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Foreword

In all OECD member countries, governments collect revenues through taxes and redistribute this public money, often by obligatory spending on social programmes such as education or health care. Their tax systems usually include “tax expenditures” – provisions that allow certain groups of people, such as small businessmen, retired people or working mothers, or those who have undertaken certain activities, such as charitable donations, to pay less in taxes.

The use of tax expenditures by governments is pervasive and growing. At a time when many government budgets are threatened by population ageing and adverse cyclical developments, there is a pressing need to avoid inefficient government programmes, some of which may utilise tax expenditures.

This book sheds light on the use of tax expenditures, mainly through a study of ten OECD countries: Canada, France, Germany, Japan, Korea, the Netherlands, Spain, Sweden, the United Kingdom and the United States. This book will help government officials and the public better understand some of the technical and policy issues behind the use of tax expenditures. It highlights key trends and successful practices, and addresses a broad range of government finance issues, including tax policy making, tax and budget efficiency, fiscal responsibility and rule making.

The book is the result of a project led by the Budgeting and Public Expenditures Division (BUD) of the OECD Public Governance and Territorial Development Directorate (GOV), under the auspices of the OECD Working Party of Senior Budget Officials. The project was coordinated by Barry Anderson, Head of Division (GOV/BUD). The author of the report is Joseph J. Minarik, a consultant to the OECD who works for the Committee for Economic Development, an NGO located in Washington DC. Stephen Matthews and Jens Lundsgaard of the OECD Centre for Tax Policy and Administration (CTP) and Chris Heady, formerly of CTP, provided valuable input for the report.

The book has benefited from meetings and seminars organised in 2008 and 2009 by both the Working Party of Senior Budget Officials and Working Party No. 2 on Tax Policy Analysis and Tax Statistics. It includes results from a questionnaire that was sent to a selection of OECD member countries. The author is grateful for the participation and discussion at meetings and for the responses to the questionnaire. Any misinterpretations from these sources of information are the responsibility of the author.

The OECD Working Party of Senior Budget Officials aims to improve the effectiveness and efficiency of resource allocation and management in the public sector. Every year the Working Party organises a number of meetings on topics of interest to budget officials. Some are organised on a regular basis – for example, the meetings of the network on financial management (accrual accounting) and the network on performance and results. In addition to those meetings, other topics are discussed on an ad hoc basis, as requested by the Working Party. Such is the case for this project on tax expenditures.
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Part I

A look at tax expenditures





Chapter 1

Introduction

This chapter gives a brief introduction and history of tax expenditures. It begins by attempting to define tax expenditures then proceeds to discuss the different types of tax expenditures. There is a short discussion on the different ways to measure them. It then gives several concrete examples of tax expenditures in different countries. It concludes by discussing some of the controversy concerning tax expenditures.


What are tax expenditures?

Tax expenditures are “provisions of tax law, regulation or practices that reduce or postpone revenue for a comparatively narrow population of taxpayers relative to a benchmark tax” (Anderson, 2008). For government, a tax expenditure is a loss in revenue; for a taxpayer, it is a reduction in tax liability. Tax expenditures are better known in many OECD countries as tax reliefs, tax subsidies and tax aids (Schick, 2007).

In practice, defining tax expenditures is difficult because “some tax measures may not be readily classified as part of the benchmark or an exception to it” (Whitehouse, 1999). The problem begins with defining the “basic tax structure”. Most experts would agree that structural elements of a tax system should not be recorded as tax expenditures, while “programmatic” features should be.

According to Kraan (2004), the “benchmark tax includes: the rate structure, accounting conventions, the deductibility of compulsory payments, provisions to facilitate administration, and provisions relating to international fiscal obligations”.

Since tax expenditures are not actual outlays, the amounts “spent” are notional; that is, they are based on assumptions and estimates as to how taxpayers would behave under particular conditions.


What are the different types of tax expenditures?

Tax expenditures may take a number of different forms:



	allowances: amounts deducted from the benchmark to arrive at the tax base;

	exemptions: amounts excluded from the tax base;

	rate relief: a reduced rate of tax applied to a class of taxpayer or taxable transactions;

	tax deferral: a delay in paying tax;

	credits: amounts deducted from tax liability (Anderson, 2008).


