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I t ' l r .  Chai rman,  I  am happy to  have th is  oooor tuni t lz  to

p resen t ,  E t  l - as t ,  i l y  v i ews  on  t he  sub jec t  o f  t ax  expend i t u res .

M1z  tes t imony  i s  add ressed  to  the  ques t i ons  o f  t he  va l i d i t y  and

use fu lness  o f  t he  concep t  o f  t ax  expend i tu res  and  o f  t he  p rob lems

tha t  a re  posed  i n  t r y j -ng  to  measure  them.  I  w i l l  a t t emc t  t o

i l l us t ra te  these  concep tua l  and  measuremen t  p rob lems  by

re fe rence  to  seve ra l  o f  t he  f reguen t l v  c i t ed  tax  expend i tu res .

Le t  me  d iq ress  b r i e f t y  t o  u rqe  i n  t he  s t r onses t  poss ib l e

terms that  whatever  conclus j -ons the Commit tee may arr ive at

rega rd ing  tax  expend i tu res ,  t hey  shou ld  no t  be  used  as  the

ra t i ona le  f o r  ne t  r evenue  i nc reas ing r  l eg i s l a t i on .  The  l as t

t h i ng  i n  t he  wo r l d  t he  U .S .  economy  needs  a t  t h i s  ea r l y  s t age

in  i t s  recove ry  i s  a  new laye r  o f  t ax  bu rdens .  Tax  i nc reases

shou ld  no t  be  on  the  Congress iona l  agenda  un t i l  t he  recove ry

i s  assu red ,  i f  no t  i ndeed  comp le te ,  a t  \ ^ /h i ch  t i ne  a  much  less

con jec tua l  o ro jec t i on  than  those  re l i ed  on  i n  t he  pas t  f ew  yea rs  o f

GNP,  cu r ren t  se rv i ce  budge t  ou t l ays ,  revenues  and  de f i c i t s

w i l l  be  poss ib l e .  A t  t ha t  t ime ,  i f  i t  apPea rs  t ha t  r evenues

* the v iews that  are presented here are my own and do not
necessa r i l y  re f l ec t  t he  v iews  o f  t he  Ins t j - t u te  fo r  Research
on  the  Economics  o f  Taxa t i on .  The  t i t l e  and  the  name a re
used  fo r  i den t i f i ca t i on  pu rposes  on l y .
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wi l l  con t j -nue  to  l ag  be low  expend i tu res ,  cons t ruc t i ve  dec i s ions

abou t  t he  ad jus tmen ts  o f  t hese  budge t  magn i tudes  w i l r  be

poss ib l e .

E l im ina t i ng  o r  reduc ing  a  so -ca l1ed  tax  expend i tu re  i s  a

tax increase r  no mat ter  that  i t  is  done in  the narTie of  tax

re fo rm ,  c l os i ng  l oopho les ,  o r  wha t  have  you .  I f  r e fo rm  i s

t ru ry  the  ob jec t i ve  ra the r  t han  ra i s ing  revenue ,  t hen  any

p ro jec ted  revenue  ga ins  f rom e r im ina t i ng  o r  reduc j -ng  a  tax

expend i tu re  shou ld  be  ma tched  by  a  reduc t i on  i n  t ax  ra tes  on

the  a f fec ted  taxpaye rs .

De f in ing  Tax  Expend i tu res

Sec t i on  3  o f  t he  Budge t  Ac t  de f i nes  tax  expend i tu res  as

" revenue  l osses  a t t r i bu tab le  t o  p rov i s i ons  o f  t he  Fede ra l  t ax

l aws  wh i ch  a r l ow  a  spec ia l  exc l us i on ,  exemp t i on ,  o r  deduc t i on

f rom g ross  i ncome o r  wh ich  p rov ide  a  spec ia l  c red i t ,  a  p re fe ren t i a l

r a te  o f  t ax ,  o r  a  de fe r ra l  o f  t ax  l i ab i l i t y .  "  Upon  even  a

momen t ' s  cons i - de ra t i on ,  i t  mus t  be  c l ea r  t ha t  t h i s  l anguage

f i nesses  t he  de f i n i t i ona l  d . i f f i cu l t i es ;  i t  does  no t  r eso l ve

them.  In  sho r t ,  t he  s ta tu to ry  l anguage  p rov iCes  no  sys temat i c

gu idance  fo r  i den t i f y i ng  wh ich  p rov i s ions  a re  so  " spec ia l "  as

to  subs t i t u te  fo r  expend i tu re  au tho r i za t i on  and  app rop r j -a t i on

au tho r i t y ,  as  con t ras ted  w i th  "genera l  p rov i s j -ons "  t ha t  a re

s t r i c t l y  exe rc i ses  o f  t ax ing  au tho r i t y .

