World War II.”5 But is this belief justified? The au
thors continue: “Against this backdrop, however, economists have 
generally struggled to find a significant impact of tax policy on in
vestment.”

Models of investment behavior have performed somewhat better 
when complex adjustment cost considerations have been added to 
the theory and the estimated specifications. The consensus among 
economists, including Kevin A. Hassett and R. Glenn Hubbard (whose 
skeptical introduction is quoted above), is that taxes and tax breaks 
are im portant to investment decisions, but this conclusion is sup
ported much more firmly by theory than by evidence. The strongest
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empirical regularity in investment data is the simple correlation be
tween investment and the contem porary state of the business cycle. 
Compared to this regularity, there is modest support for the propo
sition that investment varies systematically with taxes.

O ne com ponent of investment might be singled out for more 
careful consideration. Tax incentives for research and development 
(R&D) spending have been m ore variable than tax incentives for 
investment in equipm ent or structures, so the data are richer. The 
argum ent for market failure is also especially strong applied to R&D 
since much of the output of research, especially basic research, is a 
public good, the benefits of which are difficult for the researcher to 
appropriate. (O f course, the paten t and copyright systems create 
intellectual property rights; one rarely encounters a careful case 
that these support insufficient R&D.) Early efforts to corroborate 
the predicted effect of R&D tax breaks on R&D spending produced 
results similar to those for investment more generally: it was hard to 
establish any effect. More recently, research that allows for long lags 
for R&D spending in response to tax breaks suggests that the effect 
is substantial. A survey in 1999 affirms optimistically: “In the cur
ren t (im perfect) state of knowledge we conclude that a dollar in 
tax credit for R&D stimulates a dollar in additional R&D.”6 This op
timism may reflect eagerness by researchers to establish what they 
have predicted. Every analytical consideration supports the notion 
that investors should increase their activity in response to tax in
centives. Absent an alternative theory, research has found that tax in
centives do increase investment, but the road to that conclusion has 
been rocky.

E ffec ts  on  Investm ent  o f  C apital 
G a in s  a n d  E state Taxation

Taxation of capital gains and estates have long been an im portant 
focus of those who would like to expand tax breaks; many want to 
abolish these taxes entirely. Representative Jennifer Dunn (R-Wash.) 
expressed widely held views when she argued in Congress for such 
changes in the tax code. She and Representative Robert T. Matsui (D- 
Calif.) introduced “a bold proposal to zero out capital gains taxes 
for those who invest in our burgeoning high tech industry.” On in
heritance taxes, she is equally forceful: “no o ther provision, Mr.
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Speaker, is as historic . . .  as the elimination of the death tax. . . . Mr. 
Speaker, I urge my colleagues to support the Financial Freedom Act. 
It encourages savings, investment risk, and the creation of wealth. It 
is also time, Mr. Speaker, I believe, to honor our most fundam ental 
values, not tax them .”7

There is little econom ic research that measures the effect of 
these taxes on household saving or real investment. The capital gains 
tax certainly discourages churning of portfolios, but it is a long way 
from frequent sale and purchase of financial assets to real invest
ment in machinery and buildings. Theoretically, there is no reason to 
expect that capital gains taxation should affect real investment except 
as it affects the cost of capital by encouraging saving, thereby chang
ing the rate of interest. This is a tenuous connection. The effect of 
capital gains taxation on the rate of return on saving is ambiguous in 
theory and hard to discover in data. A recent review of the evidence 
concludes as follows:

a cut in the tax rate on capital gains is unlikely to have much 
effect on saving and investment because saving is relatively 
unresponsive to tax incentives, capital gains are a small part 
of the overall re tu rn  from saving, and businesses require 
lower costs of capital in order to use the additional savings 
that are generated. Moreover, . . . there is still a relatively 
large revenue cost for cutting tax rates on capital gains.8

In spite of weak evidence, tax breaks on capital gains are popular 
not only among people who enjoy high capital gains, the wealthy, 
but among those whose income depends on turnover in asset mar
kets, financial brokers.

The effects of estate taxation on saving and work effort are like
wise ambiguous in theory and obscure in data. Estate taxation is es
pecially com plicated because it affects two generations: an older 
generation, who makes bequests, and a younger generation, who re
ceives them. In general, whatever effect estate taxation may have on 
saving and work effort can be expected to be opposite in the two 
generations: if an increase in the estate tax discourages saving and 
work among old people, the same reasoning suggests that it should 
increase saving and work among those who now inherit less. In fact, 
the effect on neither the old nor the young is large and clear enough 
to provide strong empirical results.
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Along with the political pressure to eliminate capital gains and 
inheritance taxes, there is considerable support for removing the re
maining taxation of capital income. A num ber of variations of the flat 
tax or consumption tax pursue this goal systematically. While such 
comprehensive tax reform is beyond the scope of this review, it, like 
the reduction of the capital gains tax rate and the elimination of es
tate taxes, is justified by projected effects on saving that are difficult 
to corroborate with data. So while Representative D unn’s position 
that “death taxes . . . dishonor our most fundam ental values” can
not be countered with evidence on saving and investment, the argu
m ent that tax breaks on capital incom e result in m ore saving, 
investment, and wealth creation is not well supported by evidence.

W o rk

For work effort, as for saving, the theoretical connection to taxation 
is ambiguous. A reduction in the rate of income taxation increases 
the reward to work, but it also increases income at every level of work 
effort. Since leisure is something almost everyone values, workers 
can be expected to take part of the increase in earning power in 
more leisure, less work. Certainly the history of the workweek sug
gests that a higher rate of re tu rn  to work does not necessarily in
crease the am ount of work. As the real take-home wage grew steadily 
over the twentieth century, workers opted for a shorter, not a longer, 
workweek. The same is true of working years; age at retirem ent has 
been falling as wage rates have increased.

Over the past few years, we have been engaged in a major social 
experiment regarding work incentives, an experiment that may shed 
light on how tax incentives, along with other incentives, affect hours 
of work. With welfare reform, policy has shifted from support of non
working mothers to support of the working poor. One of the most im
portant consequences of this shift is for employment of low-skilled 
workers. The im portance lies not in the boost to output—which is 
likely to be small because the num ber of workers is relatively low, as 
is their productivity—but rather the effect of our shift in income sup
port policies on social attitudes and norms. Many more Americans 
sympathize with the working poor than with the nonworking poor. 
Thus the earned income tax credit (EITC) has grown to become our 
largest need-based incom e transfer program  ra ther quietly, with
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relatively little partisanship. How much has this shift increased work 
am ong the poor? More generally, what do we know about the re
sponse of work hours to changes in the tax/transfer system?

Theory leads to only two certain predictions about the effects of 
taxes and subsidies on hours of work. First, income received inde
pendently of hours worked should reduce hours worked. (This fol
lows from the assumption that people value leisure along with other 
goods and services.) Second, a marginal tax rate of 100 percent or 
more should reduce hours worked. Perhaps surprisingly, our old wel
fare system had features that tested both of these predictions. A 
m other with children received income if she did not work at all, and 
over a range of earnings, every additional dollar of earnings resulted 
in a dollar reduction in public support. Against this system that dis
couraged work, the EITC and Tem porary Assistance for Needy 
Families programs effectively subsidize wages, with the am ount of 
the transfer conditional on the hours of work at low wages. As we 
expect,

The available evidence ..  . suggests that these programs can 
increase work and raise income (reduce poverty). These ef
fects appear to be larger in more generous programs. . . .
The combination of financial incentives with various types of 
em ploym ent services appears to result in even larger in
creases in employment and income. . . . The existing evi
dence is at least suggestive that the combination of financial 
incentive “carrots” with m andatory jo b  search assistance 
“sticks” can produce larger em ploym ent and incom e in
creases than either program by itself.9

It should be noted that the substantial increase in labor supply and 
employment of single mothers that has resulted from the expansion 
of the EITC and welfare reform is accompanied by a small increase 
in the labor supply of m arried men and a decrease in the labor sup
ply of m arried m others.10 O f course, the success of the EITC cannot 
be judged simply by its effect on labor force participation and em
ployment, but that effect certainly contributes to the bipartisan sup
port for this antipoverty program.

Turning to the effect of income taxes more broadly on work, 
prediction is more difficult. A marginal income tax rate of 100 per
cent or more should reduce work effort to zero. An income tax rate
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of 0 percent should have no effect on work effort. Does work effort 
decline steadily as the income tax rate increases from 0 percent to 
100 percent? While popular discussions of the Laffer curve and other 
policy paradigms might lead one to expect such a result, theory leads 
to a m ore am biguous conclusion, as we have already discussed. 
Evidence, too, is inconclusive, but the consensus among econom e
tricians is that the after-tax wage rate has little effect on the labor 
supply.11 As this survey has found generally, there is little evidence of 
strong effects of taxation or tax breaks on hours worked or labor 
force participation.

C o n c l u s io n s

Taxes and tax breaks affect public sector revenues and the distribu
tion of income. They also have the capacity to change behavior. Many 
changes in the tax code that are pursued by interests for their 
parochial gain are justified to the citizenry by alleged salutary effects 
of the tax breaks on behavior. Such claims typically make no attem pt 
to ask why the market economy without the tax break fails to deliver 
enough of the desired behavior, nor whether the cost of changing be
havior is justified by benefits. The public is simply told that through 
tax break x we get more of the good thing y. When the good thing is 
saving, investment, and work, we have some evidence on the potency 
of tax breaks to effect change. This survey suggests that, with a few ex
ceptions—wage subsidies for the very poor, perhaps tax incentives 
for R&D—claims of broad improvement in incentives to save, invest, 
and work are, at best, weakly supported by evidence. Incentive ef
fects are difficult to confirm in the data, though many observers con
tinue to believe that they are im portant.

If aggregate saving, investment, and work effort appear to be in
sensitive to tax breaks, the allocation of resources among com pet
ing saving instrum ents and investm ent opportunities is m ore 
responsive. Tax breaks do affect the types of assets that savers accu
mulate and the sectors investors favor. Unfortunately, little evidence 
is ever offered to suggest why society gains if households own 401k 
plans rather than other assets, or if the insurance industry grows at 
the expense of other sectors. Instead, we are asked to believe that 
tax breaks stimulate total saving or total investment. Such beneficial 
incentive effects are, at best, undem onstrated.
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Ouf? B ucket Is  L ea k in g  
Tax E xpend itu res  and L o o p h o le s  

in th e  F e d e ra l B u d g e t

Michael P. Ettlinger





1

In tr o d u c tio n

T ax expenditures is the official term  used to describe the vast array 
of governm ent spending program s that are im plem ented 

through the Internal Revenue Code—programs that will total $3.4 
trillion over the next five years. As the congressional Joint Committee 
on Taxation (JCT) explains:

Special income tax provisions are referred to as tax expen
ditures because they are considered to be analogous to di
rect outlay programs. . . . Tax expenditures are most similar 
to those direct spending programs which have no spending 
limits, and which are available as entitlements to those who 
m eet the statutory criteria established for the programs.1

W hat makes tax expenditures similar to spending program s is 
that they are special tax provisions that are designed to accomplish 
some social or economic goal unrelated to equitable tax collection. 
They are like “entitlem ents” because they are not subject to annual 
budget appropriations but are paid out to any business or individ
ual that meets the eligibility rules, regardless of the total cost.

O f the $3.4 trillion in tax expenditures projected over the next 
five years, $2.94 trillion reduce personal income tax collections and

This paper was originally conceived of as an update to ‘The Hidden Entitlements” by 
Robert S. McIntyre (Citizens for Tax Justice and the Institute on Taxation and Economic 
Policy, May 1996) and was written prior to passage of the 2001 bill and does not reflect 
changes in tax expenditures as a result of that legislation. In addition to updating the 
original study, the text has been substantially altered to serve the needs of The Century 
Foundation Working Group on Tax Breaks.
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$440 billion reduce corporate income tax collections. This does not 
represent a clear division between social goals pursued by personal in
come tax breaks and economic goals pursued by corporate income tax 
breaks. The corporate portion represents only about a quarter of tax 
breaks for business and investment. Many tax expenditures in the 
personal income tax are in support of economic, not purely social, 
goals. For instance, the $360 billion in tax breaks to individuals for 
capital gains stands out as a direct subsidy to investors. Direct business 
tax breaks also reduce personal income tax collections substantially 
because of the benefits they confer on noncorporate businesses and 
S-corporations. The tax expenditure for accelerated depreciation in 
the personal income tax is, to take an example, worth $65 billion over 
the five years. In addition, substantial tax breaks for pensions, life in
surance policies, and other investment vehicles are rationalized on 
grounds of their positive economic impact. In total, business, invest
ment, and savings subsidies account for half ($1.7 trillion) of all tax ex
penditures in the corporate and personal income taxes.

Most tax expenditures are regressive, disproportionately benefiting the well-off 
One reason for this is the “upside-down” nature of any subsidy that re
duces taxable income. Because the personal income tax has graduated 
rates, the higher the income, the more valuable the reduction in taxable 
income. To a taxpayer whose income puts them in the 15 percent tax 
bracket, for example, a reduction in taxable income of $1,000 owing to 
a tax expenditure is worth $150 in lower tax liability. To a taxpayer in the 
36 percent tax bracket, that $1,000 less in taxable income reduces tax by 
$360. Itemized deductions are an example of an “upside-down” subsidy.

Many tax breaks also disproportionately benefit the wealthy sim
ply because the well-off are much more likely to engage in the sub
sidized activity. Because capital gains are so heavily concentrated in 
high-income groups, for example, the benefits of capital gains tax 
breaks are, not surprisingly, concentrated among those same groups. 
Capital gains breaks reduce the taxes of those earning m ore than 
$200,000 by 2.8 percent of income. The tax reduction for those with 
incomes below $50,000, however, is negligible.

The most notable exception to the regressive distribution of tax 
expenditures is the earned income tax credit. This exclusively bene
fits the lowest income groups—with the greatest benefit going to 
those with incomes below $20,000.

The existence of substantial tax breaks from the personal and 
corporate incom e taxes that predom inantly benefit the well-off
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should not make one forget that the federal income taxes are pro
gressive overall. Characteristics of the tax system other than tax ex
penditures obviously matter.

Tax expenditures are, however, projected to equal 58 percent 
of personal and corporate income tax collections over the next five 
years and are one of the tax system’s most im portant defining fea
tures (See Table 1.1, pages 104-105).

T h e  B ig  P ic tu r e

Tax entitlements loom very large in the overall budget picture. 
The total tax expenditure budget comes to $631 billion in fiscal 2000. 
That is three times as much as the cost of all means-tested direct spend
ing programs. In fact, it is about 20 percent more than the govern
m ent spends on defense and interest on the national debt combined.

Because they do not require reappropriation every year, tax ex
penditures are a favored class of spending. Only those tax expendi
tures subject to sunset provisions—these are the exception—must be 
periodically approved by Congress. Also, reductions in tax expendi
tures are usually treated as tax increases in the legislative arena—not 
always the most popular choice. Conversely, when new spending is 
desired, a new tax expenditure is counted as a “tax cut,” which is often 
more appealing than a functionally equivalent “spending increase.”

This is not to say that tax expenditures are untouchable. The 
1986 Tax Reform Act illustrates this. Because of legislation adopted 
in 1981, tax expenditures had skyrocketed by 1986. Corporate tax 
expenditures had reached double the am ount of corporate income 
tax collected—the corporate income tax had becom e m ore loop
hole than tax. Personal income tax expenditures am ounted to 85 
percent of collections. Provisions such as Individual R etirem ent 
Accounts, which had been projected to cost a few hundred  million 
dollars a year, were costing $10 billion annually. Public outrage over 
no-tax corporations and high-income tax shelters fueled a successful 
effort to close loopholes and cut rates.

Today, if all tax expenditures were eliminated, tax rates could be 
cut by about 37 percent. If rates were cut uniformly, such a step would, 
of course, result in an enorm ous realignm ent in the tax structure 
from those who benefit most by the current m enu of tax expendi
tures to those who benefit the least.
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C a lc u la tin g  Tax E x p e n d itu r e s

By law, the congressional Jo in t Committee on Taxation and the 
Treasury D epartm ent m ust issue reports each year listing tax ex
penditures and their estimated cost.2 These “tax expenditure bud
gets” are designed to be informational rather than prescriptive, so

Ta b l e  t .t  
Tax  E x p e n d it u r e s , 2 0 0 0 -2 0 0 4 :  

S um m a r y  C o s t  Ta b l e  
(f is c a l  y e a r s , $  B il l io n s )

Corporation
2000-2004

Individual Total

total, all items
Total as a % of Income Taxes

442.8
47%

2,941.1
59%

3427.4
58%

Business & Investment

Capital gains (except homes) 5.8 358.3 364.1
Accelerated depreciation 137.1 65.3 202.4
Insurance companies & products 30.3 121.8 152.1
Tax-free bonds, public* 5.8 17.2 117.2
Tax-free bonds, private* 1.6 3.2 24.7
Multinational 86.5 17.1 103.6
Business meals and entertainment 22.5 13.5 36.0
R&D tax breaks 27.7 0.3 27.9
Low-income housing credit ■■■Hi■ ■ 8 ' * 18.2
Oil, gas, energy 13.4 2.5 15.9
Timber, agriculture, minerals 2.9 5 .7 8.6
Financial institutions (noninsurance) 6.9 — 6.9
Special ESOP rules 4.5 1 3 5.8
Installment sales 1.2 2.7 3.9
Empowerment zones ■ ■ ■ ■ ■ 1.0 ■ 1 2 . 0
Other business and investment 53.0 9.6 62.6

Subtotal, business & investment 442.8 665.6 1,151.9
Pensions, Keoghs, IRAs, other savings — 559.8 559.8
Total, business, investment, and savings 442.8 1,225.4 1,711.7

*Totals include benefits enjoyed by state and local governments and 
from lower interest rates.

1 nonprofit organizations
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Table  1.1 (C o n t in u e d )
Tax E x p e n d it u r e s , 2 0 0 0 -2 0 0 4 :

S ummary C o st  Table  
(f is c a l  y ea r s , $  B il l io n s )

2000-2001 
Individuals Only

Personal (noninvestment)

Itemized deductions (net) 612.5
Employer-paid health insurance 380.3
Earned Income Tax Credit 157.7
Social Security benefits, etc. (exclusion) 135.6
Child credit 92.4
Other fringe benefits 86.7
Capital gains on homes 81.8
Workmen's compensation, etc. 56.6
Education credits and deductions 42.4
Soldiers and veterans 26.0
Child care credit 11.3
Elderly and blind standard deduction, etc. 10.4
Other personal 22.0

Total, flH H H H H H H H H H 1,715.7

A ddendum: Itemized deductions

Mortgage interest 309.7
S&L taxes (without home property) 207.8
Property taxes (homes) 110.7
Charitable contributions 146.0

Medical expenses flH H H H H H H H i 23.8
Casualty losses 1.4
Total, before standard deduction offset 799.3
Net itemized deductions 612.5

Sources: Joint Committee on Taxation, Estimates o f Federal Tax Expenditures for Fiscal Years 
2000-2004, December 22, 1999; Office of Management and Budget, Budget o f the United 
States Government, Fiscal Year 2001, Analytical Perspectives, 'Tax Expenditures/7 February 2000; 
Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., March 
2000. Figures are generally averages from the first two sources, except where an item was listed 
in only one source or one source was based on more current information (or otherwise appeared 
to be more accurate). Tax-exempt interest benefits were recalculated and reallocated to take ac
count of lower interest rates received by bondholders, benefits to borrowers, and other factors. A  
few items, such as business meals and entertainment, are not on either list, and were calculated 
by the Institute on Taxation and Economic Policy. All figures are for fiscal years.
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they include almost any tax provision that can plausibly be charac
terized as the equivalent of a direct spending program.