Box 1.1. Examples of tax expenditures


	Professional expenses: meals and entertainment expenses, commuting expenses, etc.;

	Interest deduction (housing): tax credit for repayment of mortgage loans and a special deduction for interest;

	Interest on saving accounts (up to a certain ceiling);

	Corporate investments;

	Tax assistance for childcare expenses;

	Reduced tax rate for small and medium-sized enterprises (SMEs);

	Pension income tax credit;

	Charitable donations tax credit;

	Deductions for energy saving measures (alternative energy, etc.);

	Employer funded health benefits.




How are tax expenditures measured?

Tax expenditures are calculated using the “revenue forgone method which calculates the tax that would have been payable if the tax concession were removed, and economic behaviour remained unchanged” (Whitehouse, 1999). As Anderson explains (2008), there are alternative ways to measure tax expenditures:



	Initial revenue loss (gain): the amount by which tax revenue is reduced (increased) as a consequence of the introduction (abolition) of a tax expenditure, based upon the assumption of unchanged behaviour and unchanged revenues from other taxes.

	Final revenue loss (gain): the amount by which tax revenue is reduced (increased) as a consequence of the introduction (abolition) of a tax expenditure, taking into account the change in behaviour and the effects on revenues from other taxes as a consequence of the introduction (abolition).

	Outlay equivalence: the direct expenditure that would be required in pre-tax terms to achieve the same after-tax effect on taxpayers’ incomes as the tax expenditure if the direct expenditure is accorded the tax treatment appropriate to that type of subsidy or transfer in the hands of the recipient.



Trends in tax expenditures

Tax expenditures – defined as “a transfer of public resources that is achieved by reducing tax obligations with respect to a benchmark tax, rather than by a direct expenditure” (Kraan, 2004) – have been a serious concern of budget and tax analysts for almost half a century.1 The concern is that tax expenditures may have ill effects on both budget and tax policy, and that both political and policy-making considerations may make tax expenditures easier to enact, and less likely to undergo rigorous review and repeal, than equivalent but more straightforward spending programmes. At the same time, tax expenditures are a part of the tax systems of every developed country around the world. Particular tax expenditures are defended as sound tax policy instruments, and there is no visible, serious proposal that tax expenditures be eradicated anywhere. In the interests of both tax and fiscal policy, tax expenditures would seem to be a fitting topic of inquiry today.

Though the concept of tax expenditures was first identified and analysed in the United States, the concern about the issue now extends across countries. Accounting in many countries suggests that the use of tax expenditures is pervasive and growing (Polockova Brixi, Valenduc, and Swift, 2004). At any time, the possibility that a back channel for resource allocation could lead to inefficient government “spending” would be troubling. When many government budgets are threatened by population ageing and adverse cyclical developments, the concern is only greater.

Accordingly, the Organisation for Economic Co-operation and Development (OECD) has decided to devote its attention to this issue, along with associated and similar budgetary questions. The Working Party of Senior Budget Officials discussed a report on Off-budget and Tax Expenditures at its 2004 meeting in Madrid (Kraan, 2004), following previous work on tax expenditures by the OECD Centre for Tax Policy and Administration (OECD, 1984; OECD, 1996; OECD, 2003). The OECD Best Practices for Budget Transparency (OECD, 2002) contain some basic guidelines for the treatment of tax expenditures. The World Bank has evidenced similar concern in Tax Expenditures – Shedding Light on Government Spending through the Tax System (Polockova Brixi, Valenduc, Swift, 2004). Such concern and attention has contributed to some improved and extended procedures of tax expenditure reporting, review and control by OECD member countries (Koiwa, 2006). Still, there is considerable room for improvement. There is a perceived need for greater understanding of the issue, of the trend in tax expenditures, and of successful practices with respect to their enactment, budgetary reporting, and review.

An important and timely associated issue is that some OECD member countries have enacted, or are considering, fiscal rules that make use of expenditure ceilings. The handling of tax expenditures under such rules is critical because a systematically lesser degree of budgetary control on tax expenditures, as opposed to spending narrowly defined, could direct increasing flows of what would – and often should – be “spending” through the tax systems of the affected countries.

All of these considerations suggest that continued and even greater attention to the use of tax expenditures would be timely and worthwhile. This report will address the issue from several directions. A key part will be a survey of the level, and change, of the number and revenue effect of tax expenditures across several OECD member countries. An analysis of these data will suggest the underlying forces that have led to the prevalence of tax expenditures, as well as the tax, efficiency, and fiscal implications of these trends.

Further discussion will identify successful practices regarding the reporting of tax expenditures. Questions regarding the review (such as it is) of tax expenditures in the policy process will be explored, including some ideas that have been proposed but not implemented. Finally, additional analysis will put these successful practices into the particular context of budget rules, especially spending-based rules. In combination, these discussions should address a broad range of issues of government finance, from policy making to tax and budget efficiency, and on to fiscal responsibility and rulemaking.