Spec ia l  Ana lys i s  G  in  the  Budge t  o f  t he  Un i ted  S ta tes

makes  a  va l i an t  bu t  qu i te  unsuccess fu l  e f fo r t  t o  make  the

concep t  o f  " t ax  expend i tu res "  l ess  amb iguous .  The  Spec i -a l
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Ana lys i s  G  p loy  i s  t o  make  the  te rm " tax  expend i tu res "  synonymous

w i t h  " t ax  subs id i es . "  r n  f ac t ,  t he  subs idy  concep t  wou ld  be

use fu l  i f  t he  word  subs idy  were  p rope r l y  de f i ned  as  a  dev i ce

wh i ch  reduces  t he  re l a t i ve  cos t  o f  t he  subs id i zed  ac t i v i t y ,

good ,  o r  se rv j - ce  compared  to  wha t  i t s  re la t i ve  cos t  wou ld  be

in  the  absence  o f  gove rnmen t .  Re ly ing  on  th i s  concep t  wou ld

p roduce  qu i te  a  d i f f e ren t  apo roach  to  i den t i f y i ng  tax  expend i tu res ,

many  o f  t he  p rov i s ions  on  the  cu r ren t  l i s t  wou ld  show up  as

nega t i ve  tax  expend i tu res ,  ds  undue  tax  exac t i ons .

The  concep t  p resen ted  by  the  s ta f f  o f  t he  Jo in t  Commi t tee

on  Taxa t i on  i s  somewha t  d i f f e ren t  f rom tha t  i n  Spec ia l  Ana lvs i s  G

bu t  no  Iess  amb iguous .

To  cha rac te r : - ze  any  g i ven  exc lus ion ,  exempt ion ,  o r  deduc t i on

as  " spec ia l "  o r  t o  conc lude  t ha t  a  p rov i s i on  a f f o rds  a  c red i t

t ha t  i s  " sDec ia l "  o r  a  p re fe ren t i a l  r a te  o f  t ax  o r  a  de fe r ra l

o f  t ax ,  we  need  t o  have  a  de f i n i t i on  o f  t he  nonspec ia l .  S im i l a r l y ,

t o  i den t i f y  a  tax  p rov i s ion  as  p rov id ing  economic  i ncen t i ves

we  need  to  be  ab le  to  de l i nea te  a  p rov i s ion  wh ich  ne i the r  i nh ib i t s

no r  encourages  the  a f fec ted  ac t i v i t y .  Fo r  t h i s  pu rpose ,  w€

need  a  r i go rous  de f i n i t i on  o f  t axab le  i ncome.  I t  i s  p robab ly

unnecessa ry  to  po in t  ou t  t ha t  t he re  i s  no  consensus  conce rn ing

the  "co r rec t "  concep t  o f  t axab le  i ncome,  oo  more  as  a  ma t te r  o f

ana ly t i ca l  abs t rac t i - on  than  as  a  p rac t i ca l  gu ide  to  tax  po l i - cy .

The  "co r rec tness "  o f  any  de f i n i t i on  o f  t axab le  i ncome depends

s ign i f i can t l y  on  one ' s  p r i o r i t i es  w i th  respec t  t o  t ax  c r i t e r i a

equ i t y ,  neu t ra l i t y ,  s imp l i c i t y ,  adeguacy ,  e t c .  and  on



- 4 -

how one  de l i nea tes  the  tax  base  requ i remen ts  o f  each .  A11  o f

us ,  o f  cou rse ,  ag ree  tha t  t he  i ncome tax  shou ld  be  fa i r ;  f ew  o f

us  have  eve r  aq reed  on  the  s tandards  o f  f a i rness .  The  equ i t y

s tandard ,  t he re fo re ,  has  neve r  a f fo rded  a  sa t i s fac to ry  gu ide

to  de f i n ing  taxab le  i ncome,  hence  to  de f i n ing  p rov i s ions  o f  t he

tax  l aw  wh ich  may  fa i r l y  be  te rmed  " tax  expend i tu res . "