In some cases, however, an item listed as a tax expenditure may 
not really be a subsidy. Instead, it might be defensible on pure tax 
policy grounds as a proper adjustment in com puting ability to pay 
taxes. For example, deductions for state and local income and prop
erty taxes are included in the official tax expenditure budgets. 
Arguably, however, state and local taxes reduce ability to pay federal 
taxes, and thus deductions for those expenses should not be consid
ered a subsidy. For example, a New York family making $75,000 a year 
in total income has a lower ability to pay federal taxes than an 
Arkansas family with the same income because the New York family 
pays higher state and local taxes. The deduction for extraordinary 
medical expenses has been defended on similar ability-to-pay grounds, 
as has the charitable deduction.

These arguments are not universally accepted, however. Taxpayers 
in states with higher taxes have, through the democratic process, cho
sen to pay higher taxes in exchange for better government services. 
Arguably, a federal tax preference for this choice over the alternative 
is a subsidy that should be counted as a tax expenditure.3

Because there is honest disagreement over whether deductions 
for state and local taxes, large medical costs, and charitable dona
tions are proper adjustments in computing ability to pay taxes or are 
instead subsidies, they are included in the tax expenditure budget for 
informational purposes.

Although the rule of thum b is to include in the tax expenditure 
budget any tax provision that can be construed as a subsidy, there are 
some items that look remarkably like subsidies but are not included 
on the official tax expenditure lists. For example, the tax code al
lows a deduction for half of amounts spent on “business meals and 
entertainm ent.” There is a strong case to be made that this should be 
counted as a tax expenditure, but it is absent from the official lists.

Despite some controversy at the margins over what should or 
should not be term ed a “tax expenditure,” most of the items on the 
official tax expenditure lists—from mortgage interest deductions to 
capital gains breaks—are generally agreed to be deviations from nor
mal tax policy that are functionally equivalent to spending programs.

This paper relies heavily on the latest editions of the Treasury and 
JCT tax expenditure reports, as well as the Institute on Taxation and 
Economic Policy (ITEP) Microsimulation Tax Model. The ITEP model
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was used as a “tiebreaker” (along with other data) where JCT and Treasury 
had differing estimates. In addition, the model is used to show the distri
butional impact by income level of selected tax expenditure items.4

In preparing the tax expenditure lists and summaries, this paper 
used the Treasury and JCT lists as follows:

• The lists have been consolidated. Treasury and JCT do not al
ways list items in the same way. One list may more finely divide its 
estimates than the other in a given category. I have tried to ag
gregate or disaggregate to produce the most useful presenta
tion. I also have organized the lists by somewhat different subject 
matter than Treasury and JCT.

• Each list contains some items that are not on the other. This 
partly stems from different assessments of what constitutes a “tax 
expenditure” in specific cases. In addition, JCT does not report 
items with a cost of less than $50 million over five years.5

• Business meals and entertainm ent have been added. Also listed, 
though not included in the totals, are several other tax breaks 
that are not cited by either Treasury or JCT but that, arguably, 
are tax expenditures.

• Some tables here have allocated the benefits of tax-exem pt 
bonds differently than is done by JCT and Treasury. The ben
efits of tax-exempt bonds do no t only accrue to the taxpayer 
who holds the bonds. State and local governm ents pay lower 
rates on the ir borrow ing by virtue of the tax exem ption. 
Private organizations that borrow  through tax-exempt bonds 
also benefit. On the o ther hand, purchasers of tax-exempt in
struments do not get a benefit equal to the am ount they would 
pay in tax were the same bonds taxable. If the bonds were not 
tax-exempt, the bond purchasers would receive higher interest 
payments. So the net benefit is less than the reduced tax. In 
some of the tables the benefits of tax-exempt bonds are m ea
sured accounting for these considerations.

• In some instances where the estimates were significantly different, 
either the Treasury or JCT estimate was chosen over that of the 
other agency. To do this, I used independent data sources and the
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ITEP model to assess the relative merits of the two estimates. I 
also looked to see which agency has revisited its estimate most 
recently. Although the tax expenditure reports come out annu
ally, it is apparent that significant reestimation does not occur 
every year for every tax expenditure. When reestimation does 
occur, there is sometimes a significant adjustment from one year’s 
estimate to the next that does not reflect a change in tax policy or 
taxpayer behavior. The adjustment can reflect a more sophisti
cated estimate. This paper takes into consideration which agency 
has most recently reexamined its estimates.

• Many of the Treasury and JCT estimates differ from each other 
for no discernible reason. In those cases, where there is no basis 
to choose between them, they have been averaged.

• A tax expenditure has been calculated for total itemized deduc
tions. Treasury and JCT repo rt tax expenditure am ounts for 
each itemized deduction separately. But because of their inter
action with the standard deduction, the sum of these separate 
am ounts overstates the total cost of itemized deductions. The 
additional calculation presented here rectifies this.

An issue often raised with tax expenditure reports is w hether 
the amounts listed actually reflect potential budget savings were the 
tax expenditure provisions to be eliminated. Although less frequently 
raised, the same question could be asked of ordinary expenditure 
budgets. Line items in expenditure budgets, in general, do not ac
curately reflect the budget savings to be gained by abolishing spe
cific program s or groups of programs. Elim inating all veterans 
benefits would, for example, reduce the federal budget by less than 
the am ount currently spent on those programs because spending 
would increase in food stamps, Medicaid, and other entitlem ent pro
grams. Eliminating the State D epartm ent would presumably lead to 
behavioral changes around the world that would result in increased 
military spending. Not to mention that certain of the departm ent’s 
activities would undoubtedly be taken up by other agencies.6

Similarly, line items in the tax expenditure budget do no t nec
essarily reflect the am ount of revenue that would be raised by re
peal of each provision. P roper revenue estimates would require 
consideration of taxpayer behavior and the in teractions am ong
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tax expenditures. O ne cannot, however, make a general statem ent 
that accounting for these concerns would result in revenue esti
mates that are higher, or lower, than the am ounts reported  in the 
tax expenditure budgets.

In the case of taxpayer behavior, repeal of a given tax expendi
ture may cause a shift to more heavily subsidized, less subsidized, or 
equally subsidized behavior. Take the example of the research and ex
perimentation tax credit. If the credit were repealed, some companies 
would presumably engage in less research and experimentation. Of 
those companies, some would divert funds formerly used for science to 
paying dividends. Revenue from those companies would increase more 
than the am ount of the credit they had been receiving because, in ad
dition to losing the credit, the companies would lose the deductions for 
the expenses previously incurred in research and experimentation. 
O ther companies, however, would divert spending from research and 
experimentation to another tax-favored activity (low-income housing, 
perhaps). For those companies, the net revenue gain from repealing 
the credit would be less than the amount of the credit they had been re
ceiving. Using the tax expenditure am ount as an estimate of the rev
enue to be gained from repealing the credit implicitly assumes the 
changes in behavior balance out—that the revenue impact is what it 
would be if all companies persisted with the same am ount of research 
and experimentation as with the credit extant.

A problem with adding together tax expenditure amounts to es
timate the revenue to be gained by their repeal is that tax expendi
tures interact. The revenue to be gained from repealing several 
exclusions from income could be more than the sum of the parts. 
Repealing exclusions raises taxable income and puts taxpayers into 
higher-rate tax brackets. The more exclusions that are repealed at 
once, the more taxpayers find themselves facing higher tax brackets 
and the greater the revenue yield of repeal.

Item ized deductions are the m ost clear-cut, and significant, 
exam ple of a group of tax expenditures adding up to a g reater 
am ount than their com bined repeal would raise in revenue be
cause of interations. This is the one group of tax expenditures for 
which the tabulations used here have accounted for the interac
tions. O ther than with item ized deductions, this paper has no t at
tem pted to resolve the ambiguity as to w hether tax expenditure 
am ounts listed overstate or understate the revenue that would be 
expected on repeal.





Tax E x p e n d itu r e s  fo r  B u s in e s s , 
Investment, a n d  S avings

Over the 2000-2004 period, almost precisely half of all tax ex
penditures, $1.7 trillion, are expected to go to subsidize busi

ness, investment, and savings (see Table 2.1, page 112). The $226 
billion for business, savings, and investment subsidies for individuals 
in 2000 actually exceeded the total am ount of personal savings for 
the year.

One of the principal goals of the 1986 Tax Reform Act was to 
curb the harmful economic distortions that the “supply-side” tax-ex
penditure-based policies of the 1970s and early 1980s had produced. 
As the official report on the 1986 act notes, in that era “the output at
tainable from our capital resources was reduced because too much in
vestment occurred in tax-favored sectors and too little investment 
occurred in sectors that were more productive but which were tax-dis
advantaged.”1

Although the 1986 reform bill did not eliminate all tax-induced 
investment distortions, it did make great progress. There has, how
ever, been significant backsliding over the past fifteen years.

C apital G ains

Capital gains are profits reflecting increased values of stocks, bonds, 
investment real estate, and o ther “capital assets.” Tax expenditures 
favoring the p redom inan tly  well-off recip ien ts o f capital gains 
incom e were greatly expanded in 1997. Total cu rren t capital gains

tit
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Ta b l e  2.1 
B u s in e s s , In v e s tm e n t , a n d  
S a v in g s  Tax  E x p e n d it u r e s : 

C o r p o r a t io n s  a n d  In d iv id u a l s , 2 0 0 0 -2 0 0 4  
( $  B il l io n s )

Capital gains (except homes) 364.1
Accelerated depreciation 202.4
Insurance companies and products 152.1
Tax-free bonds, public (with state and local savings) 117.2
Tax-free bonds, private (with nonprofit savings) 24.7
Multinational tax breaks 103.6
Business meals and entertainment 36.0
R&E tax breaks 27.9
Low-income housing credit 18.2
Oil, gas, energy 15.9
Timber, agriculture, minerals 8.6
Financial institutions (noninsurance) 6.9
Special ESOP rules 5.8
Installment sales 3.9
Empowerment zones 2.0
Other business and investment 62.6
Pensions, Keoghs, IRAs 558.5
Other individual savings incentives 1.3

Total 1,711.7

Source: Same as Table 1.1.

tax expenditures (excluding those related to homes) are estimated 
to cost $364 billion over the next five years (see Table 2.2).

Capital gains are no t taxed at all unless and  until they are 
“realized”—generally on sale of an appreciated  asset. And, even 
when gains are realized, individuals pay lower tax rates on capital 
gains than on so-called ordinary income.

As a result, investment vehicles are often designed to maximize 
the share of profits that are in the form of capital gains—both real
ized and unrealized. Indeed, on individual tax returns, total realized 
capital gains are more than double stock dividends (though not all of
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Ta b l e  2 .2  
C a p ita l  G a in s  (e x c e p t  h o m e s ), 

2 0 0 0 - 2 0 0 4  ($  B il l io n s )

Lower rates on capital gains income 207.2
Exclusion of capital gains on inherited property 141.6
Deferral on "like-kind exchanges" 7.8
Carryover basis of capital gains on gifts 7.4
Deferral of gain in disaster areas 0.1

Total 364.1

Source: Same as for Table 1.1.

the discrepancy is attributable to the structuring of investments, as 
significant capital gains are realized on assets o ther than stock; see 
Table 2.3, page 114).

This is not to say that capital gains are common for most tax
payers. In fact, only about 14 percent of taxpayers report any capital 
gains at all. For those with incomes in excess of $200,000, however, 
about two-thirds repo rt capital gains each year. This top incom e 
group, representing 2.6 percent of families and individuals, accounts 
for more than 70 percent of reported capital gains realizations.

Investment income of any sort is a greater proportion of income 
at higher income levels. But even among different sources of invest
m ent income, capital gains is exceptionally skewed toward the high 
end. Dividends and interest, are a greater share of unearned income 
for lower- and middle-income families than capital gains but a smaller 
portion at the top.

Proponents of low capital gains tax rates argue that the cost of capi
tal gains tax breaks is much less than first appears. A surge in capital gains 
after 1978 and 1981 rate cuts, they contend, proves that capital gains tax 
cuts cause the well-off to cash in far more unrealized gains, thereby mit
igating or even eliminating the apparent revenue loss from a lowered 
capital gains tax. To be sure, reported gains (before exclusion) did in
crease rapidly in the late 1970s and early 1980s. In nominal terms, they 
rose from $45 billion in 1977 to $80 billion in 1980 to $176 billion by 
1985. Adjusted for the growth of the economy, this represented a 90 per
cent increase in reported gains from 1977 to 1985. Even if all the increase
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Table  2 .3  
Average  C apital G a in s , 

D iv id e n d s , a n d  Interest in 1999

Income
Group

Capital
Gains Dividends Interest

$0-10,000 33 35 149
$10-20,000 86 117 348
$20-30,000 177 242 670
$30-40,000 375 476 1,045
$40-50,000 449 550 1,387
$50-75,000 1,040 834 1,690
$75-100,000 2,518 1,538 2,887
$100-200,000 6,377 3,634 5,496
$200,000+ 110,023 26,025 32,545

A ll Families $3,202 $1,180 $ 1,932

Source: Microsimulation Tax Model, Institute on 
March 2000.

Taxation and Economic Policy, Washington D.C.,

in capital gains realizations could somehow be attributed to the tax cuts, 
though, these figures would still indicate that the tax cuts lowered rev
enues since the capital gains tax rate was cut about in half between 1977 
and 1985. But much of the increase in reported gains simply reflected the 
stock market’s recovery from the oil-price shocks of the 1970s—and thus 
would have happened even absent the tax changes.

Moreover, a very large share of the increased capital gains in 
the first half of the 1980s probably represented tax shelter conver
sions of ordinary income into gains. A surge in reported gains that re
flects tax sheltering is actually evidence of revenue loss associated 
with a capital gains rate reduction, not an offsetting revenue gain.

So do lower tax rates on capital gains cause people to cash in more 
gains than they otherwise would have (not counting tax shelter effects)? 
The answer is probably yes, but the long-term m agnitude of such 
induced realizations would figure to be quite low. A study by 
Congressional Budget Office economists Leonard Burman and William



Randolph compared capital gains realizations by a sample of taxpayers 
over time. They found large transitory effects when a taxpayer’s indi
vidual circumstances changed and when the federal government made 
major revisions in capital gains taxation.2 But, on a long-term basis, the 
study found very little correlation between the tax code’s treatment of 
capital gains and levels of realizations. In fact, the study found that “the 
perm anent elasticity is not significantly different from zero.”3

Twenty percent maximum rate. The 1986 Tax Reform Act set tax rates on 
realized capital gains at the same rates as on wages, dividends, and 
other income. (Previously, realized capital gains had been 60 per
cent tax-exempt.) But in 1990, Congress reinstated a small prefer
ence by capping the capital gains rate at 28 percent while setting the 
top regular income tax rate at 31 percent. In the 1993 budget bill, 
this capital gains preference was greatly expanded to provide what 
am ounted to a 30 percent capital gains exclusion for top-bracket tax
payers (the difference between the new 39.6 percent top regular tax 
rate and the continuing 28 percent maximum capital gains rate).

As part of the 1997 tax act, capital gains rates were reduced to 
their pre-1986 top rate of 20 percent. In addition, a top capital gains 
rate of 10 percent was put in place for those in the 15 percent ordi
nary income bracket.

The benefits of these lower rates, not surprisingly, go dispropor
tionately to those with the most capital gains—the well-off. Eighty-seven 
percent of the tax savings from the current special capital gains tax rates 
for individuals, goes to the best-off 2.6 percent of all families—those 
with annual incomes in excess of $200,000 (see Table 2.4, page 116).

The rates are scheduled to go down further for property held 
five years or more. The top rate for such property acquired after 2000 
isl8 percent. For those in the 15 percent ordinary income bracket, 
the capital gains rate drops to 8 percent for property sold after 2000 
that has been held for five years or more.

Lower capital gains rates extended to normal business profits. Historically, fa
vorable capital gains treatm ent has normally been limited to profits 
from the sale of investments (stocks, bonds, etc.). But several indus
tries have succeeded in getting part of their norm al business profits 
treated as capital gains. Special capital gains treatm ent is currently 
available for sales of timber by individuals, for coal and iron ore, and 
for certain agricultural income.

Ettlinger: Our Bucket Is Leaking 115
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Ta b l e  2 .4
B e n e f it s  o f  C u r r e n t  L a w ’s S p e c ia l  L o w e r  

R ates  o n  C a p it a l  G a in s  in  1999

Income
Group
($-000)

% with 
Capital 
Gains

% of All 
Capital 
Gains

Average 
Tax Break 

(all returns)

Tax Break 
as % of 
Income

% of 
Total Tax 

Break

$0-10 2.2 0.1 $0 0.0 0.0
$10-20 3.8 0.5 $2 0.0 0.1
$20-30 7.3 0.9 $5 0.0 0.2
$30-40 11.8 1.4 $12 0.0 0.4
$40-50 15.9 1.3 $20 0.0 0.5
$50-75 20.8 4.8 0.1 2.2
$75-100 33.0 5.3 $161 0.2 2.8
$100-200 45.7 12.3 $451 0.3 7.2
$200+ 64.4 73.1 $15,866 2.8 86.7

A ll 14.6 100.0 $389 0.8 100.0

Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, 
D.C., March 2000.

Deferral and capital gains tax breaks for gifts and inheritances. Capital gains 
are not taxed until assets are actually sold. As a result, investors can 
put off tax on their gains indefinitely. (They also can avoid tax on re
alized gains by selectively realizing losses on other investments in the 
same year.) This deferral is unavailable, of course, for other kinds of in
come such as savings account interest—even if the money is left in the 
bank. Multibillionaire Warren Buffett, for example, has structured his 
investment company so that it has not paid a dividend since 1966. 
Instead, Buffett’s $14 billion or so in accrued capital gains remains 
unrealized and thus untaxed.

