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MR. REISCHAUER    :  This conference is co-sponsored by the American Tax Policy Institute and New York University School of Law and we appreciate their involvement.  As all of you know, the tax code contains numerous tax incentives with social policy objectives.  They come in all sizes, shapes, and forms.  Some are well-known to all Americans and others are quite obscure.  Their budgetary impact is sizeable and has been growing rapidly in recent years.  They form a significant part of the federal government’s support for health insurance for working people, for homeownership, for retirement saving, for higher education, and for the support of charitable institutions, as well as income support for low income families with children.  

Tax incentives have become, in many ways, the last terrain on which there seems to be bipartisan accord.  Democrats want to advance and protect the social policy objectives and Republicans want lower taxes.  The only problem with this, of course, is our children and our grandchildren.  President Obama is not immune to the lure of tax incentives.  In his 2010 budget proposal, he suggested expanded tax credits for families with children, low income earners, retirement saving, and higher education.  Of course, as we all know, it’s quite possible that whatever health reform emerges from the Congress and the administration later this year is likely to have some tax incentives within it as well.  To be balanced, I should point out that the president has also proposed limiting the deduction for itemized deductions to the 28 percent rate, which would of course reduce the degree of subsidization of high income individuals, for homeownership, charitable giving and so on.  
We also well know that we’re on an unsustainable fiscal path and that over the course of the next decade we’re going to begin reining in our budget deficits.  So it’s important to consider whether we’re getting the best value for all the money that we devote to social objectives through tax incentives.  

This conference will first address general principles.  What should determine whether and how we subsidize social policy objectives through the tax code? Then there will be separate panels that will look more closely at how we might reform tax incentives in three areas – health insurance, homeownership, and retirement savings.  Each of the panelists at these sessions are going to address five questions.  Should the government intervene?  Second, if so, should we use fiscal incentives, explicit regulation or soft paternalism?  Third, if we use fiscal incentives, should they be tax incentives or direct spending?  Fourth, what features would make tax incentives most effective?  And lastly, what policy recommendations would you support?  

I would like to point out that this conference is really part of a larger effort in this area by the Tax Policy Center, which is centered around a book Getting More from Tax Incentives that is being written by Lily Batchelder of New York University and Austin Nichols and Eric Toder of the Urban Institute.  And it will be published by the Urban Institute Press sometime late this year.  

The authors are going to present some of their general ideas on tax incentives in the first session of this conference and the book will apply these principles to a much broader range of issues.  

I’d also like to acknowledge the support that the Tax Policy Center has received in general and specifically for the work on tax incentives, both from individuals and foundations, and in particular to mention the Smith Richardson Foundation for providing the support for the book I just mentioned.  

The first session is going to be moderated by Eric Toder and I will turn this over to you, Eric.  And I’ll try a graceful exit.  (Laughter.)  It’s more dangerous to go the other way.  

ERIC TODER:  Thank you very much, Bob, for the introduction and welcome to all of you to this conference.  I’m Eric Toder.  I’m an institute fellow at the Urban Institute.  I think Bob has pretty much summarized what this conference is about, so I will just get into introducing the first panel.  You have their bios in your packet, so I won’t give a long introduction of anyone.  
Austin Nichols is a senior research associate at the Urban Institute and the Tax Policy Center.  Lily Batchelder is a professor of law at New York University Law School.  Austin and Lily will be talking about some of the ideas that are going to be in our forthcoming book and some of our general views about tax incentives and how they could be made more effective and how important they are.  And the commentators will be Bruce Bartlett, who’s a columnist for Forbes.com and a frequent and widely read commentator on economic policy issues and Chuck Marr, who is currently director of federal tax policy for the Center on Budget and Policy Priorities.  

I’ve asked each panelist to speak for approximately 10 minutes and then we’ll have a discussion among the panelists and throw it open for questions.  With that, I’ll turn it over to Austin.  