The  neu t ra l i t y  c r i t e r i on  l eads  t o  qu i t e  a  d i f f e ren t  l i s t

o f  " t ax  expend i tu res "  f rom tha t  supp l i ed  i n  t he  budge t  documen t

:n r i  nh :nao .  +he  s i gn  o f  many  o f  t hem.  A  t ax  i s  neu t ra l  on l y  i f

i t s  i r npos i t i on  does  no t  a l t e r  r e l a t j - ve  cos t s  o r  p r i ces .  On

+ L . :  ^  l ^ -  ^ :Lr r r - s  r Jc rs . r -b ,  " l ny  i ncome tax  i s  unneu t ra l  because  ;a  necessa r i l y

i nc reases  the  cos t  o f  under tak ing  the  ac t i v i t i es  wh ich  genera te

income sub jec t  t o  t ax  compared  to  the  cos t  o f  a l l  o the r  ac t i v i t i es .

Even  i f  one  i - s  w i l l i ng  to  accep t  t h i s  f undamen ta l  unneu t ra l i t y ,

one  shou ld  a t  l eas t  seek  the  impos i t i on  o f  t he  tax  i n  such  a

way  as  to  a l t e r  t he  cos ts  o f  t he  a l t e rna t i ves  con f ron t j -ng

taxpaye rs  i n  t he  same p ropo r t i on .  I t  shou ld  ra i se  the  cos t  o f

sav ing  i n  t he  same p ropo r t i on  as  the  cos t  o f  consuming ,  o f

work ing  i n  any  pa r t i cu la r  j ob  i n  t he  same p ropo r t i on  as  work ing

in  any  o the r ,  o f  us ing  one  k ind  o f  p roduc t i on  i npu t  i n  t he  same

propo r t i on  as  any  o the r ,  e t c .

Most  of  us have come more and more to  recognize the

des i rab i t i t y  and  i nnpor tance  o f  gea r ing  tax  po l i cy  more  c lose l y

to  the  neu t ra l i t y  c r i t e r i on  than  we  have  i n  the  pas t .  Pas t

fa i lures to  do so have g iven us a tax system which has year  by
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yea r  become inc reas ing l y  pun i t i ve  o f  sav ing  and  cap i ta l  f o rma t ion ,

o f  p roduc t i ve ,  ma rke t -d i r ec ted  pe rsona l  e f f o r t s ,  o f  en te rp r i se ,

r i sk - tak i rg ,  i nnova t i on  o f  t he  k inds  o f  ac t j - v i t i es  upon

wh ich  economic  p rog ress  and  r i s i nq  l i v i ng  s tandards  depend .

Enac tmen t  i n  f 981  o f  t he  Economic  Recove ry  Tax  Ac t  re f l ec ted

a  b road -based  consensus  tha t  we  mus t  nove  toward  a  tax  sys tem

wh ich  con fo rns  w j - th  the  d i c ta tes  o f  t he  neu t ra l i t y  c r i t e r i on .

Las t  yea r ' s  t ax  l eg i s l a t i on  was ,  I  be l i eve ,  do  un fo r t una te

re t rea t .  One  mus t  hope  tha t  t ha t  m is take  w i l l  no t  be  repea ted

th is  year  and that  instead we may soon regain the momentum of

a  neu t ra l i t y -o r i en ted  t ax  po l i c y .

I t  i s  w ide l y  recogn ized  tha t  t he  pe rsona l  i ncome tax  i s

fundarnen ta l l y  b iased  aga ins t  sav ing  and  i n  favo r  o f  consumpt ion ,

i n  v iew  o f  t he  fac t  t ha t  i t  l ev ies  bo th  on  the  amoun t  o f  cu r ren t

income which is  saved and a lso on the fu ture income produced

by  the  cu r ren t  sav ing .  Neu t ra l i t y  requ i res  e i t he r  t ha t  sav ing

be  exc luded  f rom cu r ren t  t axab le  j - ncome wh i l e  a l l  o f  t he  g ross

returns on the sav ing are inc luded or  that  sav ing be inc luded

in  cu r ren t  t axab le  i ncome wh i l e  a l l  o f  t he  re tu rns  a re  exc luded .