Defining tax expenditures

Identification of any particular tax provision as a tax expenditure requires more than a broad and general definition. Different countries have identified different specific criteria. In 1987, a working group in the Netherlands tasked with this mission, compared practice in other countries, identified five criteria, and in the end rejected three and accepted the other two. In their particular instance, the group rejected the pursuit of a non-fiscal policy goal, convertibility of the provision into a direct expenditure, and the benefit of a limited group of taxpayers, even though those criteria were used elsewhere. They retained for future analysis the reduction of revenue and the deviation from a benchmark tax structure (van den Ende, Haberham, and den Boogert, 2004). One might conclude that there is significant diversity in working definitions of tax expenditures across countries, but that a frequent common element is some notion of departure from a tax system benchmark. In practice, some of the other criteria – particularly the loss of revenue, the convertibility into a spending programme, and the limited group of beneficiaries – might be thought to be objective to some degree. In contrast, the conception of a benchmark tax system might provide the greatest degree of room for difference of judgment.

In fact, conceptions of the benchmark tax differ from analyst to analyst and country to country. The World Bank compendium cited above says that the benchmark or “norm includes the rate structure, accounting conventions, deductibility of compulsory payments, provisions to facilitate tax administration, and international fiscal obligations” (Swift, Polockova Brixi, and Valenduc, 2004), which echoes earlier OECD work (Kraan, 2004). However, each of these items provides considerable judgmental leeway, and when examining country practice, each application is in some way unique.

Canada’s benchmark is articulated to a considerable degree of detail: “the benchmark for the personal and corporate income tax systems includes the existing tax rates and brackets, the unit of taxation, the time frame of taxation, the treatment of inflation in calculating income, and those measures designed to reduce or eliminate double taxation [of corporate profits]” (Seguin and Gurr, 2004). Particular decisions such as the choice of the individual rather than the family as the unit of taxation, and the inclusion of Canada’s particular method of relief for double taxation of dividends, lead to differences in the identification of tax expenditures relative to other countries. In contrast to this specificity, Japan and Korea do not yet identify any specific benchmark tax system, rather identifying tax expenditures (or in the case of Japan, what are called “special tax measures”) by reference to deviation from principles which are not so explicitly articulated. Other countries state their own methods with varying degrees of specificity, and with unique choices of policy standards.

Because the choice of a benchmark or other measurement yardstick varies substantially from country to country, identifications of tax expenditures in any given country can be quite different from those in other countries. Polackova Brixi, Valenduc, and Swift (2004) believe that the differences in benchmarks are so severe that they choose not to provide comparative data in their cross-country survey.

Kraan (2004) says that the problem of disagreement in the choice of a benchmark tax…

…is rooted in different views of the normative tax base. The normative tax base is the monetary sum in the hands of private households to which the tax ought to be applied, for instance: income, value added, profit, sales… [T]he definition of the normative tax base is a very political exercise. For this reason, attempts in the past to define tax expenditures in terms of the normative tax base…have not been very successful. They have led to neither international nor domestic agreement about the concept of tax expenditure. Thus an alternative definition of a tax expenditure abstracts from the normative tax base. The definition uses rather the more neutral yardstick of the “benchmark tax”. Tax expenditures in this sense are deviations from the benchmark tax. The benchmark has no normative significance. Deviations from it in order to arrive at the normative tax base may be perfectly appropriate. Tax expenditures may thus also be appropriate.2


Kraan thus defines more specifically the term “benchmark” to provide that it has no normative content. Presumably, if closer agreement on the nature of the benchmark did not require equivalent agreement on what the correct or best tax system is, different observers could come closer to common ground, but such progress is not yet forthcoming.


Tax expenditure controversy

The concept of tax expenditures has been controversial since its inception, with much of that criticism following upon Kraan’s concern about the choice of the benchmark tax. A report by the US Joint Committee on Taxation (2008) summarises and revises the criticisms, and offers an alternative framework along the general lines that Kraan has proposed in an attempt to develop agreement on the usefulness of the concept (Joint Committee on Taxation, 2008).3 The Joint Committee approach is too new to evaluate, but the criticisms of current methodology that they glean from the literature should be understood in considering this report. To paraphrase some of the key points, in particular:



	Some US critics believe that the normal tax system was not developed from first principles with sufficient rigour to serve as such a standard, resulting in errors in the identification of tax expenditures.4 Some would suggest, along the lines of Kraan, that the differences in values among analysts are so strong that consensus on the nature of the benchmark would be impossible to achieve (Burman, 2003).