Deferral does not, however, preclude investor use of the cash 
value of the investments held. Owners of investment assets that have 
gone up in value can cash in their capital gains without tax by bor
rowing against the appreciation. Refinancing is an enorm ous tax 
shelter for, among others, real estate speculators.

W hen an asset holder gives away property, the deferral is trans
ferred to the recipient. The recipient takes over the giver’s “basis” in
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the donated property—generally the cost when the property was 
first acquired. That carryover of basis—instead of taxing the gain— 
allows a continued deferral of unrealized capital gains.

When an asset holder dies, deferral turns into waiver. Heirs pay 
no tax on capital gains that accrued prior to the time they inherit. 
Technically this is accomplished by “stepping u p ” the basis of the in
herited property to its value at the time it is inherited.

Deferral, and particularly stepped-up basis at death, create a 
very strong incentive for the owners of capital assets to hold onto 
their property.

The value of deferral in an asset ho lder’s lifetime, including the 
benefits of refinancing, is not counted by Treasury or JCT as a tax ex
penditure and is not included in the lists presented here. The costs 
of continued deferral for the recipients of gifts and “stepped-up- 
basis” at death are included.

Indefinite tax deferral for “like-kind exchanges'9 of real estate. Normally, 
when someone sells appreciated property he or she must pay tax on 
the capital gain. But someone who sells rental real estate and pur
chases other rental property can put off paying capital gains taxes on 
the sale indefinitely by characterizing the transaction as an “ex
change” of properties with another investor.

A cc eler a ted  D epr ec ia tio n

Accelerated depreciation now is the largest of all business tax loop
holes. It will cost $202 billion over the next five years (see Table 2.5, 
page 118). O f that, $137 billion will go to corporations and $65 bil
lion to individuals.

Accelerated depreciation lets businesses write off the costs of 
their m achinery and buildings faster than they actually wear out. In 
practice, that means sharply lower tax bills for corporations and in
dividuals that can take advantage of the tax breaks.

The 1981 tax legislation hugely expanded accelerated deprecia
tion and other corporate tax breaks—most notably the investment tax 
credit. By 1983, studies found that half of the largest and most prof
itable companies in the nation had paid no federal income tax at all in 
at least one of the years the depreciation changes had been in effect. 
More than a quarter of 250 well-known companies paid nothing at all



118 Bad Breaks All Around

Ta b l e  2 .5
A c c e l e r a t e d  D e p r e c ia t io n , 2 0 0 0 -2 0 0 4  

($  B il l io n s )

Accelerated depreciation of machinery and equipment 157.4
Accelerated depreciation on rental housing 27.2
Accelerated department of buildings.except rental housing 8.3
Expensing of certain small-equipment investments 6.2
Tax incentives for preserving historic structures 1.8
Amortization of business start-up costs 1.4
Expensing costs of removing architectural barriers 0.0

Total 202.4

Source: Same as Table 1.1.

in the three-year period from 1981 to 1983, despite $50 billion in pre
tax U.S. profits. This sort of ram pant tax avoidance persisted through 
1986.4

The 1986 act repealed the investment tax credit and sharply re
duced depreciation writeoffs for buildings. The changes greatly 
scaled back corporate tax avoidance opportunities and made tax
payers out of most of the companies that had been able to avoid 
taxes in the early 1980s.

Notwithstanding predictions that investment would plum m et 
without the subsidies, business investment flourished. Real business 
investment grew by 2.7 percent a year from 1986 to 1989. That com
pared favorably with the 1.9 percent growth rate from 1981 to 1986. 
Even more significant, while tax-preference-induced construction of 
office buildings tapered off after reform, business investment in in
dustrial machinery and plants boomed. As money flowed out of tax 
shelters, industrial investment jum ped  by 5.1 percent a year from 
1986 to 1989, after actually falling at a 2 percent annual rate from 
1981 to 1986. As form er Reagan Treasury official J. Gregory 
Ballentine told Business Week, “It’s very difficult to find much rela
tionship between [corporate tax breaks] and investment. In 1981 
m anufacturing had its largest tax cut ever and immediately went 
down the tubes. In 1986 they had their largest tax increase and went 
gangbusters [on investment].”5
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Despite its advances, the 1986 Tax Reform Act did not end the 
preference for corporate depreciation. Businesses still write off the 
cost of their machinery and equipm ent considerably faster than it ac
tually wears out. This remaining tax break has proved much more ex
pensive than originally anticipated by the drafters of the 1986 Tax 
Reform Act. Like any tax concession targeted to corporations, ac
celerated depreciation is primarily a benefit to the very well-off (who 
own the lion’s share of corporate stock and other capital).

Today’s depreciation rules reduce the effective tax rate on the 
profits from  typical investm ents in m achinery  to about half the 
statutory 35 percent rate. O ne can see examples of that effect by a 
quick perusal of corporate annual reports. For example, in 1995, 
Eastman Kodak paid an effective federal tax rate of only 17.3 per
cent—less than half the 35 percent statutory corporate tax rate— 
mainly because of $124 million in tax relief from accelerated de
preciation.

Economists also complain that accelerated depreciation often 
skews investment decisions away from what makes the most business 
sense and toward tax-sheltering activities. This can favor short-term, 
tax-motivated investments over long-term investments.

O ne of the claims in support of accelerated depreciation is 
that without it depreciation would be understated because it would 
ignore the im pact on asset values of inflation. At recent, low levels 
o f inflation, however, depreciation  is still overstated. Moreover, 
when equipm ent is purchased with borrow ed money, the curren t 
tax system produces outright “negative” tax rates—making such in
vestments m ore profitable after tax than before tax because de
preciation is accelerated but there is no adjustm ent for inflation 
in the taking of interest deductions on the loans. A negative tax 
rate does not do a company any m ore good than a zero tax rate in 
a given year. As a result, corporate buying and selling of excess tax 
breaks th rough  equ ipm en t “leasing” deals has rem ained  wide
spread.

• General Electric, for example, avoided a total of $1 billion in 
federal income taxes from 1986 to 1992 attributable to activities 
of its leasing subsidiary, GE Capital Services.6

• From 1980 to 1992, total corporate leasing deductions rose from 
$92 billion to $196 billion in constant 1992 dollars—an increase
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of 114 percent (compared to a 45 percent rise in total corpo
rate receipts) .7

In general, the law has become more favorable to accelerated de
preciation since 1986. The changes have not, however, come as a re
sult of the rules directly governing accelerated depreciation under 
the ordinary income tax. Instead, relaxed alternative minimum tax 
rules have been the culprit.

The purpose of the alternative minimum tax (AMT) is to en
sure that corporations and individuals with substantial incomes must 
pay significant incom e tax even if they take advantage of large 
am ounts in tax preferences. The AMT disallows many tax prefer
ences bu t is im posed at lower rates than the regular incom e tax. 
Taxpayers must pay the greater of the AMT or the regular income 
tax. The vast majority of taxpayers are not affected, but those with 
substantial incomes who shelter most of their income from regular 
taxation may owe the AMT.

For corporations, the most significant tax preference the AMT 
limited was accelerated depreciation. The AMT was designed to ad
dress indirectly the problem of negative tax rates for debt-financed 
purchases of equipm ent by lowering depreciation deductions for 
heavily leveraged companies.

In the 1993 tax act, however, the rules for recalculating depreci
ation under the AMT were greatly relaxed, and in 1997 the AMT’s 
limits on accelerated depreciation were repealed. Relaxing of the 
AMT has undoubtedly permitted many companies to take greater ad
vantage of accelerated depreciation and has greatly reduced their 
taxes.

E x p e n s in g

A key feature of various “flat tax” and o ther proposals is “ex
pensing” of capital expenditures. Expensing is very accelerated de
preciation, allowing the entire cost to be written off immediately no 
m atter how long the asset will be contributing to profits. The stated 
goal is to reduce the effective tax rate on profits from new corpo
rate investment to zero. U nder current law, expensing is allowed up 
to a maximum, in 2000, of $20,000 per investment (with a total max
imum per taxpayer of about $200,000).
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Tax B reaks  f o r  M u ltinatio nal  C o r po r a tio n s

Multinational corporations, whether American- or foreign-owned, are 
supposed to pay taxes on the profits they earn in the United States. In 
addition, American companies and individuals are not supposed to 
gain tax advantages from moving their operations or investments to off
shore “tax havens.” But our tax laws often fail to achieve these goals.

The prim ary ways that m ultinational corporations avoid taxa
tion have not, however, generally been defined as “tax expenditures.” 
This is because the problems in our taxation of multinational com
panies stem mainly from the inheren t difficulty in enforcing the 
rules we use to try to determ ine how much of a corporation’s world
wide earnings relate to its U.S. activities and therefore are subject to 
U.S. tax. In essence, the IRS must try to scrutinize every movement 
of goods and services between a multinational company’s domestic 
and foreign operations and then attem pt to assure that a fair, arm ’s 
length “transfer price” was assigned (on paper) to each real or no
tional transaction. If the IRS could do this, the approach would work.

But com panies have a huge incentive to p re tend  that their 
American operations pay too much or charge too little to their for
eign operations for goods and services (for tax purposes only), 
thereby minimizing their U.S. taxable income. In other words, com
panies try to set their “transfer prices” to shift income away from the 
U nited States and shift deductible expenses into the United States.

• Say a big American company has $10 billion in total sales—half 
in the U nited States and half in Germany—and $8 billion in 
total expenses—again half and half. With $1 billion in actual 
U.S. profits and a 35 percent tax rate, the company ought to pay 
$350 million in U.S. income taxes. But suppose that, for U.S. 
tax purposes, the company is able to treat five-eighths of its ex
penses—or $5 billion—as U.S.-related. That leaves it with zero 
U.S. taxable profit. Although our tax system has rules to miti
gate this kind of abuse, companies still have plenty of room to 
maneuver.

• Here is a real-world example: In its 1987 annual report to its 
stockholders, IBM said that a third of its worldwide profits were 
earned by its U.S. operations. But on its federal tax return, IBM 
treated so much of its research and developm ent expenses as
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U.S.-related that it reported almost no American earnings—de
spite $25 billion in U.S. sales that year. As a result, IBM’s federal 
income taxes for 1987 were virtually wiped out.8

• A few years ago, Intel won a case in the tax court letting it treat 
millions of dollars in profits from selling U.S.-made com puter 
chips as Japanese incom e for U.S. tax purposes—and there
fore exem pt from U.S. tax—even though a tax treaty between 
the U.S. and Japan  requires Japan  to trea t the profits as 
American—and therefore exem pt from Japanese tax. As too 
often happens, the profits thus became “nowhere incom e”— 
not taxable anywhere.9

A May 1992 Congressional Budget Office report found that “in
creasingly aggressive transfer pricing by . . . multinational corpora
tions” may be one source of the shortfall in corporate tax payments 
in recent years com pared to what was predicted after the 1986 cor
porate tax reforms.10

The official list of tax expenditures in the international area—to
taling $104 billion over the next five years (see Table 2.6)—focuses 
on special rules to perm it companies to allocate more of their in
come to foreign countries for U.S. tax purposes than would otherwise 
be allowed. Thus, the list includes items such as:

Table  2 .6
M ultinational Tax B rea k s , 2 0 0 0 -2 0 0 4  

($  B ill io n s )

Deferral of income from controlled foreign corporations 27.5
Inventory property sales source rules exception 22.0
Exclusion of income of Foreign Sales Corporations 19.0
Exclusion of income earned abroad by U.S. citizens 17.1
Possessions tax credit 15.3
Interest allocation rules for certain financial operation 2.4
Deferral of tax on shipping companies 0.3

Total $103.6

Source: Same as Table 1.1.
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• Indefinite “deferral” of tax on the profits of controlled foreign 
subsidiaries. Tax is not paid until the profits are repatriated to 
the U nited States—if they ever are.

• “Source” rules that treat certain kinds of U.S. profits as foreign. 
These rules primarily benefit U.S. exporters.

• The “possessions tax credit,” which greatly reduces tax on in
vestments in Puerto Rico and other U.S. possessions. (This credit 
has been cut and is being phased down.)

• Exclusion of income earned abroad by U.S. citizens. This is jus
tified as an encouragem ent to citizens to work abroad to pro
mote American exports. It is not, however, targeted to 
individuals so employed.

These tax expenditures are, however, the tip of the iceberg. 
Some have estim ated that the cu rren t system is leaking an addi
tional, approxim ately equal am ount th rough  “transfer p ricing” 
abuses. Arguably this is an enforcem ent problem , no t a tax expen
diture issue. But using an inherently unenforceable mechanism for 
calculating the taxes of m ultinational corporations is as effective in 
subsidizing their activities as would be an explicit, statutory, tax 
break.

In t e r e s t  E a r n e d  b y  F o r e ig n e r s

Also not listed in the official tax expenditure budget but a major 
tax break nonetheless is the tax exem ption for interest earned in 
the United States by foreigners. Such interest (on loans to American 
companies and the U.S. government) was exem pted from U.S. taxa
tion in 1984. This interest income is not reported to foreigners’ home 
governments, and tax evasion is said to be the norm. As a result, the 
United States has become a major international tax haven. There is 
evidence that not only foreign tax cheats but also Americans posing 
as foreigners have been taking advantage of this loophole. 
Reinstating the tax has been proposed, with a waiver of the tax if a 
foreign lender supplies the inform ation necessary to report the in
terest income to the lender’s hom e government.
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Tax-E xempt B o n d s

Individuals and corporations that lend money to states and locali
ties pay no federal income tax on the interest they earn. This allows 
states and cities to pay reduced interest rates. But the money that 
state and local governments save in lower interest payments is con
siderably less than the cost of the tax break to the federal govern
ment—which is expected to be $142 billion over the next five years 
(see Table 2.7).

Recently, in terest rates on long-term  state and  local tax-ex
em pt bonds have averaged about 5.8 percent. That is about 15 per
cent lower than the taxable interest paid on com parable Treasury 
and corporate bonds, which pay about 6.9 percen t.11 Most interest 
on state and local bonds, however, goes to lenders in federal tax 
brackets considerably h igher than 15 percent. In fact, since about 
a quarter of the tax breaks for tax-exempt bonds go to 35 percen t

Ta b l e  2 .7  
Ta x -E x e m p t  B o n d s , 2 0 0 0 -2 0 0 4  

( $  B il l io n s )

Tax-free bonds, public (with state and local savings) 117.2
Tax-free bonds, private (with nonprofit savings) 24.7
Private nonprofit health facility bonds 6.3
Mortgage subsidy bonds 4.7
Airports, docks, sports and convention facilities bonds 3.7
Private, nonprofit educational facility bonds 3.0
Pollution control, sewage and waste disposal facilities 2.4
Small-issue industrial development bonds " 01 1.6
Student loan bonds 1.3
Rental housing bonds 0.8
Energy facility bonds 0.6
Credit for holders of zone academy bonds 0.2
Veterans housing bonds 0.2

Total 141.9

Source: Same as Table 1.1.
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bracket corporations (banks and so fo rth ), and 84 percen t of the 
rem aining tax subsidies go to individual taxpayers making m ore 
than $100,000, about two-thirds of the federal subsidy ends up as a 
windfall to well-off investors.

• For example, a very high income, top-bracket individual would 
pay about $40,800 in federal taxes on $100,000 in interest earned 
from investing in taxable bonds. But if the person invests in tax- 
exempt bonds instead, the federal government loses the $40,800, 
while the state or local governm ent issuing the bond saves only 
$15,200 in reduced interest expense. The rem aining benefit 
from the tax subsidy goes straight to the wealthy investor.

• Likewise, a bank or other 35 percent bracket corporation that 
earns $100,000 in tax-exempt interest gets a federal tax subsidy 
equal to $35,000. Since the local government saves only $15,200 
on the interest it pays, however, the bank’s windfall is equal to 
almost $20,000—almost 60 percent of the cost of the subsidy to 
the federal government.

Why is the market for tax-exempt bonds so inefficient? The ap
parent reason is that, while most tax-free bonds are held by high- 
bracket individuals and corporations, on the m argin, states and 
localities find it necessary to make their bonds attractive to taxpayers 
in lower brackets. In addition, because the subsidy is tax-bracket de
pendent, states, to attract buyers for their bonds, have to protect 
bondholders from the possibility of falling into a lower bracket in a 
given year.

In addition to bonds sold by state and local governments to fi
nance government projects, under many circumstances private com
panies and individuals can “borrow ” the ability to issue tax-free 
bonds from state and local governments. States and cities have ex
tended the right to borrow tax-free to businesses building airports, 
rental housing, and electric plants and to individuals taking out 
mortgages and student loans and borrow ing for o ther purposes. 
Indeed, before reforms in the mid-1980s, there was almost no limit 
on what states could authorize tax-exempt financing for—and since 
the federal governm ent was picking up the bill, there was no inter
nal fiscal constraint on the states. Reforms now generally limit the
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total am ount of such private use of tax-free financing—through a 
state-by-state volume cap—but it still remains a major drain on the 
federal Treasury. In fact, $25 billion, or m ore than a fifth of the 
$142 billion total tax expenditure for tax-exempt bonds over the 
next five years, stems from tax-free, nongovernmental bonds used to 
finance private projects.

Overall, I calculate that only 29 percent of the total subsidy for tax- 
exempt bonds goes to state and local governments in the form of lower 
interest rates on their public purpose borrowing. Forty-two percent of 
the tax subsidy goes to individual lenders and borrowers, 27 percent to 
corporate lenders and borrowers, and the remaining 26 percent to 
nonprofit hospitals and schools (see Table 2.8). Direct federal subsi
dies to state and local governments would obviously be more efficient.

Because the tax exemption for bonds has the “upside-down” effect 
described earlier, and because better-off taxpayers invest a larger portion 
of their income, this tax expenditure is far more beneficial to the well-off. 
Including both personal and corporate windfalls, more than 80 percent 
of the tax break goes to those with incomes in excess of $100,000 (see 
Table 2.9).

Ta ble  2 .8
W h ere  F ed e r a l  S u b s id ie s

fo r  Tax-E xempt B o n d s  G o

Interest Savings for Borrowers:

State and local governments 29%
Individual borrowers* 2%
Corporate borrowers** 2%
Nonprofit hospitals and schools 2%

W indfall Returns to Lenders:

Individual bondholders 40%
Corporate bondholders 25%

Total 100%

*lndudes savings on housing subsidy bonds (with mortgage credit certificates) and student
loan bonds.
**lncludes interest savings on other private purpose bonds except benefits to nonprofit hospi
tals and schools.
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Table  2 .9  
Tax B reaks  from  Tax-E xempt B o n d s

Income
Group

($-000)

Average 
Tax Benefit 
(all families)

Benefit 
as a % of 

Income

% of 
Total Tax 
Benefit

$0-10 3 0.1 0.3
$10-20 7 0.0 1.0
$20-30 14 0.1 1.6
$30-40 22 0.1 1.8
$40-50 32 0.1 2.0
$50-75 59 0.1 5.9
$75-100 133 0.2 6.2
$100-200 413 0.3 17.5
$200+ 4,360 0.8 63.6

A ll $146 0.3% 100.0%

Note: Tax benefits include personal and corporate income tax savings and corporate interest sav
ings, net of reduced personal and corporate interest received. They exclude benefits from lower in
terest paid by state and local governments, nonprofit organizations, and individuals.

Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., 
March 2000.

In s u r a n c e  C om panies  a n d  P r o d u c t s

Insurance companies enjoy a wealth of federal tax breaks, both at 
the corporate level and for their customers. In total, these tax ex
penditures are expected to cost $152 billion over the next five years 
(see Table 2.10, page 128). The tax subsidies include:

Interest on life insurance savings. Interest and other investment income 
earned on accumulated life insurance premiums are not taxed ei
ther as they accrue or when they are received by beneficiaries upon 
the death of the insured.

Deduction of unpaid property loss reserves of property and casualty companies. 
Property and casualty insurance com panies can deduct no t only
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Table  2.10
In s ura nce  C om panies  a n d  P r o d u c t s , 2 0 0 0 -2 0 0 4  

($  B il l io n s )

Exclusion of interest on life insurance savings 128.7
Deduction of unpaid loss reserves for property and casuality companies 14.7
Special treatment of life insurance company reserves 6.1
Exemption for ins. comps, owned by tax-exempt organizations 1.2
Special deduction for Blue Cross/Blue Shield companies 0.8
Small life insurance company deduction 0.5
Special alternative tax on small property and causality companies 0.0

Total $152.1

Source: Same as Table 1.1.

claims paid but also the discounted value of anticipated claims on 
current policies that they assert will have to be paid.

Special treatment of life insurance company reserves. Likewise, life insur
ance companies can deduct “reserves” that exceed claims actually 
paid. Insurance companies also are not taxed on investment income 
stemming from so-called structured settlem ent amounts.

Insurance companies owned by tax-exempt organizations and Blue Cross and 
Blue Shield. Generally, the income earned by life and property and ca
sualty insurance com panies is subject to tax, even if special rules 
apply. Insurance operations conducted by fraternal societies and 
“voluntary employee benefit associations,” however, are tax-exempt. 
Some of the leading “nonprofit” fraternal society insurers write tens 
of billions of dollars in insurance coverage—and are quite lucrative 
for their senior employees.

Although Blue Cross and Blue Shield do not qualify as tax-exempt 
charities and are largely indistinguishable in the products they offer 
from other insurance companies, they get exceptions from normal in
surance company income tax accounting rules that effectively eliminate 
all their taxes. This appears to be in recognition of their past tax-exempt 
status and their continuing (though varying) community activities.
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O il , G a s , a n d  E ner g y  Tax B reaks

Oil and gas companies receive substantial subsidies to encourage do
mestic production. Although it has devised these incentives for pro
ducers, Congress also has provided subsidies designed to reduce oil 
and gas consumption through use of alternative fuels and conserva
tion. In total, the apparently conflicting tax breaks for oil, gas, and 
energy are expected to cost $16 billion over the next five years (see 
Table 2.11). Oil, gas, and energy tax breaks include:

Percentage depletion. Independent oil and gas (and o ther fuel m in
eral) producers are generally allowed to take “percentage depletion” 
deductions rather than writing off actual costs over the productive life 
of the property based on the fraction of the resource extracted. Since 
percentage depletion deductions are simply a flat percentage of gross 
revenues, unlike depreciation or cost depletion, they can greatly ex
ceed actual costs. Percentage depletion rates are 22 percent of gross 
income for uranium , 15 percent for oil, gas, and oil shale, and 10 
percent for coal. The deduction is limited to half of the net income 
from a property, except for oil and gas, where the deduction can be

Ta b l e  2.11 
O il , G a s , a n d  E n e r g y , 2 0 0 0 -2 0 0 4  

( $  B il l io n s )

Alternative fuel production credit 5.1
Oil, gas, and other fuels percentage depletion 3.3
Gasohol excise tax exemption and credit 3.3
Expensing of intangible drilling costs 1.2
Enhanced oil recovery costs credit 1.0
Special tax rate for nuclear dicommissioning reserve fund 0.8
New technology credit 0.6
Tax breaks for "clean-fuel" vehicles and properties 0.4
Exclusion of conservation subsidies from utilities 0.3

Total 15.9

Source: Same as Table 1.1
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100 percent. Production from geothermal deposits is eligible for per
centage depletion at 65 percent of net income.

Exploration and development costs. Normally, businesses can write off 
their investments only as the value of those investments diminishes. 
Oil companies, however, can write off their “intangible drilling costs,” 
that is, much of their investments in finding and developing domes
tic oil and gas wells, immediately, even for successful wells.12 (Major, 
integrated oil companies can immediately deduct only 70 percent 
of such investments and must write off the rem aining 30 percent 
over five years.) A similar tax break is granted for the costs of surface 
stripping and the construction of shafts and tunnels for other fuel 
minerals.

Oil and gas exception to passive loss limitation. Although owners of work
ing interests in oil and gas properties are subject to the alternative 
minimum tax, they are exem pted from the “passive incom e” limita
tions. This means that the Vorking interest-holder,” who manages on 
behalf of himself and all other owners the development of wells and 
incurs all the costs of their operation, may use oil and gas tax losses 
to shelter income from other sources.

Alternative fuel production and new technology credits. A credit of three 
dollars per barrel (in 1979 dollars) of oil-equivalent production is 
provided for several forms of “alternative fuels.” (It is available as 
long as the price of oil stays below $29.50 in 1979 dollars.) 
Alternative fuels include shale oil, natural gas produced from hard- 
to-access places and garbage, and synthetic oil and gas produced 
from coal. Also, a credit of 1.5 cents is provided per kilowatt hour of 
electricity produced from renewable resources such as wind, bio
mass, and chicken waste. A 10 percent credit is available for invest
m ent in solar and geotherm al energy facilities. These credits are 
scheduled to expire in 2002.

Alcohol fuel credit. Manufacturers of gasohol (a m otor fuel composed 
of 10 percent alcohol) get a tax subsidy of fifty-four cents per gallon 
of alcohol used in 2000 (it phases down to fifty-one cents by 2005) .13 
This enorm ous subsidy has yielded big profits for Archer Daniels 
Midland, the nation’s chief gasohol producer.
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T im b e r , A g r ic u l t u r e , M in er a ls

Timber, agriculture, and mineral extraction have long been favored 
by the tax code over other industries. These tax expenditures are ex
pected to reduced  federal revenues by $8.6 billion from  2000 
through 2004 (see Table 2.12). Besides the capital gains breaks that 
apply to such businesses, these tax expenditures include:

Exploration and development costs. As is true for fuel minerals, certain 
capital outlays associated with exploration and development of non- 
fuel minerals may be written off immediately rather than depreci
ated over the life of the asset.

Percentage depletion. Most nonfuel mineral extractors also make use 
of percentage depletion rather than cost depletion, with percentage 
depletion rates ranging from 22 percent for sulfur down to 5 per
cent for sand and gravel.

Table  2.12
T im b e r , A g r ic u ltu r e , M in e r a ls , 2 0 0 0 -2 0 0 4  

($  B il l io n s )

Cash accounting for agriculture 3.0
Expensing of multiperiod timber growing costs 1.8
Percentage depletion, nonfuel minerals 1.4
Expensing of certain multiperiod agriculture costs 0.9
Expensing of soil and water conservation expenses 0.3
Five-year carryback period for farming net operating losses 0.3
Income averaging for farmers 0.2
Special rules for mining reclamation reserves 0.2
Expensing of exploration costs, nonfuel minerals 0.2
Reforestation tax breaks 0.1
Solvent farmers treated as bankrupt on loans 0.1
Exclusion of cost-sharing payments 0.1
Deferral of gain on sale of farm refiners 0.1

Total $8.6

Source: Same as Table 1.1.
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Expensing multiperiod timber growing costs. Generally, costs m ust be 
capitalized when goods are produced for inventory. T im ber pro
duction , however, was specifically exem pted  from  these m ulti
period  cost capitalization rules, allowing for im m ediate 
deductions.

Credit and seven-year amortization for reforestation. A special 10 percent 
tax credit is allowed for up to $10,000 invested annually in clearing 
land and planting trees for the production of timber. Similarly, 
$10,000 of forestation investment may be am ortized over a seven- 
year period. W ithout this preference, the am ount would have to be 
capitalized and could be deducted only when the trees were sold or 
harvested (say, twenty or more years later). Moreover, the foresta
tion investment that is amortizable is not reduced by any of the in
vestment credit that is allowed.

Expensing certain capital outlays. Farm ers, except for certain  agri
cu ltural co rporations and  partnersh ips, are allowed to ded u c t 
certain  investm ents in feed and fertilizer, as well as for soil and 
water conservation measures. Expensing is allowed, even though 
these expenditu res are for inventories held  beyond the end  of 
the year or for capital im provem ents th a t w ould otherw ise be 
capitalized.

Expensing periodic livestock and crop production costs. Raising livestock 
and growing crops with a production period of less than two years 
are exem pted from norm al cost capitalization rules. Farmers plant
ing orchards, building farm  facilities for the ir own use, or p ro 
ducing goods for sale with longer production  periods also may 
elect not to capitalize certain costs. But if they do, they m ust apply 
straight-line depreciation to all depreciable property they use in 
farming.

Loans forgiven solvent farmers. Farmers are granted another special tax 
treatment—exemption from taxes on certain forgiven debt. Normally, 
loan forgiveness is treated as income of the borrower. The borrower 
must either report the income right away or reduce his or her recover
able basis in the property to which the loan relates (leading to lesser de
preciation deductions or a larger taxable gain when the property is 
sold). In the case of bankrupt debtors, however, loan forgiveness does
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not result in any income tax liability (currently or in the future). 
Farmers with forgiven debt are treated as “bankrupt” for tax purposes 
(even though they are solvent) and thus are never taxed on their for
given loans.

F in a n c ia l  In s titu tio n s  (N o n in s u r a n c e )

Before the 1986 Tax Reform Act, it was rare to find a bank (or sav
ings and loan or credit union) that paid any significant am ount in 
federal income taxes. Reforms have lessened the tax breaks for fi
nancial institutions (most notably, limits on their ability to deduct in
terest costs for carrying tax-exempt bonds). But financial institutions 
still enjoy substantial tax subsidies. In many cases these subsidies 
are not, however, limited to, nor easily allocable to, the financial in
dustry. Financial institutions, for example, benefit greatly from many 
of the multinational subsidies. The tax breaks limited to the finance 
industry are expected to reduce federal revenues by $6.9 billion 
over the next five years (see Table 2.13). The major industry-spe
cific tax breaks listed in the official tax expenditure budget are:

Bad-debt reserves. Commercial banks with less than $500 million in as
sets, mutual savings banks, and savings and loan associations are per
mitted to deduct so-called additions to bad-debt reserves that exceed 
their actual losses on bad loans. The deduction for additions to loss 
reserves allowed qualifying m utual savings banks and savings and 
loan associations is 8 percent of otherwise taxable income. To qual
ify, the thrift institutions must maintain a specified fraction of their as
sets in the form of mortgages, primarily residential.

Table  2.13
F inanc ia l  Ins titutio ns  (N o n in s u r a n c e ) 2 0 0 0 -2 0 0 4

($  B il l io n s )

Exemption of credit union income 6.7
Excess bad-debt reserves of financial institutions 0.2

Total 6.9

Source: Same as Table 1.1.
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Credit union income. Unlike the case for banks and thrifts, the earnings 
of credit unions not distributed to members as interest or dividends 
are exem pt from income tax.

B u s in e s s  Meals  a n d  E ntertainment

It is a fundamental (and usually honored) income tax principle that 
personal outlays, whether for a family car, a house, food, or enter
tainment, should not be deductible in computing net income.14 If the 
income tax laws generally allowed people to deduct their personal 
expenses, there would be litde or nothing left to tax (except savings) ,15

To be sure, when taxpayers assert that some of their apparently 
personal oudays also have a business purpose, the issues are not always 
clear-cut. Although the tax code ostensibly allows deductions only for 
“necessary” business expenses, this rule is liberally interpreted when a 
business purpose clearly predominates. The law does not limit deduc
tions for office furnishings, for example, to the cheapest available.

But when the personal character of an outlay dominates, the tax 
code usually does not allow a deduction. Consistent with this princi
ple, current law recognizes that eating and entertainm ent expenses 
are personal when someone makes such outlays solely on his or her 
own behalf. Strangely, however, when a meal or recreational activity 
is shared with a business associate or a potential client or customer, 
the tax law generally allows half of the amount spent to be written off.

Specifically, meals that bear a “reasonable and proximate rela
tionship to a trade or business” are 50 percent deductible if they 
occur under circumstances that are “conducive to a business discus
sion.” There is no requirem ent that business actually be discussed, ei
ther before, during, or after the meal. The fact that such a rule would 
be unenforceable highlights the difficulties of allowing deductions 
for essentially personal expenses. Entertainm ent outlays are 50 per
cent deductible if the taxpayer has more than a general expectation 
of deriving income or a specific trade or business benefit (other than 
goodwill) from the activity or, more liberally, if the entertainm ent is 
directly preceded or followed by a substantial and bona fide busi
ness discussion (such as a business meal).

Analytically, the proper taxpayer in the case of meals and enter
tainm ent benefits should be the person who is fed or entertained. 
Thus, the theoretically correct treatment of such benefits would be to
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tax the recipients on the value of the benefits they receive. Denying 
deductions to payers, however, would produce roughly the same re
sult and would be considerably easier to administer.

The official tax expenditure budgets do not list the meals and 
entertainm ent deduction as a tax expenditure. I have nonetheless 
estimated its cost at $36 billion over the next five years.

D ebt  fo r  S to c k

Another tax reduction mechanism that is not listed in the official tax ex
penditure budgets is the use of debt in situations where stock has been 
the traditional means of raising capital. Allowing deductions of interest 
payments on debt in such instances, however, in which dividend pay
ments on equity would be taxed, is an evasion of normal tax practice.

The use of ‘junk  bonds” and other types of debt that are more 
like stocks than real borrowing helped fuel a wave of leveraged buy
outs and other debt-for-stock transactions in the 1980s. From 1985 to 
1990 m ore than $1 trillion in new corporate indebtedness was in
curred, accompanied by $54 billion in corporate stock retirements— 
a combination that cost the federal Treasury some $20-30 billion a 
year in lost corporate taxes.

G o o d w il l

Many companies that have acquired other companies have taken ex
tremely aggressive positions on their tax returns in an attem pt to 
write off what they paid for “goodwill” and similar intangible assets 
(like brand names) that generally do not decline in value over time. 
Allowing assets to be written off when they have not declined in value 
has no pure tax policy rationale. Yet this practice is not included in 
the official tax expenditure lists.

O ther  B u s in e s s  a n d  Investm ent  Tax B reaks

There are a num ber of other business and investment tax subsidies 
(see Table 2.14, page 136). The official tax expenditure budgets in
corporate:
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Ta b l e  2.14
O t h e r  B u s in e s s  a n d  In v e s tm e n t , 2 0 0 0 -2 0 0 4  

($  B il l io n s )

Low-income housing credit 18.2
ESOP rules 5.8

Installment sales 3.9
Empowerment zones 2.0
Other 62.6

Graduated corporate income tax rates 27.1
Corporate charitable deductions 18.7
Deferral of interest on savings bonds 5.9
Exclusion from net operating loss limits for
bankrupt corporations. 2.5
Completed contract rules 1.1
Permanent exceptions from imputed interest rules 1.0
Cancellation of indebtedness 0.1
Cash accounting other than agriculture 0.6
Credit for disabled access expenditures 0.4
Investment credit for fixing up structures 0.1
Exemption of certain mutuals' and co-ops' income 0.3
Work opportunity tax credit 1.5
Welfare-to-work tax credit 0.3
Expensing of magazine circulation expenditures 0.2
Special rules for magazine, book, and record returns 0.1
Exclusion of contribution to construction of
water and sewer facilities. 0.1
Tax credit for employer-paid FICA taxes on tips 1.8
Expensing redevelopment costs in contaminated areas 0.3
Tax credit for orphan drug research 0.5

Total 92.5

Source: Same as Table 1.1.

Loxv-income housing credit. A tax credit for investment in new, substan
tially rehabilitated, and certain unrehabilitated low-income housing 
is allowed, worth 70 percent of construction or rehabilitation costs 
(and taken over ten years with interest). For federally subsidized pro

jects and those involving unrehabilitated low-income housing, the
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credit is worth 30 percent of costs. In addition, investors are allowed to 
take depreciation write-offs as if they had not received this large tax 
credit subsidy.

Employee Stock Ownership Plan (ESOP) provisions. A special type of em
ployee benefit plan, ESOPs are tax-exempt. Corporate contributions of 
stock to the ESOP are deductible by the company as part of employee 
compensation. But they are not included in the employees’ gross in
come for tax purposes until they are paid out as benefits. There are 
other tax breaks for ESOPs: (1) annual employer contributions are 
subject to less restrictive limits (percentages of employees’ cash com
pensation) than regular pension plans; (2) ESOPs may borrow to pur
chase employer stock under an agreement with the employer that the 
debt will be serviced by the corporation’s (tax-deductible) payment 
of a portion of wages (excludable by the employees) to service the 
loan; (3) lenders to ESOPs may exclude half the interest they receive 
from their gross income; (4) employees who sell appreciated company 
stock to the ESOP may defer any taxes due until they withdraw bene
fits; and (5) dividends paid on ESOP-held stock are deductible by the 
corporate employer. In theory, tax subsidies for ESOPs are intended to 
increase ownership of corporations by their employees.

Real property installment sales. W hen a business sells a product, nor
mal accounting (and tax rules) include the proceeds in gross in
come. That is true even if the seller lends the buyer the money to buy 
the product and the buyer pays in installments (typically with inter
est) .14 But business sellers of real estate can put off paying tax on in
stallment sales of up to $5 million in outstanding obligations.

Empowerment zones. Businesses in designated “economically depressed 
areas” will get $2 billion in special tax breaks over the next five years, 
including an employer wage credit, increased depreciation write
offs, and tax-exempt financing. There is also a tax credit for gifts to 
certain community development corporations and special tax breaks 
for the District of Columbia.

Reduced corporate income tax rates for smaller corporations. Smaller corpo
rations are taxed at lower rates than the 35 percent regular corporate 
rate, with the tax savings from the lower rates phased out for larger 
companies (see Table 2.15, page 138). As a result, statutory corporate
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Table  2.15
C orporate  Tax R ates

Taxable Income ($) Rate (%)
0 15

50,000 25
75,000 34

100,000 39
335,000 34

10,000,000 35
15,000,000 38

Source: Author calculations.

rates bounce around a lot. The rationale for this tax expenditure is 
that it helps small business. Why small businesses should be favored 
over large ones is unclear. In addition, the lower rates can be used by 
individual corporate owners to avoid higher personal income tax rates.