These  a re  pe r fec t l y  equ iva len t  and  assu re  tha t  t he  tax  ra i ses

the  cos t  o f  sav inc r  i n  t he  same p ropo r t i on  as  i t  r a i ses  the

cos t  o f  consumpt ion .  To  the  ex ten t ,  and  i t  i s  subs tan t i a l ,

t ha t  t he  p resen t  i ncome tax  fa i l s  t o  f o l l ow  e i the r  o f  t hese

a l te rna t i ves ,  i t  imposes  a  neqa t i ve  subs idy  on  sav ing .  Any

prov isJ-on which abates the tax on sav ing or  on the returns on

sav ing  shou ld  be  t rea ted  as  a  reduc t i on  i n  a  neqa t i ve  subs idy .
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rn  t he  l i gh t  o f  t h i s  c r i t e r i on ,  cons ide r  t he  des igna t i on

as  a  tax  expend i tu re  o f  t he  ne t  exc lus ion  o f  pens ion  con t r i bu t i ons

and  ea rn ings ,  t he  l a rges t  s ing re  tax  expend i tu re  i n  spec ia l

Ana l ys i s  G  and  i n  t he  Jo in t  commi t t ee  s ta f f ' s  l i s t i ng .  Aga ins t

the  bas i c  t es t  o f  t ax  neu t ra l i t y  be tween  sav ing  and  consumc t ion ,

these  exc lus ions  shou ld  be  seen  as  ma jo r  ame l i o ra t j - ons  o f  t he

an t i - sav ing  t ax  b i as ,  o f  t he  t ax  expend i t u re  i n  f avo r  o f

consumpt ion .  They  have  no  p lace  i n  a  l i s t i ng  o f  excep t i ons  f rom

the  no rma l ,  i f  no rma l  i s  i n t e rp re ted ,  as  i t  shou ld  be ,  as

leav ing  the  re la t i ve  cos ts  o f  sav ing  and  consumpt ion  the  same

as  they  wou ld  be  i n  t he  absence  o f  t he  tax .

Jus t  as  C i f f i cu l t  t o  j us t i f y  i s  t he  i nc l us i on  o f  " acce le ra teo

deprec ia t i on  cn  equ iFmen t "  o r  t he  dep rec ia t i on  on  bu i l d ings  i n

excess  o f  s t ra iqh t  l i ne  i n  t he  Jo in t  Commi t tee  s ta f f  l i s t i ng .

The  neu t ra l i t y  c r i t e r i on  ca l l s  f o r  t r ue  expens ing  o f  t he  cos t s

o f  any  and  a l l  cap i t a l  f ac i l i t i e s .  Th i s  means  t ha t  t hese  cos t s

mus t  be  e f fec t j - ve Iy  deduc t i b le  as  they  a re  i ncu r red  aga ins t  a l l

o f  t he  t axes  wh i ch  app l y  t o  t he  re tu rns  on  t hese  f ac i l i r i e s -  , r . l r a

Acce le ra ted  Cos t  Recove ry  Sys tem (ACRS)  fa1 l s  sho r t  o f  sa t i s f y ing

these  requ i remen ts ;  ACRS a l l ows  cap i ta l  recove ry  deduc t i ons

on ly  beg inn ing  i n  t he  taxab le  yea r  i n  wh ich  the  fac i l i t i es  a re

p raced  i n  se rv i ce  wh ich  o f ten  i s  seve ra l  t axab le  yea rs  a f te r

some  o f  t he  cos t s  f o r  acqu i r i ng  t he  f ac i l i t i e s  a re  f i r s t  i ncu r red .

The  ACRS ceduc t i ons ,  moreove r ,  a re  no t  genera l l y  a l l owed  aga ins t

a l l  o f  t he  taxes  bea r i -ng  on  the  i ncome p roduced  by  the  fac i l i t i es ;



i f  t he  fac i l i t l z  i s  owned  by  a  co rpo ra t i on ,  f o r  examp le ,  t he  ACRS

deduc t i on  does  no t  o f f se t  t he  i nd i v idua l  sha reho lde r ' s  t ax  l i ab i l i t v

on the d iv idends he receives,  pa id out  o f  the income produced

by  the  fac i l i t i es .  And  the  deduc t i ons  nay  we l l  exceed  income

and  have  to  be  ca r r i ed  fo rward r  so  tha t  t he i r  p resen t  va lue

fa l 1s  sho r t ,  poss ib l y  subs tan t i a l l y  so ,  o f  t he i r  nom ina l  va1ue .