	Some critics see the normal tax system as a hidden agenda or target for a particular brand of tax “reform,” such that, for example, an income tax benchmark would be a roadblock to the development of a consumption-based tax (Bartlett, 2001).

	The tax expenditure concept’s recent focus on tax policy issues can be seen as an abdication of its original self-avowed motivation to compare tax provisions to spending programmes with similar objectives (Shaviro, 2004).

	Yet another line of argument is that the concept of tax expenditures implies a sense of “exceptionalism” for tax policy – that is, a conviction that tax policy should remain surgically clean and efficient, while all messy political compromises go back to the spending side of the budget where they belong (Logue, 2000).


Relative to these criticisms, the intent of the current report is quite pragmatic. The aspirational goal is better policy. To this end, differences between various countries’ tax expenditure methodologies in general, and their benchmark tax systems in particular, should not prohibit analysis. Although such differences may prevent a cardinal ranking of the various tax systems according to the criterion of tax expenditure avoidance, such a ranking would serve little useful purpose. Because as Kraan suggests, there is not and should not be any presumption that all tax expenditures are bad, the counts of tax expenditures in different countries cannot be a measure of the relative merits of their tax systems.

In this report, there is no implication that the benchmark or normal tax system in any one country should serve as a model for the benchmark for tax expenditure analysis for all countries, or as the actual tax system for the country in question or for any other country. Rather, the motivation is that, given the possible policy problems that could be caused by tax expenditures as described below, a provision so identified in any given country bears examination, which may or may not suggest its modification or repeal. The budget and tax policy processes that yield more or fewer identified tax expenditures might bear consideration as well. For that matter, some tax expenditure measurement systems might, upon discussion, seem more conducive to this kind of analysis, and thus be worthy of consideration.

With respect to the criticisms expressed above, other than those that relate to the choice of the benchmark, there is no intended implication that tax policy making should be devoid of politics, and that spending policy making should be mired in it. With budgetary resources scarce, all government allocation decisions should be as efficient as possible. There is a presumption that tax expenditures with valid policy objectives should be compared with possible spending policies that would achieve the same objective. Tax expenditures that fit the negative profile of the policy type – those that benefit small and less worthy groups, are non-transparent, etc. – should be considered for repeal, reduction, or replacement by better targeted, more open spending policies. Realistically, those decisions will be made in a political environment that may not be friendly for what could be characterised as a tax increase to finance a larger government with no change in policy mission – which is indicative of why the earliest contributors to this field believed that tax expenditures needed special attention in the first place.


Notes

1
See Surrey (1973), based on work done by the author in government service in the late 1960s, may have been the earliest full explication of this concept.


2
See page 131.


3
The new framework proposed bears some resemblance to the methodologies used in Japan and Korea, in that rather than identifying a “normal tax system,” the JCT would choose exceptions to “congressional intent” as revealed in part in the tax law itself. The Joint Committee paper notes, however, that the list of provisions that would result, some of which would be called “tax subsidies” and others “tax-induced structural distortions” rather than “tax expenditures”, would contain virtually the same items; more than anything else, the derivation would change, in the hopes of the authors to a more defensible process.


4
An early articulation of this argument was Boris I. Bittker (1969).
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Chapter 2

Policy background and practices

This chapter explains why tax expenditures are adopted and when they might work well. It then discusses the different theoretical allegations of negative effects of tax expenditures. Next, it explains the multiplication and growth of tax expenditures. It continues by discussing the special case of “make work pay” tax expenditures. Finally, it discusses policy making processes involved in implementing tax expenditures, such as reporting, review and oversight, and legislative process and enactment.



Policy background

The very earliest analyses carried a strong sense that tax expenditures were an inferior form of budget policy. Tax expenditures were said to be unfair, distortionary and costly, but also to be prone to rapid growth in both number and size, and resistant to eradication: in effect, to be a non-native plant in the garden of government-programme alternatives. And yet, tax expenditures remain a feature of all tax systems, and many are widely believed to be effective and efficient as well as politically unassailable. Tax expenditures must be considered realistically relative to alternative policy tools – spending programmes and perhaps regulation – which have their own process deficiencies in enactment and review, and introduce their own economic and political distortions. Logically, and for purposes of discussion, it is worth separating the ill effects of existing tax expenditures from their tendency to multiply and grow regardless of those flaws and failings. But first, it is important to understand why tax expenditures remain a fixture of tax systems worldwide.


