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Tax Expenditures: Spending By Another Name

porations. These special tax breaks are sometimes called “tax expenditures” because

they are essentially government spending programs that happen to be administered
through the tax code. However, tax expenditures are usually less visible than other types of
public spending—which makes it harder for policymakers and the public to evaluate these
hidden tax breaks. This policy brief surveys the difficulties created by tax expenditures,
and describes options for reform.

l awmakers often provide targeted tax cuts to particular groups of individuals or cor-

The Concept of Tax Expenditures
Tax expenditures are similar to regular spending programs in that they are intended to
achieve public policy objectives that have little or nothing to do with the fair collection
of tax revenues. The main difference between tax expenditures and regular government
spending is that under the tax expenditure approach, instead of the government sending
out a check to the recipient, the recipient pays less in tax. For example, a government
could create a direct spending program to subsidize windmill construction. Or, instead, it
could offer a tax expenditure that lets companies building windmills reduce their taxes by
exactly the same amount. In theory, it doesn’t matter whether a government uses direct
spending or a tax expenditure to achieve a policy goal. In either case, the windmill subsidy
program will (in theory) have to compete with other government spending priorities when
the government makes its budget decisions.

A Privileged Type of Spending

A|S a practical matter, however, tax expenditures usually do not have to compete on a
evel playing field with other public spending. Tax expenditures are evaluated differ-

ently from other spending areas in some very important ways:

® Unlike most government spending programs, tax expenditures are usually open-ended:

they often have no built-in cost limits, and generally there is no annual appropriations
or oversight process. Anyone who meets the statutory criteria for eligibility can get
the subsidy.

® Direct spending usually requires a government agency to weigh the worthiness of an

application from any potential beneficiary. In contrast, most tax expenditures require
no action other than the filing of a tax return—which means that the benefits of these
tax breaks may inadvertently be extended to beneficiaries who might otherwise be
deemed unworthy or ineligible.

® Tax agencies typically have no incentive to ensure that tax-expenditure programs are

working as they were hoped to. By contrast, government agencies tend to look closely
at the effectiveness of their direct spending initiatives.

® Basic facts about who benefits from tax expenditures—and what they do with

their subsidies—are often hidden behind the cloak of tax return secrecy, while the
beneficiaries of conventional spending programs are usually easy to identify.

As a result of these flaws, tax expenditures often turn out to be very expensive subsidy
programs for which there is little oversight and review. Once a tax expenditure is put into
the law, it usually stays there indefinitely. And little is known about what the public is get-
ting—if anything—for the expenditure. Indeed, in some states, there is no way even to
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determine how much is being spent on tax expenditures: because they are administered
through the tax system, tax expenditures are usually not given a line item in the state’s
budget. Of course, tax collections are lower than they otherwise would be, but exactly how
much lower is left a mystery.

Tax Expenditure Reports

In recognition of this problem, many states and the federal government now publish tax
expenditure reports. A tax expenditure report is simply a listing of the tax breaks that

reduce tax revenues. The federal government publishes an annual tax expenditure report

which serves as a laundry list of individual and corporate tax breaks: the most recent report

lists 151 corporate and individual tax expenditures, with an annual estimated cost (in fiscal

2004) of $774 billion.

In recent years, a growing number of state governments have followed the federal gov-
ernment’s lead by publishing tax expenditure reports of variable quality. The best reports
include the following:

® A complete list of all exemptions from taxes (and tax credits) allowed by a state. This
means looking not just at the income and sales tax base but at smaller taxes as well. It
also means identifying exemptions that are not explicitly written into the tax code. For
example, most states exempt personal services (such as haircuts and car repairs) from
their sales tax unless they are specifically taxed. These implicit exemptions cost states
hundreds of millions of dollars annually—but are usually not visible in the tax code. A
good tax expenditure report will identify all such implicit exemptions.

m Estimates of the annual revenue loss from each tax expenditure, including estimates of
how much the tax break has cost in recent years and how much it is projected to cost
in the future. The impact (if any) on local tax revenues should be estimated as well.

® Many state tax expenditures are inherited indirectly by state linkage to federal tax codes.
Separately itemizing these indirect federal tax breaks will give policy makers a clearer
understanding of the extent to which the federal linkage reduces state revenues.

® A written evaluation of the effectiveness of each tax expenditure will help policy
makers to understand why each tax break was originally enacted—and how well it
currently achieves its stated goals.

® A regular publishing schedule that coincides with the state budgeting process. State
policy makers should be able to evaluate tax expenditure side-by-side with conventional
spending—and this requires good, current estimates of how much each tax break costs.
Tax expenditure reports that are published every five years are likely to be insufficient
as a source for updated cost estimates.

The Goal: Regular Oversight of Tax Expenditures

he important insight provided by the tax expenditure concept is that a law that lowers a

citizen’s tax liability has no different effect than a law that requires a direct payment to
the citizen. And if a tax break is designed to accomplish a public policy goal other than the
equitable collection of tax revenues, then it should be evaluated according to the standards
by which we evaluate spending laws, not the standards by which we evaluate tax laws.

Almost all states currently fall short of this goal—including many that require some
form of tax expenditure reporting. But a regular, detailed tax expenditure report can help
ensure that policy makers have the information necessary to achieve regular oversight of
tax expenditures.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