So-ca l l ed  acce le ra ted  dep rec ia t i on  shou ld  be  seen  as  a  neqa t i ve

tax  expend i tu re  i nso fa r  as  the  ac tua l  p resen t  va lue  o f  t hose

deduc t i ons  i s  l ess  than  the  p resen t  va lue  o f  t rue  expens ing .

I t  has  been  shown  e l sewher "  f / t n . t  
"  

subs tan t i a l

add i t i ona l  deduc t i on  o r  i nves tmen t  t ax  c red i t  wou ld  have  to  be

added  to  ACRS deduc t i ons  to  p rov ide  equ iva lence  w i th  the  t rue

expens ing  ca l l ed  fo r  by  the  neu t ra l i t y  c r i t e r i on .  Fo r  t b i s

reason ,  ne i the r  acce le ra ted  dep rec ia t i on  no r  t he  i nves tmen t

c red i t  be long  on  a  l i s t  o f  t ax  expend i t , r r .= .  ? /

l /  C f .  No rman  B .  Tu re ,  Xey  D i rec t i ons  fo r  Federa l  Tax  Po l i cy
fo r  t he  l 9g0 ' s ,  nmer
Ba l I i nge r  Pub l i sh ing  Company ,  Cambr idge ,  MA,  fo r thcoming .

2 /  P resumab ly  the  j us t i f i ca t i on  fo r  i nc lud ing  these  p rov i s ions
i s  t ha t  t hev  a f fo rd  cao i ta l  recove ry  deduc t i ons  a t  a  fas te r
rate and in  greater  arnount  than so-ca1led "economic
deprec ia t i on .  "  Economic  dep rec ia t j - on  i s  an  abs t rac t i on
wh ich  canno t  be  app l i ed  i n  any  rea l  l i f e  s i t ua t i on ;  i ndeed ,
i t  i s  i nhe ren t l y  so  amb iguous  as  to  be  o f  l j - t t l e  i f  any
use  even  f o r  abs t rac t  ana l yses .  C f .  Tu re ,  op .  c i t .
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Aga ins t  t he  s tandard  o f  neu t ra l i t y ,  any  tax  on  cap i ta l

ga ins  i s  a  nega t i ve  tax  expend i tu re ;  any  recuc t i on  i n  t ha t  t ax

shou ld  be  seen  as  reduc ing  an  ex t rao rd ina ry  tax  oena l t y .  A

cap i ta l  ga in  i s  t he  cap i ta l i zed  va lue  o f  an  expec ted  i nc rease

in  the  i ncome to  be  p roduced  by  the  asse t ;  s i nce  tha t  i ncome

w i l l  be  t axed  as  i t  a r i ses ,  t ax i ng  t he  cap i t a l  ga in  i s  t ax i ng

the  same income f l ow  tw ice .  I n  t he  case  o f  co rpo ra te  s tock ,

cap i t a l  ga ins  gene ra l l y  r e f l ec t  t he  co rpo ra t i on ' s  r e ten t i on  o f

ea rn ings .  S ince  those  ea rn ings  have  a l ready  been  taxed  to  the

co rpo ra t i on ,  t ax ing  the  qa ins  rea l i zed  on  such  s tock  compounds

the  mu l t i p le  taxa t i on  o f  t he  re tu rns  on  cap i ta l .

These  examp les  o f  m is iden t i f i - ca t i on  o f  t ax  expend i tu res  can

be  ex tended  fa r  beyond  the  l im j - t s  o f  t he  Commi t tee ' s  t ime .  To

ci te  only  a few of  the i tems which cer ta in ly  are not  tax

expend i tu res  i n  t he  l i qh t  o f  t ax  neu t ra l i t y ,  t he  $100  i i v i dend

exc lus ion  and  the  exc lus ion  o f  i n te res t  on  l i f e  i "nsu rance

sav ings  su re l y  do  no t  be long  on  any  tax  expend i tu re  l i s t .  No r

shou ld  the  exc lus ion  o f  i n te res t  on  anv  s ta te  o r  l oca1  bond ,

whe the r  genera l  pu rpose  deb t ,  sma l l  i ssue  i ndus t r i a l  revenue

bonds ,  mor tgage  revenue  bonds ,  e t c . ,  be  t rea ted  as  tax  expend i tu re

unless i t  could be shown that  the incorne used to purchase these

bonds  was  i t se l f  exc luded  f rom the  i ncome tax  base .