Exceptions to imputed interest rules. The tax laws generally try to treat in
terest paid or received based on the substance of a transaction, not on 
how lenders and borrowers might try to characterize the interest pay
ments to minimize their tax liability. Suppose, for instance, that some
one borrows $10 million and promises to pay back $15 million in a 
lump sum four years later. The tax code would treat the interest on 
this loan just as if the interest payments were made annually. Thus, the 
lender would have to include $1.25 million of interest in income each 
year (roughly speaking), and the borrow er could deduct a corre
sponding amount.

Likewise, if a borrower promises to pay $1 million plus interest 
at 10 percen t on a one-year loan—for a total repaym ent of $1.1 
million—but only gets $900,000 from the lender, the tax law would 
trea t this as w hat it actually is—a $900,000 loan at 22.2 p ercen t 
interest. (This could matter a lot if the lender is in a high tax bracket 
and the borrower in a low one.) The tax code generally requires at 
least a m arket rate of interest.

There are exceptions to these general rules for accounting for 
interest expense or income, however. First of all, there is a $250,000 
general exception. Second, sellers of farms and small businesses
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worth less than $1 million, with a note taken back from the pur
chaser, are exempt. And, third, “points” on mortgage loans used to 
purchase a hom e are treated as prepaid interest deductible in the 
year paid rather than requiring that the interest deductions be spread 
out over the life of the loan.

U.S. savings bonds. Unlike, say, interest from corporate bonds, regular 
Treasury bonds, or savings accounts, interest on U.S. savings bonds is not 
taxed until the savings bonds are redeemed. This tax deferral is like an in
terest-free loan from the government. The 2000-2004 cost is $5.9 billion.

Normally, people do not get a tax deduction for the money they save 
(if they did, this country would have a consumption tax, not an in
come tax; see Table 2.16). But employer contributions to pension 
plans and certain other kinds of personal retirem ent savings are ex
cluded from individuals’ adjusted gross incomes (see Box 1, page 
140). Likewise, investm ent incom e earned  by pension funds and 
other qualifying retirem ent plans is not taxed when earned. Instead, 
people pay tax on their retirem ent savings and accrued investment 
income only when they withdraw the funds after retirem ent.

Tax breaks for employer retirem ent contributions were first es
tablished as an incentive for corporations to provide pensions to their

Pensions, IPAs , E tc .

Ta b l e  2.16  
R e t ir e m e n t  a n d  S a v in g s , 2 0 0 0 -2 0 0 4  

( $  B il l io n s )

Pensions, Keoghs, IRAs 
Employer pension plans 
Individual Retirement Accounts 
Keogh self-employed plans 
Other Savings
Education IRAs and state tuition plan deferrals 
Medical Savings Accounts

558.5
452.5 

77.3 
28.7

1.3
1.2
0.1

Source: Same as Table 1.1.
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Box 1
L im its  o n  Tax  D e f e r r a l s  f o r  R e t ir e m e n t  S a v in g s

Employer pensions: In general, tax deferrals for employer pension plans are 
limited to $30,000 in employer contributions per worker per year. 
Alternatively, in the case of defined benefit plans, the maximum annual pen
sion payment per work cannot exceed about $120,000 (indexed for inflation).

Self-employed pension plans: Self-employed persons can make deductible 
contributions to their own retirement (Keogh) plans equal to 25 percent of 
their income, up to a maximum of $30,000 per year.

401 (k) plans and tax-sheltered annuities: Limited amounts ($10,500 in 
2001, being phased up to $15,000 in 2005) can be excluded from an 
employee's adjusted gross income under a qualified cash or deferred 
arrangement with the employer, known as a 401 (k) plan. A  worker's own 
contribution of a similar amount may be excluded annually from the work
er's adjusted gross income when placed in a tax-sheltered annuity.

Deductible Individual Retirement Accounts (IRAs): Workers can deduct 
annual contributions to an IRA of $2,000 per year (or total compensation, 
if less). For couples, the maximum deduction is $4,000. These amounts are 
being phased up and will be $5,000 for single individuals and $10,000 
for couples in 2008. All taxpayers without employer-provided retirement 
plans are eligible for IRA deductions.

In addition, even taxpayers whose employers do provide retirement 
benefits can take IRA deductions if their incomes are below certain levels. 
For couples with employer plans, IRA deductions are phased out between 
$50,000 and $60,000 of adjusted gross income. For single people with 
employer plans, the phaseout is between $30,000 and $40,000. The 
income level of the phaseout range is being increased annually. In 2007 it 
will be $80,000 to $100,000 for married couples and $50,000 to 
$60,000 for singles. Beyond these income limits, taxpayers with employer 
plans can still make nondeductible contributions to IRAs and defer tax on 
investment income until retirement.

Backloaded ("Roth") IRAs: A  nondeductible IRA contribution can be made 
to a Roth IRA. Income to the Roth IRA is not taxed, and withdrawals are tax- 
free if the IRA has been opened for at least five years and the taxpayer
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Box 1 (C o n tin u e d )
L im its  o n  Tax D e f e r r a l s  f o r  R e t ir e m e n t  S a v in g s

either is (a) at least fifty-nine and a half years old, (b) dies, (c) is disabled, 
or (d) purchases a first time home. The maximum contribution is phased out 
between $150,000 and $160,000 for couples ($95,000 and $110,000 for 
single filers) of adjusted gross income. Total IRA contributions, Roth and 
ordinary, cannot exceed $2,000 ($4,000 for joint filers.)

workers. To further the goal of ensuring that pension benefits are not 
limited to business owners, managers and highly paid employees, “an
tidiscrimination” rules have been gradually strengthened over time.

In general, under current law, pension contributions or benefits 
must be based on an equal percentage of salary for all eligible workers 
(up to the maximum contribution of $30,000 a year). Full-time work
ers must gain a full right to accrued pension benefits (that is, benefits 
must ‘Vest”) after five years on the job, or, alternatively, benefits can vest 
at 20 percent a year from the third to the seventh year of work.

As with o ther exclusions of income, pension tax breaks are up
side-down subsidies that benefit those in higher tax brackets more 
than those in lower tax brackets. Although pension tax deferrals 
clearly favor the well-off in terms of their direct benefits, they have 
probably helped enhance retirem ent savings for ordinary workers. 
In fact, the distribution of pension payouts to retired people is far 
more equitable than the distribution of income overall. For exam
ple, families with incomes below $50,000 have 31 percent of total in
come from all sources, bu t get 43 percent of total pension income. 
In contrast, people making m ore than $200,000 get 23 percent of 
the nation’s total income but only 6 percent of total pensions (see 
Table 2.17, page 142).

Treatment similar to that given corporate pensions was extended 
to unincorporated  businesses and later to Individual Retirem ent 
Accounts for people without employer-provided pensions. In 1981, el
igibility for tax-deductible IRAs was granted even to workers with 
pensions, but that expanded IRA tax break was scaled back in 1986. 
In 1997 so-called Roth IRAs became available for more workers with 
pensions.
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Table  2.17  
D istr ib u tio n  o f  Taxable  P e n s io n s

All Families
% of % of All % of Pension

Income Group Families Income Income

$0-10,000 12.3 1.6 1.2
$10-20,000 19.9 5.8 5.9
$20-30,000 16.4 8.0 11.3
$30-40,000 11.7 7.9 13.3
$40-50,000 9.2 8.1 11.6
$50-75,000 14.7 17.7 23.0
$75-100,000 6.8 11.5 13.9
$100-200,000 6.2 16.1 14.2
$200,000+ 2.1 23.4 5.7

Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., 
March 2000.

Retirem ent-directed tax breaks, particularly IRAs, have some
times been touted as “savings incentives.” Yet, despite a major ex
pansion in the use of these tax subsidies over time, national savings 
have not improved. Indeed, the abject failure of IRAs to augm ent 
savings (along with their skyrocketing cost) was one reason IRAs were 
scaled back in the 1986 Tax Reform Act.17

O t h e r  S a v in g s

New forms of tax-favored savings arrived in 1997. These took shape 
as Medical Savings Accounts, a tax break for guaranteed state tuition sav
ings programs, and the bizarrely nam ed “Educational Individual 
Retirement Accounts.” The latter operate like Roth IRAs but have noth
ing to do with retirement. Instead, they allow a contribution of $500 per 
year per child to save for future educational costs. The revenue loss for 
Medical Savings Accounts is trivial, but they offer an opportunity for bet
ter-off, healthy taxpayers to self-insure against noncatastrophic health 
care costs. If MSAs ever am ount to much they could cause health in
surance premiums to rise for those remaining in the insurance pools.



P e r so n a l  Tax E x p e n d itu r e s

Ite m ize d  D e d u c t io n s

While some itemized deductions lack a strong tax policy basis and 
can be criticized as inefficient or unfair subsidies, others can be se
riously defended on tax policy grounds. One common characteristic 
of itemized deductions is that they are all upside-down subsidies. 
Wealthier taxpayers also are much more likely to have itemized de
ductions in excess of the standard deduction, making the option of 
itemizing more valuable to the better-off (see Table 3.1, page 144).

The total expected cost of itemized deductions, for the 2000-2004 
period is $613 billion (see Table 3.2, page 145). Note that this amount 
is less than the sum of the tax expenditure amount of each itemized de
duction. This is because of the interaction with the standard deduction. 
For example, assume a couple has only two itemized deductions: 
$8,000 in state personal income tax and $3,000 in charitable deduc
tions. If this couple were not itemizing, their standard deduction would 
be $7,200. If the charitable deduction were abolished, the couple 
would lose $3,000 in deductions. If the state personal income tax de
duction were repealed, they would lose $3,800 in deductions because 
their deductions cannot go below the standard deduction. The total 
loss in deductions for this couple if the charitable and the state per
sonal income tax deductions were both repealed is not the sum of the 
two components but only the $3,800 that would take them down to the 
standard deduction.

143



Ta b l e  3.1 1999 Tax  S a v in g s  fr o m  It e m iz e d  D e d u c t io n s

Income Group 
$-000

% of 
All Units

All Deductions State and Local Taxes Mortgage Interest Charitable Gifts Medical Costs

%
With

Average
Benefit*

%
With

Average
Benefit*

%
With

Average
Benefit*

%
With

Average
Benefit*

%
With

Average
Benefit*

$0-10 12.3 0.3 1 0.1 0 0.2 0 0.2 0 0.1 0
$10-20 19.9 2.5 10 2.1 2 1.8 8 1.7 2 1.1 4
$20-30 16.4 8.9 49 8.3 20 7.1 35 6.6 10 3.0 12
$30-40 11.7 19.5 142 19.3 66 16.3 97 16.8 38 6.1 31
$40-50 9.2 32.6 317 32.3 168 28.2 237 29.0 72 7.6 39
$50-75 14.7 56.9 777 56.4 434 50.6 588 52.8 186 6.3 40
$75-100 6.8 77.4 1,852 76.6 1,055 70.3 1,308 73.9 415 5.4 64
$100-200 6.2 88.8 4,004 88.0 2,085 78.2 2,362 86.2 794 4.1 75
$200 2.1 90.8 15,597 89.2 8,908 75.1 5,260 90.2 4,099 1.7 115

A ll 100.0 28.3 875 27.9 480 24.7 473 26.1 205 3.7 27

Note: "All deductions" includes deductions not shown separately here. Details do not sum to total because of standard deduction offset, itemized deduction dis
allowance at high-income levels and Alternative Minimum Tax Effects. "Units" = Families + Individuals not families.
* Averages for all families and individuals in each group
Source: Microsimulation Tax Model, Institute on taxation and Economic Policy, Washington, D.C., March 2000.

144 
Bad 

Breaks 
All A

round



Ettlinger: Our Bucket Is Leaking 145

Ta b l e  3.2
It em iz ed  D e d u c t io n s . 2000-2004 ($  B il l io n s )

Mortgage interest 309.7
State and local taxes (except home property) 207.8
Property taxes (homes) 110.7
Charitable contributions 146.0
Medical expenses 23.8
Casualty losses 1.4

Standard deduction offset -186.9

Total 612.5

Source: Same as Table 1.1.

Mortgage interest on owner-occupied homes. Homeowners who itemize 
deductions can deduct mortgage interest on their prim ary and sec
ondary residences. This tax expenditure is projected at $310 billion 
from 2000 through 2004. The regular mortgage interest deduction 
is limited to interest on debt no greater than the hom eowner’s basis 
in the residence, and the loan is limited as well to no m ore than $1 
m illion (for debt incu rred  after O ctober 13, 1987). In terest on 
home-equity loans on debt of up to $100,000 also is deductible, ir
respective of the purpose of borrowing (provided that the debt does 
not exceed the fair market value of the residence). The home-equity 
interest deduction is an exception to the general denial of deduc
tions for personal interest.

Like all subsidies structured as personal tax deductions, these 
interest write-offs lead to upside-down effects: the higher a person’s 
income (and tax bracket), the greater the subsidy. This leads to con
sequences that would probably not be found politically acceptable in 
a direct spending subsidy for home purchases.

• If a family making $45,000 borrows $75,000 to buy a home, the 
federal government will offset about 13 percent of its total m ort
gage payments, a subsidy worth about $81 per m onth. But if a 
family making $500,000 takes out a $360,000 mortgage to buy a 
house, the government will subsidize about 35 percent of its mort
gage payments, worth $1,020 a m onth .1 On average, mortgage
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interest deductions are worth $5,260 a year each to taxpayers mak
ing more than $200,000 but only $336 a year to families earning 
between $30,000 and $75,000.

There is no subsidy for those who lack itemized deductions in ex
cess of the standard deduction. These are usually lower-income tax
payers who do not have significant state personal income tax and 
o ther deductions. In 2001, about 33 million tax returns were ex
pected to show a deduction for mortgage interest. That compares 
to about 70 million homeowning families. Thus, more than half of all 
homeowners get no tax reduction at all from the mortgage interest 
deduction. O f those, some, of course, have no mortgages. But hom e
owners who do not have high enough mortgage interest payments 
(although they may still have substantial mortgage payments over
all), plus taxpayers who ren t rather than own, make for a very large 
group that gets no help from the mortgage interest subsidy.2

It seems obvious that a $60 billion-a-year direct government hous
ing subsidy program with such bizarre effects would have no chance 
at all of being enacted. Nevertheless, the mortgage deduction has 
been on the books so long and is relied on by so many people that cur
tailing it would have to be done slowly and gradually to avoid serious 
unfairness during the transition. Some reformers have suggested elim
inating the home-equity loan loophole and the deduction for second 
homes and also lowering the cap on regular mortgage loans eligible 
for the deduction from the current $1 million.

State and local taxes. Itemizers can deduct the personal income and 
property taxes they pay to their state and local governments. (Sales 
taxes used to be deductible but no longer are, in part because it was 
very difficult for people to keep track of what they actually paid in 
sales taxes and because the alternative sales tax deduction tables pro
vided by the IRS were not very accurate.) The projected cost to the gov
ernment for this tax expenditure over the next five years is $319 billion. 
Of this, $111 billion is for home property taxes. The rationale for the 
tax deduction for state and local taxes is that people should not be 
taxed on income that does not directly benefit them personally but 
that they are required to hand over in taxes to serve the general good.

Charitable contributions. Contributions to charitable, religious, and 
certain  o th e r n o n p ro fit organizations are allowed as item ized
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deductions for individuals, generally up to 50 percent of adjusted 
gross income. Taxpayers who donate assets to charitable or educa
tional organizations can deduct the assets’ full value w ithout any 
tax on appreciation. Corporations also can deduct charitable con
tributions, up to 10 percent of their pretax income. Individuals will 
have their taxes reduced by $146 billion over the next five years by 
this tax expenditure. Corporate incom e taxes will be reduced by 
$19 billion.

The basic principle behind the tax deduction for charitable do
nations is a defensible one: people should not be taxed on income 
that does not benefit them personally but that they instead give away 
for the public good. (This is the same as the rationale for the de
duction for state and local taxes.) In other words, if someone earns 
$1,000 and gives it away to charity, it is reasonable not to tax that 
person on that $1,000 in earnings. The norm al way it works in the 
case of cash gifts is that the donor includes the $1,000 in gross in
come and deducts the $1,000 gift in com puting taxable income. Net 
result: no tax on the income given to charity.

But there are abuses. Take someone who has $1,000 worth of 
stock originally bought for $100. If that person sells the stock and 
gives the $1,000 to charity, the $900 gain will be included in gross in
come, and a deduction will be taken for the donation. The net tax on 
the income given to charity will be zero. Fair enough.

Suppose, however, that instead our taxpayer gives the stock itself 
directly to charity. That should not produce a different bottom-line 
tax result. After all, there is no real distinction. But under the regu
lar income tax rules there is a huge difference. Not only will the tax
payer get a deduction for the $100 in earnings originally used to buy 
the stock, but there will also be a deduction for the $900 in appreci
ation that is not included in adjusted gross income. As a result, this 
person will avoid paying taxes on $900 of other income not given to 
charity.This strange result is the equivalent of allowing someone who 
sells the stock and makes a cash gift to take a double deduction for 
the stock’s increased value.

Although often criticized, the loophole for donations of appre
ciated property was a fixture in the tax code for many years. In 1986, 
however, the Tax Reform Act limited these excessive charitable de
ductions in connection with the alternative minimum tax—which is 
supposed to ensure that all high-income people pay at least some 
significant federal income tax no m atter how many tax preferences
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they may utilize under the regular tax code. After 1986, in computing 
taxable income under the minimum tax, taxpayers who made char
itable donations of appreciated property no longer got better treat
m ent than cash donors. In 1993 the tax break was restored by 
repealing the 1986 reform. Another problem with allowing the char
itable deduction on appreciation is the difficulty in the valuation of 
donations of art and other collectibles.

Medical expenses. Personal, out-of-pocket outlays for medical care (in
cluding the costs of prescription drugs) exceeding 7.5 percent of ad
justed gross income are deductible. This tax expenditure will reduce 
taxpayer liability by $24 billion over the next five years. The ratio
nale for the deduction is that extraordinary out-of-pocket medical ex
penses reduce a family’s ability to pay taxes.

Because of the floor, only about one in twenty-three taxpayers 
utilizes this deduction in any given year. A family with income of 
$50,000, for example, can deduct only medical expenses above $3,750. 
Because of the floor (and because a third of the families who do take 
the medical deduction would otherwise use the standard deduction), 
the average subsidy rate is quite low, only about 8 percent of the ex
traordinary medical expenses claimed. About half of the total tax sav
ings go to families making between $30,000 and $75,000. In this 
group, one out of fifteen taxpayers claims the deduction. Their aver
age medical expenses are about $8,000, with about $5,000 of that de
ductible. Their average tax saving from the deduction is $560.