Why are tax expenditures adopted and when might they work well?

Tax expenditures are enacted because there are perceived legitimate reasons for their use. Tax expenditures have a role to play; they are employed widely, and there are few, if any, suggestions that all tax expenditures should be repealed.1 Assuming in the first instance that there are valid reasons for government involvement (such as market failures or merit goods), there are conditions under which tax expenditures are most likely to be successful, or even the best, policy tools to achieve their objectives.


Administrative economies of scale and scope

The pursuit of some public objectives might be administratively costly through conventional government spending programmes. Because tax expenditures usually deliver their reward through a reduction of tax that would be paid in any event, government spending agencies need not engage in the administrative effort to manage a programme and deliver payments. In instances where relevant information is already reported by the taxpayer through the tax system, that information can be used at lower marginal administrative cost than through duplicated reporting to a spending agency. Alternatively, where the tax expenditure involves not reporting some forms of income for tax purposes, there are consequent economies of administration.




Limited probability of abuse or fraud

Spending programme grants to individuals typically involve prior reporting by individuals and verification by a spending agency before the grant is paid. Where detailed verification is not necessary, a tax benefit that is paid solely on the ground of the taxpayer’s filing can be cost-effective. Such situations may obtain where tax-preferred income or expense is delivered or paid by an employer, such as in employer benefits for insurance, child care, or education, or employer withholding of tax paid to provincial or local levels of government. The employer may report those payments to the tax authorities along with the information on the employee’s taxable wages. The availability of employer information serves as a check on the reporting of the employee, much like the parallel reporting of expenditures by purchaser and seller under a value-added tax. In other instances, ready availability of verifying data from a separate entity, such as for interest or retirement payments to a financial institution, can effectively deter false reporting without prior verification by a spending agency.




A proper wide range of taxpayer choice

In subsidies for purposes such as retirement saving or health care, there may be wide ranges of private preferences. In those and other instances, the distinctions among different activities that properly qualify for governmental support may not be considered important. The involvement of a spending agency in such choices might be considered inappropriate or unnecessary, and a simpler reporting and verification process through the tax system might be thought to be more efficient.




Measurement of taxpaying capacity

Deductions or exclusions from income can be justified as proper measurements of the ability to pay tax, or as essential to measure income accurately. Under many applications of the tax expenditure concept, however, such deductions or exclusions would be considered structural features of the tax system rather than tax expenditures.






Theoretical allegations: When and why are tax expenditures bad?

It is alleged that many tax expenditures are not justified by the administrative advantages above, and have proved to be less than optimal tools for their designated objectives. One categorisation of the long-alleged flaws of tax expenditures is the equally long-lived taxonomy of the objectives of tax policy: fairness, efficiency and effectiveness, simplicity, and fiscal responsibility.


Fairness

It is alleged that the tax expenditure tool tends toward unfair results, both in the likelihood that undeserving groups of taxpayers obtain them, and in the operation of the tax expenditures once they have been enacted.

Selective and lucrative tax expenditures are most usually those that provide advantages for income from capital2 or for self-employment, rather than labour. Those who own wealth, including businesses, tend to be those with higher incomes .3 Upper-income taxpayers are more likely to take advantage of tax benefits for retirement saving and housing that are available in many countries.

There is the superficially reasonable argument that the well-to-do are the most capable of influencing the legislative process, though it is difficult to judge whether this bias would be more likely to affect the enactment of tax provisions than spending programmes. Reinforcing this point, there is the recognition that tax expenditures can be established by practice or in regulation, as well as by law. It would not be surprising if those most equipped to look beyond the relatively (though usually not absolutely) straightforward tax instructions into the detail of regulations and practice would be those with the most resources.

Once tax expenditures are in place, they are likely to benefit well-off taxpayers more than the rank and file. The well-to-do simply have more tax liability in the first instance, and so have more to gain from tax expenditures. To the extent that tax expenditures are complex and confront those who wish to claim the tax benefits with complex tasks, the most well-to-do are most likely to have the financial and technical knowledge, or the hired assistance, to take advantage of those opportunities.

Also, under a progressive system, any tax expenditure that reduces taxable income or postpones the recognition of taxable income, will most benefit those taxpayers who are in the highest tax-rate brackets. Those who are not taxable do not benefit at all from tax expenditures structured in that way.4...
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