Un fo r tuna te l y ,  t hose  comp i l i ng  tax  expend i tu re  l i s t s  a re

un inh ib i t ed  by  any  r i go rous  concep tua l  requ i remen ts .  The

anbigui ty  of  concept  in  these l is ts  is  revealed by the facts

tha t  t he  l i s t s  chanse  f rom t ime  to  t i -me  and  tha t  l i s t s  o f fe red
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by  d i f f e ren t  comp i le rs  o f ten  d i f f e r .  The  Jo in t  Commi t tee  S ta f f

comp i la t i on  i nc ludes  17  i t ems  wh ich  a re  no t  i nc luded  i n

Spec ia l  Ana lys i s  G ,  bu t  no  exp rana t i on  o f  t he  reasons  fo r  t he

d i f f e rences  i n  l i s t i ngs  i s  p rov ided .

Some o f  t he  i t ems  on  one  o r  ano the r  l i s t  e lude  any

jus t i f i ca t i on .  The  Jo in t  commi t t ee  s ta f f  r i s t ,  f o r  examp le ,

i nc l udes  "Reduced  ra tes  on  t he  f i r s t  $100 ,000  o f  co rpo ra te  i nco rne "

as  a  tax  expend i tu re .  The re  i s  a  w ide  consensus  tha t  t he  en t i re

corporate income tax is  a  negat ive tax expendi ture,  one of  the

p r inc ipa l  r r i o la t i ons  o f  t ax  neu t ra l i t y ,  and  a  ma jo r  sou rce

o f  d i s to r t i on  i n  t he  use  o f  cap i ta l  and  l abo r  p roduc t i on  resou rces .

To  t rea t  co rpo ra te  tax  ra tes  l ess  than  the  top  marg ina l  ra te

as  a  tax  expend i tu re  de f i es  reason .  Shou ld  one  i n fe r  t ha t .  t he re

i s  some inhe ren t  co r rec tness  i n  46  pe rcen t  as  the  ra te  a t  wh ich

income genera ted  i n  co rpo ra te  bus iness  i s  co r rec t r y  t axed?  r f

so ,  were  p r j -o r  ra tes  o f  48  pe rcen t  and  52  pe rcen t ,  by  any  such

imp l i ed  c r i t e r i on ,  nega t i ve  tax  expend i tu res?  Wha t  l og i c

d i c ta tes  tha t  t ak ing  on l y  I5  pe rcen t  f rom a  company  wh ich  ea rns

$24 ,999  i s  t o  p rov ide  tha t  company  a  subs idy  the  equ iva len t

o f  a  gove rnmen t  expend i tu re  o f  f unds  i n  t he  fo rm o f  a  $7 ,750

gran t  t o  t ha t  company?

f  f  we  can  f i nd  any  such  j us t i f j - ca t i on ,  why  don ' t  we

inc l ude  i n  t h i s  l i s t  o f  t ax  expend i t u res  a l l  b racke t  r a tes  i n

the  i nd i v idua l  i ncome tax  l ess  than  the  p resen t  t op  50  pe rcen t?

But  why set  50 percent  as the "normal"  ra te? Why not  set
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100  pe rcen t  as  the  s tandard .  and  t rea t  a l l  exac t i ons  f rom taxpaye rs

a t  l esse r  ra tes  as  the  egu iva len t  o f  t he  gove rnmen t  g i v ing  them

money?

The  concep tua l  f ra i l t i es  o f  t ax  expend i tu res  a rgues  s t rono ly

aga ins t  r e l y i ng  on  any  l i s t i ng  as  depa r tu res  f r om "no rma l , "  " s t anda rd , "

o r  wha t  have  you ,  s t i l l  l ess  as  the  equ iva len t  o f  budge t

ou t l ays .  l v l any  o f  t he  usua l l y  l i s ted  i t ems  cou ld  be  j us t i f i ed

as  tax  subs id ies  o r  t ax  expend i tu re  on ry  j - f  one  be l i eves  tha t

the  " r i gh t "  t ax  shou ld  d i sc r im ina te  aga ins t  sav ing ,  i n  f avo r

o f  consumpt ion .  O the rs  requ i re  some as  ye t  unava i l ab le  de l i nea t i on

o f  t he  " r i g fh t "  ra te  o r  ra tes  o f  t ax  o r  t he  " r i gh t "  t im ing  o f

tax  l i ab i l i t y  o r  t he  " r i gh t "  t axpay ing  un i t .  I n  sho r t ,  t he

usua l  l i s t s  shou ld  be  rega rded  as  a rb i t ra ry  and  cap r i c ious ,  a t

the Ieast ,  and in  large par t  counter  to  an emerging consensus

in  favo r  o f  neu t ra l i t y  as  the  p r i nc ipa l  c r i t e r i on  o f  t ax  po t i cy .