Casualty losses. People who buy property and casualty insurance or
dinarily cannot deduct its cost. Unlucky families or those who 
planned poorly who suffer a large uninsured loss owning to casualty 
or theft can sometimes deduct such a loss—but only if their total 
losses during a year are more than 10 percent of their adjusted gross 
income (and if they itemize deductions). Because of the floor, very 
few taxpayers take the casualty loss deduction (only 99,459 did so in 
1999). The num ber taking the deduction and its cost to the Treasury 
seems to fluctuate depending on the level of natural disasters in a 
year. The projected cost over the next five years is $1.4 billion.

Although the casualty loss deduction could have some appeal on 
ability-to-pay grounds (similar to the deduction for extraordinary medical 
expenses), one can reasonably ask whether what amounts to a govern
ment backup to the private property insurance system makes much sense.
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F r in g e  b e n e f it s

Tax subsidies are available for a wide range of employee compensa
tion that is paid not in cash but in fringe benefits (see Table 3.3). Tax 
policy analysts have long com plained about the disparity between 
cash wages and benefits. Many wonder, for example, why a person 
who pays cash for insurance should be taxed more heavily than an
o ther person who gets insurance as a fringe benefit (and accepts 
lower cash wages). O thers point out that tax subsidies for certain 
kinds of spending may encourage it at the expense of otherwise more 
satisfying outlays. Yet, despite these fairness and econom ic issues, 
there rarely is any political interest in changing the tax treatm ent of 
fringe benefits, in large part because the benefits are so broadly dis
persed among the public.

Ta b l e  3.3 
F r in g e  B e n e f it s , 2000-2004  

($  B il l io n s )

Employer-pa id health insurance 380.3
Other fringe benefit exclusions 86.7

Miscellaneous fringe benefits 36.7
Group term life insurance 10.1
Employer-paid transportation benefits 14.7
Cafeteria plan fringe benefits (nonhealth) 9.9
Employer-provided child care 3.0
Employee meals and lodging (nonmilitary) 4.0
Parsonage allowances 2.0
Voluntary employee benefits association benefits 4.0
Accident and disability insurance 1.0
Employee awards 0.7
Employer education assistance 0.7

Total 467.0

Source: Same as Table 1.1.
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Employer-paid medical insurance and expenses. Employee compensation 
in the form of payments for health insurance premiums and other 
medical expenses is deducted as a business expense by employers 
but is not included in employees’ gross income. The cost of this tax 
expenditure through 2004 is projected to be $380 billion.

The exclusion for health insurance benefits does not have much 
of the upside-down subsidy character that is typical of tax deduc
tions. The tax break reduces both income and Social Security payroll 
taxes, and m arginal tax rates on wages, including Social Security 
taxes, run  at about 30 percent for the vast majority of working fami
lies (although the best-off 1 percent of taxpayers are in a 40 percent- 
plus bracket). Moreover, because health insurance prem ium s are 
basically a flat am ount per family, regardless of earnings level, the 
size of the health insurance tax subsidy actually declines as a share of 
income as income rises.

An additional advantage of employer-provided health insurance 
over a system where employees would individually seek health in
surance on their own is the societal benefit of risk pooling. The 
health insurance tax subsidy does not, however, benefit the un in
sured, who tend to be lower-income workers.

Tax breaks for nonhealth fringe benefits. These provisions (excluding 
pensions, discussed earlier) are estimated to cost about $87 billion 
over the next five years. They are:

• Other employer-provided insurance benefits. Many employers cover 
part or all the cost of premiums or payments for: (a) employees’ 
life insurance benefits; (b) accident and disability benefits; (c) 
death benefits; and (d) supplem entary unem ploym ent benefits. 
The amounts are deductible by the employers and are excluded 
as well from em ployees’ gross incomes for tax purposes. 
Somewhat like health insurance subsidies, the percentage distri
bution of these other fringe benefit tax breaks among the work
ing populace is relatively evenhanded as tax subsidies go 
(although higher-income employees are probably much more 
likely to get them ).

• Exclusion of employee parking expenses and employer-provided transit 
passes. Employee parking expenses paid for by employers are 
excluded from the em ployees’ income, up to $175 a m onth,



Ettlinger: Our Bucket Is Leaking 151

indexed for inflation. (Parking at facilities owned by the employer 
is not counted as a tax break.) Some environmentalists charged 
that this tax subsidy encourages driving at the expense of mass 
transit. So Congress extended the subsidy to employer-paid tran
sit passes, tokens, and fare cards (so long as the total value of the 
benefit does not exceed $65 per month, indexed for inflation).

• Cafeteria plans. Cafeteria plans allow employees to choose from a se
lection of fringe benefits, including some that are not subject to 
tax. Those fringe benefits that would be excludable on their own 
are nontaxable. Cafeteria plans are more likely to benefit to better- 
off employees in higher marginal tax brackets, as they are more 
likely to choose fringe benefits that receive the tax preference.

• Other fringe benefits. Several o ther employee benefits are not 
counted in employees’ income, although the employers’ costs for 
these benefits are deductible business expenses. Such exclusions 
cover, among other things, child care, meals and lodging, minis
ters’ housing allowances, and the rental value of parsonages.

E a r n e d  In c o m e  Ta x  C r e d it

The earned income tax credit (EITC) is designed to supplem ent the 
wages of low- and moderate-income workers, primarily working fam
ilies with children (see Table 3.4, page 152). It is available whether or 
not a family owes income taxes. That is, eligible workers can get a “tax 
refund” even if the credit exceeds what they otherwise owe in taxes. 
Over the next five years the credit will reduce tax payments by $23 bil
lion. An additional $135 billion will be refunded.

As a result of changes adopted in 1993, in 1999 the EITC is equal 
to 40 percent of the first $9,550 in wages for families with two or 
m ore children—for a maximum of $3,820. It is 34 percent of the 
first $6,800 in wages for a family with one child (maximum $2,312). 
The credit is phased out between $12,460 and $30,600 in income 
for two-child-plus families and between $12,460 and $26,930 for one- 
child families. Low-income childless workers (ages twenty-five to sixty- 
four) can get a small credit equal to 7.65 percent of up to $4,510 in 
wages ($347), phased out between $5,670 and $10,200. All these 
amounts are indexed for inflation.
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Ta b l e  3.4
Th e  E a r n ed  Inc o m e  Tax C r ed it  in 1999

Income % of Total
Group Benefits

Average Benefit

Families with All Families

$0-10,000 18.9% $1,042 $347
$10-20,000 53.3% $2,223 $606
$20-30,000 24.6% $1,338 $339
$30-40,000 3.3% $979 $63
$40,000+ — — —
A ll Families 100.0% $1,568 $226

Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., 
March 2000.

O t h e r  p e r s o n a l  tax e x p e n d it u r e s

Tax-free Social Security benefits for retired workers. Social Security bene
fits are essentially supplem ented for most recipients by the fact 
that, unlike private pensions, they are largely not subject to income 
tax (see Tables 3.5, page 153, and 3.6, page 154). This tax break— 
estimated to cost $136 billion over the next five years—is phased 
out, however, for better-off retirees. Retired couples, for example, 
begin paying taxes on part of their Social Security benefits when 
their total income exceeds about $40,000. The portion subject to 
tax rises gradually and eventually reaches 85 percen t (at about 
$70,000 in total retirem ent income for couples). Thus, the tax code 
enhances the already progressive nature of Social Security benefits 
received com pared to taxes paid into the fund  during  p eo p le ’s 
working years. (Similar rules apply to railroad retirem ent benefits.)

Child credit. The child credit was adopted  in the 1997 tax act. It is 
$500 for each child  u n d e r age seventeen (see Table 3.7, page 
155). The credit is phased out at a rate of $50 per $1,000 of m od
ified adjusted gross incom e above $110,000 ($75,000 for singles). 
The child cred it may be partially refundable for taxpayers with 
three or m ore children (usually lim ited to the am ount by which a
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Ta b l e  3.5
O t h er  P e r s o n a l , 2000-2004 ($ B il l io n s )

Social Security benefits (exclusion) 135.6
Child Credit 92.4
Capital gains on homes 81.8
Workmen's compensation, etc. 56.6
Education credits and deductions 42.4
Soldiers and veterans exclusions 26.0
Child and dependent care credit 11.3
Elderly and blind 10.4
Other personal 22.0

Exclusion of scholarships & fellowships 6.1
Parental personal, exemption for students age 19+ 4.6
Deduction for self-employment health insurance 9.2
Exclusion of certain foster care payments 1.5
Exclusion of savings bond interest for education 0.1
Adoption credit and exclusion 0.7

Total 478.6

Source: Same as Table 1.1.

taxpayer’s FICA tax exceeds refundable EITC). The child credit is
p rojected  to reduce federal personal incom e 
$92 billion from  2000 th rough 2004.

tax collections by

Capital gains on home sales. A home seller can exclude from tax up to 
$500,000 ($250,000 for singles), of the capital gains from the sale of 
a principal residence. The exclusion may not be used m ore than 
once every two years. Cost is $82 billion from 2000 through 2004.

Workmen’s compensation, public assistance, and disabled coal miner benefits. 
Workmen’s compensation payments to disabled workers, welfare pay
ments, and disability payments to former coal miners out of the black 
lung trust fund are no t subject to the incom e tax, although they 
clearly are income to their recipients. The cost of these “tax expen
ditures” is not insignificant—$60 billion from 2000 to 2004—mostly
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Ta b l e  3 .6  
Tax S a v in g s  fro m  E x c lu s io n  
o f  S o c ia l  S e c u r it y  B e n e f it s

Income %  of Average
Group Savings Savings ($)*

$0-10 0.1 5
$10-20 11.8 354
$20-30 28.4 1,143
$30-40 27.7 1,540
$40-50 18.7 1,549
$50-75 11.9 723
$75-100 1.3 188
$100-200 0.1 15
$200+ 0.0 4

A ll 100.0 728

'Average for taxpayers with Social Security. Comparison is to requiring all recipients to include 
85 percent of their benefits in adjusted gross income.
Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., 
March 2000.

reflecting the exclusion of workm en’s com pensation. Most of the 
beneficiaries of these tax subsidies, especially those getting welfare 
payments, are low-income people.

Education credits and deductions. The HOPE tax credit, Lifetime 
Learning tax credit, and the deduction for student loan interest are 
tax preferences for postsecondary education, with the two credits 
targeted to low- and moderate-income families. Concerns have been 
raised that the real benefit of the credits goes to colleges and uni
versities through reduced financial aid payments and higher tuition 
instead of to students and their families.

Benefits and allowances to soldiers and veterans. Housing and meals pro
vided military personnel, either in cash or in kind, are excluded 
from income subject to tax. Most military pension income received 
by curren t disabled retired veterans is excluded from their income 
subject to tax. All com pensation attribute to death or disability and 
pensions paid by the Veterans Administration are excluded from



Ettlinger: Our Bucket Is Leaking 155

Ta b l e  3.7  
$500 p e r  C h ild  Tax C r e d it s  in 1999

Income Group Number of Families 
with Children 
(thousands)

Number with Any 
per Child Credit 

(thousands)

Average per 
Dependent 
Child ($)

$0-10 3,723 19 1.00
$10-20 6,833 2,231 67.67
$20-30 6,054 4,201 257.16
$30-40 4,929 4,061 387.16
$40-50 4,500 3,891 414.95
$50-75 8,723 7,557 417.47
$75-100 4,256 3,516 394.90
$100-200
$200+

3,874
1,407

1,657 180.89

Totals 44,467 27,143 $ 269.00

Note: Average credits are lower than the nominal $500 per child amount because: (a) the credit 
is limited to dependent children under age 17; (b) the credit is generally limited to income taxes 
before credits; and (c) the credit is phased out at high income levels.
Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington D.C., 
March 2000.

taxable income. In effect, this tax break is in lieu of granting sol
diers higher pay while they are in the service. O f course, the bene
fits of this $26 billion tax subsidy (2000-2004) are considerably 
higher for those with the highest postmilitary earnings because they 
depend on a person’s tax bracket.

Child and dependent care expenses. Working families with children get a 
tax credit for a percentage of their child care expenses (see Table 3.8, 
page 156). Married couples can claim the credit if one spouse works 
full time and the o ther works at least part time or goes to school. 
Single working parents (including divorced or separated parents who 
have custody of children) also can claim the credit. Child care costs 
(and loosely related maid service expenses) of up to a maximum 
$2,400 for one dependent and $4,800 for two or more dependents 
are eligible for the credit. Unlike the upside-down subsidies provided 
by most special tax deductions and exclusions, the child care credit’s
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Ta b l e  3.8 
C h ild  C a r e  C r e d it s  in 1999

Income %
Average Tax Saving ($) 

Families All
Group with Credit with Credit Families

$0-10 --- — —

$10-20 1.1 $355 4
$20-30 4.2 $423 18
$30-40 6.0 $400 24
$40-50 7.1 $387 28
$50-75 8.6 $402 34
$75-100 9.7 $412 40
$100-200 8.2 $461 38
$200+ 4.7 $485 23

Totals 4.8 $410 $20

Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., 
March 2000.

percentage subsidy declines as income rises. Specifically, the credit is 
equal to 30 percent of qualified child care costs for parents with fam
ily incomes of $10,000 or less, phased down to 20 percent at $28,000 
or more in income. The 2000-2004 cost of the child care credit is 
$11.3 billion.

Other tax help for the elderly and the blind. Taxpayers sixty-five or 
older and blind people get a larger standard deduction (nine out 
of ten elderly or blind do no t item ize). The additional deduction 
was $1,050 for eligible singles and $850 per spouse for couples 
(that is, $1,700 if bo th  qualify) in 1999. These am ounts are in
dexed for inflation.

In add ition , a very lim ited  num ber of individuals who are 
sixty-five or older, or who are perm anently  disabled, can take a 
tax credit equal to 15 percen t of the sum of the ir earned  and  re
tirem en t incom e. Q ualified incom e is lim ited to no m ore than 
$2,500 for single people and  for m arried  couples filing a jo in t
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re tu rn  where only one spouse is sixty-five and can be up to $3,750 
for jo in t re tu rns where both  spouses are sixty-five or older. These 
limits are reduced  by one-half o f the taxpayer’s adjusted  gross 
incom e in excess of $7,500 for single individuals and $10,000 for 
m arried  couples filing a jo in t re tu rn . The cost o f this cred it is 
very small.

The 2000-2004 total cost of these tax breaks for the elderly and 
disabled are $10 billion.

Scholarship and fellowship income. Scholarships and  fellowships 
gran ted  to students working for an academ ic degree are no t tax
able except to the ex ten t they exceed tuition and course-related 
expenses. The distinction essentially regards scholarships as non- 
taxable discounts on educational fees bu t trea ts any excess 
am ounts as taxable because they constitute paym ents for services 
(often the case with fellowships) or coverage of norm al living ex
penses (such as room  and board).

Deduction for part of the cost of self-employed health insurance. Self- 
employed people can deduct 30 percent of their health insurance 
costs—a scaled-back version of the 100 percent exclusion workers 
enjoy for employer-provided health insurance. Currently pending 
legislation would increase the percentage that can be deducted.

U.S. savings bonds for education. The general rule for interest on U.S. sav
ings bonds is that tax is due when the bonds mature. But if savings 
bonds (and the interest thereon) are used to fund educational ex
penses, then the deferred tax on the interest is completely forgiven. 
(The exclusion applies only to bonds issued after 1989.) This exclusion 
is phased out between $65,250 and $96,900 of adjusted gross income 
for joint returns and between $43,450 and $59,300 for single and head- 
of-household returns (at 1996 levels, indexed for inflation). Generally, 
the income phaseouts effectively limit the tax subsidy to about 15 per
cent of savings bond interest used to pay for educational expenses.

Dependent students age nineteen or older. Taxpayers can claim personal ex
emptions for dependent children age nineteen or over who receive 
parental support payments of $1,000 or more per year, are full-time stu
dents, and do not claim a personal exemption on their own tax re
turns—even if the students would normally not qualify as dependents
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because the parents do not provide more than half their support. In ef
fect, this allows students to transfer their personal exemptions to their 
parents—an arrangem ent beneficial to families in which the parents’ 
marginal tax rate is higher than the student’s marginal rate.

Foster care payments. Foster parents provide a hom e and care for chil
dren who are wards of a state, under a contract with the state. Foster 
parents are not taxed on the payments they receive for their services 
and their expenses are consequently nondeductible. Though this ac
tivity is tax-exempt, it is not likely that much tax would be due if fos
ter parenting were treated as a business, since expenses would be 
approximately equal to income.



C o n c l u s io n

Tax expenditures represent a significant portion of governm ent 
spending. They involve programs that range from those highly 

targeted to special interests to those whose benefits are broadly 
shared. Half of all tax expenditures go to subsidize business, invest
ment, and savings. O f the rest, most goes to tax expenditures that 
give a disproportionate share to the well-off. These characteristics 
would make many such subsidies untenable to the public were they 
presented in the form of direct spending programs. Some of the gov
ernm ent programs carried out through provisions labeled as “tax 
expenditures” arguably have legitimate tax, social, or economic pol
icy purposes. But while the positive incentive effects of tax breaks 
are evident only rarely, the distributive effects are far m ore clear: 
households and businesses are treated unequally, and the well-off 
are the ones who, in almost every case, benefit the most.
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A p p e n d ix  1
P er c en t a g e  o f  B e n e f it  o f  S e l e c t e d  P e r s o n a l  Tax B r e a k s  G o in g  to E ach  Incom e  
G r o u p  V e r s u s  P e r c e n t a g e  o f  F a m il ie s  and  In d iv id u a ls  in Th o s e  G r o u p s  in 1999

Income
Group

(thousands)

%  of 
All 

Units

Total 
for Tax 
Breaks

Low Rates 
on Capital 

Gains

Tax-
Emempt
Bonds

Earned
Itemized Income 

Deductions Tax Credit

Social
Security

Exclusion

Dependant
Care
Credit

Child
Credit

$0-10 12 2 0 0 0 19 0 _ 0
$10-20 20 8 0 1 0 53 12 4 4
$20-30 16 7 0 2 1 24 28 15 13
$30-40 12 5 0 2 2 3 28 14 16
$40-50 9 5 0 2 3 — 19 13 16
$50-75 15 10 2 6 13 — 12 26 32
$75-100 7 9 3 6 14 — 1 14 14
$100-200 6 16 7 17 28 — 0 12 6
$200+ 2 39 87 64 38 — 0 2 0

2000-2004 cost (billions) $207.2 $57.9 $612.5 $157.7 $135.6 $11.3 $92.4

Note: Units = Families + Individuals not in families.
Source: Microsimulation Tax Model, Institute on Taxation and Economic Policy, Washington, D.C., March 2000.