lu leasur ing Tax Expendi tures

Even  i f  t he  imprec i s ion  and  amb igu i t i es  o f  de f i n ing  tax

expend i tu res  a re  d i s rega rded ,  eno rmous  d i f f i cu l t i es  a re  con f ron ted

in attempting to measure them. Presumably the arnolqr! of any

given tax expendi ture is  the revenue which the government  doesn ' t

co l l ec t  because  the  spec i f i c  p rov i s ion  o f  t he  l aw  d i f f e rs  f rom

rvhat  is  the "correct"  or  nonspecia l  t reatment .  Whereas one can

re lat ive ly  unambiguously  des ignate a speci f i -c  amount  to  be spent

on a d i rect  governmerr t  expendi ture,  no comparably  unequivocal

est imate can be prov ided for  a  tax expendi ture.
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The  co r rec t  measure  o f  t he  revenue  e f fec t  o f  a  tax

expendi ture is  the d i f ference between the amount  of  actual  tax

l i ab i l i t y ,  o r  t he  one  hand ,  and  the  tax  t i ab i l i t y  wh ich  wou ld

have  a r i sen  f rom the  compos i t i on  and  l eve l  o f  economic  ac t i v i t y

wh ich  wou ld  p reva i l  i n  t he  absence  o f  t he  tax  expend i tu re ,  on

the  o the r .  Un less  one  assumes  tha t  t axpaye rs r  behav io r  wou ld

be  i den t i ca l  w i th  and  w i thou t  t he  tax  exoend i tu re ,  t he  measure -

men t  o f  t he  tax  expend i tu re  requ i res  i den t i f y i ng  and  measur ing

the  changes  i n  the  compos i t i on  and  vo lume o f  economic  ac t i v i t y

which occurred in  response to the tax expendi ture and how these

changes  a f f ec ted  t ax  I i ab i l i t i e s .  Wh i l e  t h i s  concep t  o f  " f eed -

back "  e f fec ts  has  become fam i l i a r  and  w ide l y  accep ted  i n  recen t

yea rs ,  t he  l im i ted  capac i t y  t o  measure  them in  the  p resen t  s ta te

o f  t he  economet r i c  a r t  has  fo rced  re l i ance  on  so -ca l l ed  s ta t i c

o r  f i r s t -1eve I  revenue  es t ima tes  fo r  measur ing  tax  expend i tu res .

Bu t  t hese  s ta t i c  es t ima tes  necessa r i l y  assume no  economic  e f fec ts

a re  p roduced  by  the  tax  expend i tu re ;  t hey  a re  a lmos t  ce r ta in l y ,

t he re fo re ,  w rong  and  a re  h igh l y  m is lead ing .

Beyond  these  fundamen ta l  measuremen t  p rob lems ,  t he re  a re

subs tan t i a l  mechan ica l  d i f f i cu l t i es  to  be  con f ron ted .  i n  a t tempt ing

to  measure  tax  expend i tu res .  Fo r  one  th ing ,  i t  i s  no t  poss ib le

to  add  a l l  t ax  expend i tu res  i n to  a  mean ing fu l  t o ta1 .  Each  tax

expendi ture prov is ion must  be est inated independent ly  to  avoid

rnaking the est imates depend on the sequence by which prov is ions

are conceptual ly  e l iminated f rom the ln ternal  Revenue Code in
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mak ing  the  es t ima tes .  As  a  resu l t ,  t ax  expend . i t u res  as  cu r ren t l y

measured  a re  no t  add i t i ve .  Fo r  examp le  ,  L f  two  ' , spec ia l "

exc lus i ons  we re  cons ide red  j o i n t l y ,  t he  e r im ina t i on  o f  t he

exc lus ions  toge the r  wou ld  push  i nd i v idua l  t axpaye rs  i n to  h ighe r

tax  b racke ts  than  i f  each  exc lus ion  were  cons ide red  separa te l y .