A p p e n d ix  2
Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-2004

Total A l l  Tax Expenditures 630.7 660.5 686.6 710.5

Tax Expenditures for Business, Investment, and Savings (Corporations & Individuals)

739.0 3,427.4

TOTAL, BUSINESS, INVESTMENT, a n d  SAVINGS 315.8 332.4 344.5 352.7 366.3 1,711.7

A ccelerated depreciation 39.0 40.9 40.8 40.6 41.0 202.4
Accelerated depreciation of machinery & equipment 29.7 31.9 31.6 31.7 32.4 157.4
Accelerated depreciation on rental housing 5.4 5.4 5.4 5.5 5.6 27.2
Accelerated depreciation of buildings except rental housing 2.2 1.7 1.7 1.5 1.2 8.3
Expensing of certain small-equipment investments 1.1 1.4 1.4 1.2 1.1 6.2
Amortization of business start-up costs 0.3 0.3 0.3 0.3 0.3 1.4
Tax incentives for preserving historic structures 0.3 0.4 0.4 0.4 0.4 1.8
Expensing costs of removing architectural barriers 0.0 0.0 0.0 0.0 0.0 0.0

Capital g a in s  (except h o m es ) 66.8 69.8 72.6 75.3 79.6 364.1
Exclusion of capital gains on inherited property 25.4 26.7 28.1 29.4 31.9 141.6
Lower rates on capital gains income 38.7 40.2 41.4 42.7 44.2 207.2
Deferral on "like-kind exchanges" 1.4 1.5 1.6 1.6 1.7 7.8
Carryover basis of capital gains on gifts 1.2 1.3 1.5 1.6 1.8 7.4
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Tax  E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-2004

Deferral of gain in disaster areas 0.0 0.0 0.0 0.0 0.0 0.1

Ta x -free bo n d s , pubu c  (w ith  state a n d  local s a v in g s ) 23.0 23.2 23.4 23.7 23.9 117.2

Ta x -free bo n d s , private (w ith  n o n pro fit  s a v in g s ) 4.8 4.9 4.9 5.0 5.1 24.7
Mortgage subsidy bonds 0.9 0.9 0.9 0.9 1.0 4.7
Private, nonprofit health facility bonds 1.2 1.2 1.3 1.3 1.3 6.3
Airports, docks, sports and convention facilities bonds 0.7 0.7 0.8 0.8 0.8 3.7
Rental housing bonds 0.2 0.2 0.2 0.2 0.2 0.8
Private, nonprofit educational facility bonds 0.6 0.6 0.6 0.6 0.6 3.0
Pollution control, sewage & waste disposal facilities 0.5 0.5 0.5 0.5 0.5 2.4
Small-issue industrial development bonds 0.3 0.3 0.3 0.3 0.3 1.6
Energy facility bonds 0.1 0.1 0.1 0.1 0.1 0.6
Credit for holders of zone academy bonds 0.0 0.0 0.0 0.1 0.1 0.2
Credit for holders of zone academy bonds 0.0 0.0 0.0 0.1 0.1 0.2
Student loan bonds 0.3 0.3 0.3 0.3 0.3 1.3
Veterans housing bonds 0.0 0.0 0.0 0.0 0.0 0.2

In suran ce c o m pa n ies  a n d  products 28.6 29.5 30.3 31.3 32.4 152.1
Exclusion of interest on life insurance savings 24.2 24.9 25.7 26.5 27.4 128.7

Bad 
Breaks 

All Around
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Tax  E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-200'

Special treatment of life insurance company reserves 
Deduction of unpaid loss reserves for property

1.1 1.2 1.2 1.3 1.3 6.1

and causality companies 2.8 2.9 2.9 3.0 3.1 14.7
Special deduction for Blue Cross/Blue Shield companies 
Exemption for insurance companies owned by

0.2 0.2 0.1 0.1 0.2 0.8

tax-exempt organizations 0.2 0.2 0.2 0.3 0.3 1.2
Small life insurance company deduction 0.1 0.1 0.1 0.1 0.1 0.5
Special alternative tax on small P and C insurance companies 0.0 0.0 0.0 0.0 0.0 0.0

M ultinational tax brea ks 19.1 20.5 20.7 21.1 22.2 103.6
Inventory property sales source rules exception 4.0 4.2 4.4 4.6 4.8 22.0
Possessions tax credit 3.2 3.3 3.1 2.9 2.8 15.3
Exclusion of income earned abroad by U.S. citizens 2.9 3.1 3.4 3.7 4.0 17.1
Deferral of income from controlled foreign corporations 4.8 5.2 5.5 5.8 6.2 27.5
Exclusion of income of Foreign Sales Corporations 3.3 3.5 3.8 4.0 4.4 19.0
Interest allocation rules for certain financial options 0.8 1.1 0.5 — — 2.4
Deferral of tax on shipping companies 0.1 0.1 0.1 0.1 0.1 0.3

B u s in ess  m eals a n d  entertainm ent* 6.6 6.9 7.2 7.5 7.8 36.0

* Business meals and entertainment are not in the Treasury Department or Joint Committee on Taxation tables.
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Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-2004

O il, g a s , en ergy 3.1 3.2 3.3 3.1 3.1 15.9
Alternative fuel production credit 1.1 1.1 1.2 0.8 0.8 5.1
Oil, gas and other fuels percentage depletion 0.7 0.7 0.7 0.7 0.7 3.3
Gasoline, excise tax exemption and credit 0.6 0.6 0.7 0.7 0.7 3.3
New technology credit 0.1 0.1 0.1 0.1 0.1 0.6
Exclusion of conservation subsidies from utilities 0.1 0.1 0.1 0.1 0.1 0.3
Expensing of intang, drilling costs 0.2 0.2 0.3 0.3 0.3 1.2
Enhanced oil recovery costs credit 0.2 0.2 0.2 0.2 0.3 1.0
Tax breaks for "clean-fuel" vehicles & properties 0.1 0.1 0.1 0.1 0.1 0.4
Special tax rate for nuke decom. reserve fund 0.1 0.1 0.1 0.2 0.2 0.8

Lo w -incom e h o u sin g  credit 3.4 3.6 3.7 3.8 3.8 18.2

R&E tax breaks 2.9 5.5 7.7 5.9 5.9 27.9
Expensing of research expenditures 2.4 2.4 2.4 2.6 2.7 12.5
Credit for increasing research activities 0.5 3.2 5.3 3.3 3.2 15.5

Tim ber , agriculture, m in erals 1.5 1.8 1.7 1.8 1.8 8.6
Expensing of multiperiod timber growing costs 0.3 0.4 0.4 0.4 0.4 1.8
Percentage depletion, nonfuel minerals 0.3 0.3 0.3 0.3 0.3 1.4



Corporations and Individuals Combined

A p p e n d ix  2 C o n t in u e d

Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )

2000 2001 2002 2003 2004 2000-2004

Expensing of certain multiperiod agriculture costs 0.1 0.2 0.2 0.2 0.2 0.9
Cash accounting for agriculture 0.5 0.6 0.6 0.6 0.6 3.0
Expensing of soil & water conservation expenses 0.1 0.1 0.1 0.1 0.1 0.3
Special rules for mining reclamation reserves 0.0 0.0 0.0 0.0 0.0 0.2
Expensing of exploration costs, nonfuel minerals 0.0 0.1 0.1 0.1 0.1 0.2
Reforestation tax breaks 0.0 0.0 0.0 0.0 0.0 0.1
Solvent farmers treated as bankrupt on loans 0.0 0.0 0.0 0.0 0.0 0.1
Exclusion of cost-sharing payments 0.0 0.0 0.0 0.0 0.0 0.1
5-year carryback period for farming NOLs 0.1 0.1 0.0 0.0 0.0 0.3
Income averaging for farmers 0.0 0.0 0.0 0.0 0.0 0.2
Deferral of gain on sale of farm refiners 0.0 0.0 0.0 0.0 0.0 0.1

Special ESOP rules 1.1 1.1 1.1 1.2 1.3 5.8

F ina n c ia l  institutions (n o n -in su r a n c e ) 1.2 1.3 1.4 1.4 1.5 6.9
Exemption of credit union income 1.2 1.3 1.3 1.4 1.5 6.7
Excess bad debt reserves of financial institutions 0.1 0.1 0.0 0.0 0.0 0.2

Installment sales 0.8 0.8 0.8 0.8 0.8 3.9

Em po w erm en t  z o n es 0.4 0.5 0.5 0.4 0.3 2.0
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Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-2004

O ther bu s in ess  a n d  investm ent 12.0 12.2 12.6 12.7 13.2 62.6
Graduated corporate income tax rates 5.3 5.2 5.4 5.5 5.7 27.1
Corporate charitable deductions 3.2 3.4 3.7 4.0 4.4 18.7
Deferral of interest on savings bonds 1.1 1.2 1.2 1.2 1.2 5.9
Exclusion from NOL limits for bankrupt corporations 0.5 0.5 0.5 0.5 0.5 2.5
Completed contract rules 0.2 0.2 0.2 0.2 0.2 1.1
Permanent exceptions from imputed interest rules 0.2 0.2 0.2 0.2 0.2 1.0
Cancellation of indebtedness 0.0 0.0 0.0 0.0 0.0 0.1
Cash accounting other than agriculture 0.1 0.1 0.1 0.1 0.1 0.6
Credit for disabled access expenditures 0.1 0.1 0.1 0.1 0.1 0.4
Investment credit for fixing up structures 0.0 0.0 0.0 0.0 0.0 0.1
Exemption of certain mutuals' and corporation income 0.1 0.1 0.1 0.1 0.1 0.3
Work opportunity tax credit 0.5 0.4 0.3 0.2 0.1 1.5
Welfare-to-work tax credit 0.1 0.1 0.1 0.0 0.0 0.3
Expensing of magazine circulation expenditures 0.0 0.0 0.0 0.0 0.0 0.2
Special rules for magazine, book, and record returns 0.0 0.0 0.0 0.0 0.0 0.1
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A p p e n d ix  2 C o n t in u e d

Ta x  E x p e n d it u r e s . F i s c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-2004

Exclusion of contrib. to construct, of water and sewer utilities 0.0 0.0 0.0 0.0 0.0 0.1
Tax credit for employer-paid FICA taxes on tips 0.3 0.3 0.4 0.4 0.4 1.8
Expensing redev. costs in contaminated areas 0.1 0.1 0.1 -0.0 -0.0 0.3
Tax credit for orphan drug research 0.1 0.1 0.1 0.1 0.1 0.5

S ubtotal,  B u sin ess  a n d  In v estm en t 214.3 225.8 232.7 235.4 243.7 1,151.9

Pensions, Keoghs, IRAs 101.3 106.4 111.6 117.0 122.3 558.5
Employer pension plans 82.4 86.5 90.3 94.5 98.7 452.5
Individual Retirement Accounts 13.6 14.3 15.5 16.5 17.4 77.3
Keogh self-employed plans 5.3 5.5 5.7 6.0 6.2 28.7

O ther sa v in g s 0.2 0.2 0.2 0.3 0.3 1.3
Education IRAs and State tuition plan deferrals 0.2 0.2 0.2 0.3 0.3 1.2
Medical Savings Accounts 0.0 0.0 0.0 0.0 0.0 0.1

S ubtotal,  R etirem en t a n d  O ther S a v in g s 101.5 106.6 111.8 117.3 122.6 559.8
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TOTAL CORPORATIONS 81.2 88.1 91.1 89.9 92.5 442.8

A ccelerated depreciation 25.8 27.8 27.7 27.7 28.2 137.1
Accelerated depreciation of machinery and equipment 23.5 25.6 25.5 25.6 26.3 126.6
Accelerated depreciation of buildings except rental housing 1.5 1.2 1.2 1.1 0.9 5.9
Accelerated depreciation on rental housing 0.2 0.2 0.2 0.2 0.2 0.9
Expensing of certain small equipment investments 0.3 0.4 0.4 0.4 0.4 1.9
Amortization of business start-up costs 0.1 0.1 0.1 0.1 0.1 0.3
Tax incentives for preservation of historic structures 0.2 0.3 0.3 0.3 0.3 1.4
Expensing of costs of removing architectural barriers — 0.0 0.0 0.0 0.0 0.0

M ultinational tax brea ks 16.2 17.4 17.3 17.4 18.2 86.5
Inventory property sales source rules exception 4.0 4.2 4.4 4.6 4.8 22.0
Possessions tax credit 3.2 3.3 3.1 2.9 2.8 15.3
Deferral of income from controlled foreign corporations 4.8 5.2 5.5 5.8 6.2 27.5
Exclusion of income of Foreign Sales Corporations 3.3 3.5 3.8 4.0 4.4 19.0
Interest allocation rules exception for certain financial ops. 0.8 1.1 0.5 — — 2.4
Deferral of tax on shipping companies 0.1 0.1 0.1 0.1 0.1 0.3

In suran ce c o m pa n ies  a n d  products 5.7 5.9 6.0 6.2 6.5 30.3
Special treatment of life insurance company reserves 1.1 1.2 1.2 1.3 1.3 6.1

Corporations
2000 2001 2002 2003 2004 2000-2004

A p p e n d ix  2 C o n t in u e d

Tax  E x p e n d it u r e s . F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Bad 

Breaks 
All Around



Corporations

A p p e n d ix  2 C o n t in u e d

Tax  E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )

2000 2001 2002 2003 2004 2000-2004

Deduction of unpaid loss reserves for P and C companies 2.8 2.9 2.9 3.0 3.1 14.7
Exclusion of interest on life insurance savings 1.3 1.3 1.4 1.4 1.5 6.9
Special deduction for Blue Cross/Blue Shield companies 0.2 0.2 0.1 0.1 0.2 0.8
Exemption for ins. comps, owned by tax-exempt orgs. 0.2 0.2 0.2 0.3 0.3 1.2
Small life insurance company deduction 0.1 0.1 0.1 0.1 0.1 0.5
Special alternative tax on small property and casualty ins. cos. 0.0 0.0 0.0 0.0 0.0 0.0

Ta x -free bo n d s , public (excludes state a n d  local s a v in g s ) 5.8 5.9 5.9 6.0 6.0 29.5

Ta x -free bo n d s , private (excludes n o n pr o fit  s a v in g s ) 2.1 2.2 2.2 2.2 2.2 10.9
Airports, docks, and sports and convention facilities bonds 0.4 0.4 0.4 0.4 0.4 2.2
Pollution control and sewage and waste disposal facilities 0.3 0.3 0.3 0.3 0.3 1.4
Small-issue industrial development bonds 0.2 0.2 0.2 0.2 0.2 0.9
Energy facility bonds 0.1 0.1 0.1 0.1 0.1 0.3
Private, nonprofit health facility bonds 0.3 0.3 0.3 0.3 0.3 1.6
Mortgage subsidy bonds 0.2 0.2 0.2 0.2 0.2 1.2
Rental housing bonds 0.1 0.1 0.1 0.1 0.1 0.6
Private, nonprofit educational facility bonds 0.4 0.5 0.5 0.5 0.5 2.3
Credit for holders of zone academy bonds 0.0 0.0 0.0 0.0 0.1 0.2
Student loan bonds 0.1 0.1 0.1 0.1 0.1 0.3
Veterans housing bonds 0.0 0.0 0.0 0.0 0.0 0.0

Ettlinger: Our Bucket Is 
Leaking



Corporations
2000 2001 2002 2003 2004 2000-2004

A p p e n d ix  2 C o n t in u ed

Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )

B usin ess  m eals a n d  entertainm ent*

R&E TAX BREAKS
Expensing of research and experimentation expenditures 
Credit for increasing research activities

O il, g a s , en erg y

Alternative fuel production credit 
Gasohol, excise tax exemption and credit 
Oil, gas, and other fuels, percentage depletion 
New technology credit
Oil, gas, and other fuels, expensing of intangible drilling costs 
Exclusion of conservation subsidies provided by utilities 
Tax credit & deduction for "clean-fuel" vehicles and properties 
Enhanced oil recovery costs credit
Special tax rate for nuclear decommissioning reserve fund 

Special ESOP rules

F inan c ial institutions (n o n in su r a n c e )
Exemption of credit union income
Excess bad debt reserves of financial institutions

4.1 4.3 4.5 4.7 4.9 22.5

2.8 5.5 7.6 5.9 5.9 27.7
2.4 2.3 2.4 2.6 2.7 12.3
0.5 3.2 5.2 3.3 3.2 15.4
2.7 2.7 2.8 2.6 2.6 13.4
1.0 1.0 1.0 0.7 0.7 4.3
0.6 0.6 0.7 0.7 0.7 3.2
0.5 0.5 0.5 0.5 0.5 2.3
0.0 0.0 0.1 0.1 0.1 0.2
0.2 0.2 0.3 0.3 0.3 1.2

-0.0 -0.0 -0.0 — — -0.0
0.1 0.1 0.1 0.1 0.0 0.4
0.1 0.2 0.2 0.2 0.2 1.0
0.1 0.1 0.1 0.2 0.2 0.8
0.8 0.9 0.9 0.9 1.0 4.5

1.2 1.3 1.4 1.4 1.5 6.9
1.2 1.3 1.3 1.4 1.5 6.7
0.1 0.1 0.0 0.0 0.0 0.2

* Business meals and entertainment are not in the Treasury Department or Joint Committee on Taxation tables.



A p p e n d ix  2 C o n t in u e d

Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations

2000 2001 2002 2003 2004 2000-200'

Lo w -incom e h o u sin g  credit 1.8 1.9 1.9 2.0 2.0 9.6

Tim ber , agriculture, m in erals 0.5 0.6 0.6 0.6 0.6 2.9
Expensing of multiperiod timber growing costs 0.2 0.3 0.3 0.3 0.3 1.3
Percentage depletion, nonfuel minerals 0.2 0.2 0.2 0.2 0.2 1.0
Expensing of certain multiperiod agriculture costs 0.0 0.0 0.0 0.0 0.0 0.0
Cash accounting for agriculture 0.0 0.0 0.0 0.0 0.0 0.1
Special rules for mining reclamation reserves 0.0 0.0 0.0 0.0 0.0 0.1
Expensing exploration and development costs, nonfuel minerals 0.0 0.1 0.1 0.1 0.1 0.2
Expensing of soil and water conservation expenditures 0.0 0.0 0.0 0.0 0.0 0.1
Exclusion of cost-sharing payments 0.0 0.0 0.0 0.0 0.0 0.1
Five-year carryback period for 

NOLs attributable to farming 0.0 0.0 0.0 0.0 0.0 0.1

Capital g a in s  (except h o m es ) 1.0 1.1 1.2 1.2 1.3 5.8
Deferral on "like-kind exchanges" 1.0 1.1 1.2 1.2 1.3 5.8

Installment sales 0.2 0.2 0.2 0.2 0.2 1.2

Em po w erm en t  z o n es 0.2 0.2 0.2 0.2 0.2 1.1

O ther bu s in ess  a n d  investm ent 10.1 10.3 10.6 10.7 11.2 53.0
Graduated corporate income tax rates 5.3 5.2 5.4 5.5 5.7 27.1

Ettlinger: Our Bucket Is 
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A p p e n d ix  2 C o n t in u e d

Tax  E x p e n d it u r e s . F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations

2000 2001 2002 2003 2004 2000-200.