The  revenue  loss  ( tax  expend i tu re )  f rom the  p rov i s ions  cons ide reC

jo in t l y  i s  g rea te r  t han  the  sum o f  t he  revenue  rosses  f ro rn

cons ide r ing  them separa te l y ,  and  the re  i s  no  c lea r  way  to  a l l oca te

the  g rea te r  j o in t  t o ta l  be tween  the  two  p rov i s ions .  The  reve rse

i s  t rue  fo r  i t em ized  deduc t i ons ,  s ince  cons ide r inq  two  o r  more

in combj-nat ion would cause more taxpayers to  use the zeyo bracket

amoun t ,  o r  s tandard  deduc t i on  (wh ich  has  no t  been  cons ide red  a

tax  expend i tu re )  t han  i f  t hese  deduc t i ons  a re  cons ide red  one

a t  a  t ime .  Aga in ,  i t  i s  no t  c lea r  how to  a l l oca te  the  rower

jo in t  t o ta l  amonq  i t em ized  deduc t i ons .

In  add i t i on ,  t ax  expend i tu re  es t ima tes  d i f f e r  f rom es t ima tes

of  the potent ia l  revenue gain f rom repeal  in  that  tax expendi ture

es t ima tes  t rea t  p rov i s ions  as  i f  t hey  a re  pe rmanen t  f ea tu res

o f  t he  rn te rna l  Revenue  code ,  a l t hough  many  a re  no t ,  and  because

o f  t he  t im ing  d i f f e rences  be tween  changes  i n  tax  I i ab i l i t i es

and  changes  i n  tax  rece ip t s .

Comparab i l i t v  o f  D i rec t  Expend i tu res  and  Tax  Expend i tu res

The very term " tax expendi tures"  impl ies that  the foregone

revenue is  essent ia l ty  the same as a d i rect  out lay by the

gove rnmen t .  As  I  have  no ted ,  i t  may  be  poss ib le  to  es t ima te  an
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"expend i tu re  equ iva leD t ,  "  bu t  i t  w i l l  r a re l y  ,  L f  eve r ,  be  the

case  tha t  a  tax  p rov i s ion  i s  ac tua l l y  equ iva len t  t o  an  ou t l ay

program. Di rect  out lays by the government  for  purchase of  goods

or  serv ices involve a d i rect  preempt j -on of  the product ion incuts

used  to  p roduce  the  goods  o r  se rv i ces  the  gove rnmen t  buys .  Tax

expend i tu res  neve r  i nvo l ve  such  a  d i rec t  impac t  on  the  use  o f

p roduc t i on  i npu ts .  Tax  expend i tu res  and  d i rec t  subs id ies  have

the i r  e f fec ts  th rough  changes  i n  re l -a t i ve  cos ts  and  p r i ces  and

the  responses  to  these  changes .  However ,  i n  t he  case  o f  t ax

expend i tu res ,  t he  pa t te rn  o f  p r i ce  changes  w i l l  be  d i f f e ren t

f rom those produced by d i rect  expendi tures.  i , loreover ,  the

magni tude of  lhe change'  j -n  the use of  product ion inputs induced

by the " tax expendi ture"  cannot  a lvrays be in ferred f rom the

amoun t  o f  t he  es t ima ted  revenue  loss .

Conc lus i -on

The preceding d iscuss ion of  the conceptual  and measurement

f ra i l t i es  o f  t ax  expend i tu res  a rgues  aga ins t  t rea t i ng  any  I i s t i ng

o f  t hese  i t ems  as  an  i nven to ry  o f  " spec ia l  t ax  b reaks . "

Construct ive rev j -s ion of  the tax system cannot  proceed on the

bas i s  o f  e l im ina t i ng  o r  reduc ing  e i t he r  t he  mos t  quan t i t a t i ve l y

impress i ve  o r  mos t  vu lne rab le  p rov i s j -ons  on  the  l i s t .  The

rea l  and  c r i t i ca l  de f i c i ences  i n  t he  ex i s t i ng  i ncome tax  sys tem

ar i se  f rom the  con t i nu ing  b ias  aga ins t  p r i va te  sav ing  and

capi ta l  format ion,  not  f rom the se lect j -ve amel iorat ion of  that

b ias .  A  we l l  conce ived  f ron ta l  a t tack  on  the  bas i c  sou rces  o f