Corporate charitable deductions 3.2 3.4 3.7 4.0 4.4 18.7
Exclusion from net operating loss limits for bankrupt corps. 0.5 0.5 0.5 0.5 0.5 2.5
Completed contract rules 0.2 0.2 0.2 0.2 0.2 1.0
Credit for disabled access expenditures 0.0 0.0 0.0 0.0 0.0 0.0
Exemption of certain mutuals' and cooperatives' income 0.1 0.1 0.1 0.1 0.1 0.3
Work opportunity tax credit 0.4 0.4 0.3 0.1 0.1 1.3
Welfare-to-work tax credit 0.1 0.1 0.1 0.0 0.0 0.3
Investment credit for fixing up structures (nonhistoric) 0.0 0.0 0.0 0.0 0.0 0.1
Cash accounting other than agriculture 0.0 0.0 0.0 0.0 0.0 0.1
Expensing of magazine circulation expenditures 0.0 0.0 0.0 0.0 0.0 0.1
Permanent exceptions from imputed interest rules 0.0 0.0 0.0 0.0 0.0 0.0
Special rules for magazine, book, and record returns 0.0 0.0 0.0 0.0 0.0 0.1
Exclusion of contribibution to construct utilities 0.0 0.0 0.0 0.0 0.0 0.1
Tax credit for empoyer-paid FICA taxes on tips 0.1 0.1 0.1 0.1 0.1 0.6
Expensing redevelopment costs in contaminated areas 0.1 0.1 0.1 -0.0 -0.0 0.2
Tax credit for orphan drug research 0.1 0.1 0.1 0.1 0.1 0.5

Bad 
Breaks 

AU 
Around



Corporations and Individuals Combined 
__________________________________________________________________________ 2000 2001 2002 2003 2004 2000-2004

TOTAL INDIVIDUALS 541.0 563.8 586.9 611.8 637.6 2,941.1

A p p e n d ix  2 C o n t in u e d

Tax E x p e n d it u r e s , F is c a l  2000-2004 . D e t a il e d  L ist

($  b il l io n s )

Individual Tax Expenditures for Business, Savings, and Investment

Capital g a in s  (except h o m es ) 65.8 68.7 71.4 74.1 78.3 358.3
Exclusion of capital gains on inherited property 25.4 26.7 28.1 29.4 31.9 141.6
Lower rates on capital gains income 38.7 40.2 41.4 42.7 44.2 207.2
Carryover basis of capital gains on gifts 1.2 1.3 1.5 1.6 1.8 7.4
Deferral on "like-kind exchanges" 0.4 0.4 0.4 0.4 0.4 2.0
Deferral of gain in disaster areas 0.0 0.0 0.0 0.0 0.0 0.1

In suran ce  products 22.9 23.6 24.3 25.1 25.9 121.8
Exclusion of interest on life insurance savings 22.9 23.6 24.3 25.1 25.9 121.8

A ccelerated depreciation 13.2 13.2 13.2 13.0 12.8 65.3
Accelerated depreciation of machinery 6.2 6.2 6.1 6.1 6.1 30.8
Accelerated depreciation on rental housing 5.2 5.2 5.2 5.3 5.4 26.3
Accelerated dep. of buildings (without rental housing) 0.7 0.5 0.5 0.4 0.3 2.4
Expensing of small equipment investments 0.8 0.9 1.0 0.8 0.7 4.3
Amortization of business start-up costs 0.2 0.2 0.2 0.2 0.2 1.1
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Corporations and Individuals Combined 
2000 2001 2002 2003 2004 2000-2004

Tax incentives for preserving historic structures 0.1 0.1 0.1 0.1 0.1 0.4

A p p e n d ix  2 C o n t in u ed

Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )

Expensing for removing architectural barriers 

Tax-free bonds, public (excludes savings and lo an  savings)

Ta x -free bo n d s , private (excludes n o n pr o fit s )
Mortgage subsidy bonds 
Rental housing bonds 
Private nonprofit health facility bonds 
Student loan bonds
Airports, docks, sports and convention facilities 
Private, nonprofit educational facility bonds 
Pollution control, sewage and waste disposal 
Small-issue industrial development bonds 
Veterans housing bonds 
Energy facility bonds

M ultinational tax brea ks

Exclusion of income abroad by U.S. citizens 
Business meals & entertainment*
Low-income housing credit

0.0 0.0 — — — 0.0

9.2 9.3 9.4 9.5 9.6 46.9

2.2 2.2 2.2 2.2 2.2 11.0
0.7 0.7 0.7 0.7 0.7 3.5
0.0 0.0 0.0 0.0 0.0 0.2
0.5 0.5 0.5 0.5 0.5 2.5
0.2 0.2 0.2 0.2 0.2 1.0
0.3 0.3 0.3 0.3 0.3 1.5
0.1 0.1 0.1 0.1 0.1 0.4
0.2 0.2 0.2 0.2 0.2 0.9
0.1 0.1 0.1 0.1 0.1 0.6
0.0 0.0 0.0 0.0 0.0 0.2
0.0 0.0 0.0 0.0 0.0 0.2

2.9 3.1 3.4 3.7 4.0 17.1
2.9 3.1 3.4 3.7 4.0 17.1
2.5 2.6 2.7 2.8 2.9 13.5
1.6 1.7 1.7 1.8 1.8 8.6

* Business meals and entertainment are not in the Treasury Department or Joint Committee on Taxation tables.



A p p e n d ix  2 C o n t in u ed

Tax  E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-200'
T im ber , ag riculture , m in erals 1 .0 1 .2 1.1 1 .2 1 .2 5 .7

Expensing of multiperiod timber growing costs 0.1 0.1 0.1 0.1 0.1 0.5
Cash accounting for agriculture 0.5 0.6 0.6 0.6 0.6 2.9
Expensing of multiperiod agriculture costs 0.1 0.2 0.2 0.2 0.2 0.8
Percentage depletion, nonfuel minerals 0.1 0.1 0.1 0.1 0.1 0.4
Expensing of soil & water conservation costs 0.0 0.0 0.0 0.0 0.0 0.2
Loans forgiven solvent farmers as if bankrupt 0.0 0.0 0.0 0.0 0.0 0.1
Credit and 7-year amortization for reforestation 0.0 0.0 0.0 0.0 0.0 0.1
Exclusion of cost-sharing payments 0.0 0.0 0.0 0.0 0.0 0.1
Expensing of exploration costs, nonfuel minerals 0.0 0.0 0.0 0.0 0.0 0.0
Special rules for mining reclamation reserves 0.0 0.0 0.0 0.0 0.0 0.1
Income averaging for farmers 0.0 0.0 0.0 0.0 0.0 0.2
Five-year carryback for NOLs for farming 0.1 0.1 0.0 0.0 0.0 0.3
Deferral of gain on sale of farm refiners 0.0 0.0 0.0 0.0 0.0 0.1

Installment sales 0 .5 0 .5 0 .5 0 .5 0 .6 2 .7

O il, g a s , en er g y 0 .5 0 .5 0 .5 0 .5 0 .5 2 .5

Oil, gas and other fuels, percentage depletion 0.2 0.2 0.2 0.2 0.2 0.9
Alternative fuel production credit 0.1 0.2 0.2 0.2 0.2 0.8
Exclusion of conservation subsidies from utilities 0.1 0.1 0.1 0.1 0.1 0.3
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A p p e n d ix  2 C o n t in u e d

Tax  E x p e n d it u r e s . F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )
Corporations and Individuals Combined

2000 2001 2002 2003 2004 2000-2004

Oil, gas, and other fuels expensing of intangible drilling costs 0.0 0.0 0.0 0.0 0.0 0.0
Tax credit & deduction for "clean-fuel" 0.0 0.0 0.0 0.0 0.0 0.1
New technology credit 0.1 0.1 0.1 0.1 0.1 0.3
Enhanced oil recovery costs credit 0.0 0.0 0.0 0.0 0.0 0.1
Gasohol, excise tax exemption and credit 0.0 0.0 0.0 0.0 0.0 0.0

Em po w erm en t  z o n es 0 .2 0 .2 0 .2 0 .2 0 .2 1 .0

R AND E tax b rea ks 0 .0 0 .1 0 .1 0 .0 0 .0 0 .3

Expensing of research and experimentation costs 0.0 0.0 0.0 0.0 0.0 0.1
Credit for increasing research activities 0.0 0.0 0.0 0.0 0.0 0.1
Deferral of interest on savings bonds 1.1 1.2 1.2 1.2 1.2 5.9
Exceptions to imputed interest rules 0.2 0.2 0.2 0.2 0.2 1.0
Cash accounting other than agriculture 0.1 0.1 0.1 0.1 0.1 0.5
Credit for fixing up structures (nonhistoric) 0.0 0.0 0.0 0.0 0.0 0.1
Expensing of magazine circulation costs 0.0 0.0 0.0 0.0 0.0 0.1
Credit for disabled access expenditures 0.1 0.1 0.1 0.1 0.1 0.3
Cancellation of indebtedness 0.0 0.0 0.0 0.0 0.0 0.1
Completed contract rules 0.0 0.0 0.0 0.0 0.0 0.1
Work opportunity tax credit 0.1 0.1 0.1 0.0 0.0 0.2
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Corporations and Individuals Combined

A p p e n d ix  2 C o n t in u e d

Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )

2000 2001 2002 2003 2004 2000-2004

Welfare-to-work tax credit 0.0 0.0 0.0 0.0 0.0 0.1
Tax credit for employer-paid FICA taxes on tips 0.2 0.2 0.2 0.2 0.2 1.2
Expensing redev. costs in contaminated areas 0.0 0.0 0.0 0.0 0.0 0.1
Special rules for magazine, book, and record returns 0.0 0.0 0.0 0.0 0.0 0.1

Subtotal, Business and Investment 124.6 129.1 133.0 136.7 142.3 665.6

Pensions, K eoghs, IRAs 101.3 106.4 111.6 117.0 122.3 558.5
Employer pension plans 82.4 86.5 90.3 94.5 98.7 452.5
Individual Retirement Accounts 13.6 14.3 15.5 16.5 17.4 77.3
Keogh self-employed plans 5.3 5.5 5.7 6.0 6.2 28.7

O ther Savings 0.2 0.2 0.2 0.3 0.3 1.3
Education IRAs and State tuition plan deferrals 0.2 0.2 0.2 0.3 0.3 1.2
Medical Savings Accounts 0.0 0.0 0.0 0.0 0.0 0.1

TOTAL, BUSINESS, INVESTMENT, AND SAVINGS 226.1 235.7 244.8 254.0 264.9 1,225.4

Ettlinger: Our Bucket Is 
Leaking



Individuals
2000 2001 2002 2003 2004 2000-2004

A p p e n d ix  2  C o n t in u e d

Tax E x p e n d it u r e s , F is c a l  2000-2004 , D e t a il e d  L ist

($  b il l io n s )

INDIVIDUAL TAX EXPENDITURES FOR PERSONAL ACTIVITIES

Itemized  D eductions 111.6 116.8 122.2 127.9 133.9 612.5

O ther fr inge benefit exclusio n s 15.8 16.6 17.3 18.1 18.9 86.7
Miscellaneous fringe benefits 6.5 6.9 7.3 7.8 8.2 36.7
Group term life insurance 1.9 1.9 2.0 2.1 2.2 10.1
Employer-paid transportation benefits 2.8 2.8 2.9 3.0 3.1 14.7
Cafeteria plan fringe benefits (nonhealth) 1.7 1.8 2.0 2.1 2.3 9.9
Employer-provided child care 0.5 0.6 0.6 0.6 0.7 3.0
Employee meals and lodging (nonmilitary) 0.7 0.8 0.8 0.8 0.9 4.0
Parsonage allowances 0.4 0.4 0.4 0.4 0.4 2.0
Voluntary employee benefits assn. benefits 0.7 0.8 0.8 0.9 0.9 4.0
Accident and disability insurance 0.2 0.2 0.2 0.2 0.2 1.0
Employee awards 0.1 0.1 0.1 0.1 0.1 0.7
Employer education assistance 0.3 0.3 0.1 — — 0.7

Ea rn ed  incom e tax credit 30.1 30.4 31.5 32.3 33.3 157.7
Earned income tax credit, refundable part 25.7 26.0 26.9 27.5 28.4 134.6
Earned income credit, nonrefundable part 4.4 4.4 4.5 4.8 4.9 23.1

S ocial S ecurity benefits (exc lu s io n ) 24.7 25.8 27.1 28.4 29.7 135.6
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A p p e n d ix  2 C on tin ued
Tax E x p e n d it u r e s , F isc a l  2000-2004 , D et a iled  L ist

($  b il l io n s )
Individuals

2000 2001 2002 2003 2004 2000-2004

Child Credit 19.0 19.0 18.6 18.2 17.6 92.4

Capital g a in s  o n  ho m es 15.7 16.0 16.3 16.7 17.0 81.8

W o r k m en ' s  co m pen sa t io n , etc. 10.3 10.8 11.3 11.8 12.3 56.6
Workmen's compensation benefits 9.7 10.2 10.7 11.2 11.6 53.4
Public assistance benefits 0.5 0.5 0.5 0.6 0.6 2.8
Special benefits for disabled coal miners 0.1 0.1 0.1 0.1 0.1 0.4

Education  Credits a n d  Deductions 7.6 7.9 8.0 9.5 9.4 42.4
HOPE tax credit 4.9 5.1 5.1 4.7 4.6 24.6
Lifetime Learning tax credit 2.4 2.4 2.5 4.4 4.4 16.1
Deductibility of student loan interest 0.3 0.3 0.4 0.4 0.4 1.8

S oldiers a n d  veteran s  exclusio ns 4.9 5.0 5.2 5.4 5.5 26.0
Benefits and allowances to soldiers 2.1 2.0 2.1 2.1 2.1 10.4
Veterans disability compensation 2.6 2.7 2.8 2.9 3.0 14.1
Military disability benefits 0.1 0.1 0.1 0.1 0.1 0.6
Gl bill benefits 0.1 0.1 0.1 0.1 0.1 0.5
Veterans' pensions 0.1 0.1 0.1 0.1 0.1 0.5

Child a n d  dependent care credit 2.3 2.3 2.3 2.3 2 .2 11.3

Ettlinger: Our Bucket Is 
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A p p e n d ix  2 C o n tin u ed
Tax E x p e n d it u r e s , F isc a l  2000-2004 , D et a iled  L ist

($  b il l io n s )
Individuals

2000 2001 2002 2003 2004 2000-2004

Elderly and bund 2.0 2.0 2.1 2.1 2.2 10.4
Increased std. deduction for blind and elderly 1.9 2.0 2.1 2.1 2.2 10.3
Tax credit for low-income elderly and disabled 0.0 0.0 0.0 0.0 0.0 0.1

Other personal 3.6 3.9 4.2 4.9 5.5 22.0
Exclusion of scholarships and fellowships 1.1 1.2 1.2 1.3 1.3 6.1
Parental personal exemption for students age 19+ 0.8 0.9 0.9 1.0 1.0 4.6
Deduction for self-employed health insurance 1.2 1.3 1.6 2.2 2.9 9.2
Exclusion of certain foster care payments 0.3 0.3 0.3 0.3 0.3 1.5
Exclusion of savings bond interest for education 0.0 0.0 0.0 0.0 0.0 0.1
Adoption credit and exclusion 0.2 0.2 0.2 0.1 0.0 0.7

TOTAL, PERSONAL ACTIVITIES 314.9 328.1 342.1 357.8 372.7 1,715.7

Sources: U.S. Congress Joint Commitee on Taxation, "Estimates of Federal Tax Expenditures for Fiscal Year 2000-2004," December 22, 1999, Office of Management 
and Budget, "Tax Expenditures," February 2000, Microsimulation Tax Model, Institute on Taxation and Economic Policy, March 2000, Washington, D.C. Figures are 
generally averages from the first two sources, except where an item was listed in only one source or one source was based on more current information (or other
wise appeared to be more accurate). Tax-emempt interest benefits were recalculated and reallocated to take account of lower interest rates received by bondholders, 
benefits to borrowers, and other concerns. A few items, such as business meals and entertainment, are not on either list and were calculated by the Insitute on Taxation 
and Economic Policy. All figures are for fiscal years.
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12. Such “intangible drilling costs” include wages, the costs of using ma
chinery for grading and drilling, and the cost of unsalvageable materials 
used in constructing wells. For most businesses, costs such as these would 
normally be written off over the useful life of the assets created.

13. Technically, gasohol is exempt from 5.4 cents of the 18.4 cents per gal
lon federal gasoline tax. (There is a corresponding income tax credit for al
cohol used as a fuel in applications where the gasoline tax is not assessed, 
such as farming.) Since the alcohol content of gasohol is 10 percent, the 
subsidy works out to 54 cents per gallon of alcohol used.

14. Section 262 of the Internal Revenue Code states this principle explicitly.
15. Few personal outlays, m ost notably m ortgage in terest, are allowed 

as itemized deductions in com puting individual taxable incom e. But the 
m ortgage in terest deduction is no t defended  on tax policy grounds as a 
p roper deduction in com puting net incom e (or ability to pay taxes) bu t 
ra ther as a governm ent subsidy for housing. A reasonable case on ability- 
to-pay grounds can be m ade for most o ther itemized deductions, such as 
state and local taxes, cash charitable giving and ex traord inary  m edical 
expenses.
16. In som e cases, p ro fits  on in s ta llm en t sales can be d e fe rre d , b u t 

th e  se lle r  m ust pay in te re s t  to th e  g o v e rn m e n t on  th e  d e fe r re d  
taxes.
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17. The official General Explanation of the Tax Reform Act of 1986 noted: 
“Congress determ ined that since 1981, the expanded availability of IRAs had 
no discernible impact on the level of aggregate personal savings” (p. 625).

C h a p t e r  3

1. These figures are averages for the first ten years of a thirty-year m ort
gage at 9 percent annual interest. In later years the subsidy declines be
cause interest falls as a share of total monthly mortgage payments.

2. Some 41 percent of the taxpayers who now itemize mortgage interest 
would switch to the standard deduction if the m ortgage tax break were 
eliminated, reducing the num ber of itemizers by 34 percent. In compari
son, eliminating deductions for state and local taxes would cut the num 
ber of itemizers by 29 percent; wiping out charitable deductions, by 10 
percent; and taking away provisions for extraordinary medical expenses, 
by 4 percent. Thus, the mortgage interest deduction is the single biggest in
ducem ent to itemize.
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