AUSTIN NICHOLS:  Thanks.  My job is to talk about the definitions and the size and scope of tax expenditures.  So what are we talking about?  A tax expenditure is a tax break.  The actual definition is a “revenue loss which allows some special exclusion, exemption, or deduction” relative to “normal income tax law.”  None of the things that I’m going to say – all of these are straightforward definitions and yet - none of the things I’ll say are uncontroversial.  All of this is open to some kind of debate, in particular, what “normal income” is or what a “special exclusion” is.  But the idea of a tax expenditure is to measure those tax provisions which could have been spending programs.  That is, we could have just collected the revenue and spent it on that same kind of purpose.  The tax expenditure budget is somehow adding up all of those special exclusions which could have been spending and treating them as if they were spending and that’s our spending budget on tax expenditures.  
So what I’m going to talk about mainly is just the size and the nature of those tax expenditures.  But what we are going to be talking about in our book and for the rest of the day in this conference are the tax incentives, that is, the tax expenditures that are intended to encourage some behavior in most cases, or in some cases discourage some behavior.  One example is the mortgage interest deduction, an itemized deduction which encourages some people to buy houses and to finance these houses with debt.  And we’re going to be thinking only about the individual provisions – that is, those tax provisions that appear on the individual income tax return and are non-business tax expenditures. We’re not going to be thinking about individual business tax expenditures although the business tax expenditures that appear in individual tax returns are clearly important for families.  The corporate income tax expenditures are also important for families.  We’re just thinking about those things that are most salient to individuals who pay taxes.  
So what kind of dollars are we talking about here?  This is a rough estimate of the total size of the tax expenditures, $750 billion in tax year 2007, combined with the major budget categories, spending categories that are in the president’s budget.   This is how the president’s budget lays out the spending categories.  Non-defense discretionary spending is the category that we thing of as being most like tax expenditures, the kind of tax incentive that we’re talking about.  So clearly the tax expenditures dominate that category, but if you look down the list, there – various entitlement programs and other mandatory spending, and interest on the national debt, and defense, all of that is dwarfed by this one category of tax expenditures.  So it’s a lot of money that we’re talking about.  
And to some extent, it has been growing over time.  The figure shows the total expressed as a percentage of GDP and it was certainly rising up until 1986, due to the Tax Reform Act of 1986, when a lot of these special provisions were eliminated from the tax code and then of course they crept back in again over time.  And here are a few of the tax expenditures that we’re talking about.  In order of size, these are tax incentives for retirement plans, for employer-sponsored health insurance, and the mortgage interest deduction, all of which we will discuss later today, and charitable contributions and the earned income tax credit, which we’re not going to be talking about today.  
These five tax expenditures are clearly shooting up over time, but, of course, the economy’s also shooting up over time.  This graph shows the same five relative to GDP.  The vertical line there is 2008, so everything beyond that vertical line is projections.  These are all from the Joint Committee on Taxation and I should say that looking back over the past 30 years or so, the JCT’s projections have been really, really good.  That is they’re at least consistent.  What JCT projects four years out is what they then estimate to be the total, barring major tax law changes. So these projections are reasonably reliable.  What you can see is that most of these have been fairly constant over the last 15 years or so in terms of their share of GDP – but of course, the health component is rising much faster than inflation or the economy over time, as health expenditures do.  
So what types of tax incentives are we talking about?  Well, exclusions of income from taxation or exemption of income from taxation and above-the-line deductions, which are roughly the same sort of thing.  We’re just not going to tax this type of income.  Itemized deductions, which are again exclusions of income from taxation, but only for those – only the component of that deduction which is greater than the standard deduction is valuable and it’s only available to those who itemize their deductions.  So it’s a very different kind of an animal which we’ll talk about later in the panel.  And then tax credits, which are essentially direct rebates to you of taxes paid.  In the case of non-refundable credits, you can only get that if you actually owe taxes or to the extent that you owe taxes.  And a refundable credit is available to anyone.  
These different types of tax incentives have very different distributional consequences, which we’ll see in a moment.  But first, just the relative size of these things, according to three different estimates – from the Tax Policy Center, the Office of Management and Budget, and Joint Committee on Taxation.  These provide roughly similar estimates of these various different tax expenditures.  There are a few disagreements on that table, but the thing that I want to focus on in this table is in the TPC column we have at the very bottom the total there – we can’t just add up all of these tax expenditures and get a total of $700 billion because, in fact, the value of these things depends on whether the other tax expenditures are included or not.  
So if you repealed all of the exemptions, suddenly the itemized deductions would be worth a lot more because people would be pushed into higher tax brackets.  What we’ve done here at the bottom – this is actually from a paper by Len Burman, Chris Geissler, and Eric Toder, which is available on the Urban website – is show the total of $760 billion with interactions, including all the value that would be obtained if you repealed all these things at once, so it’s a more accurate representation of the total cost – and it’s actually larger than the sum.  That’s the key point.  Once you eliminate that entire first category of exclusions and above-the-line deductions, the itemized deductions are worth more.  

But in terms of the distributional impact of these different types of tax expenditures, by income quintile, the exclusions and above the line deductions are worth a lot more for people in the top quintile of AGI, but as you move down to itemized deductions, they are also worth more to those who itemize and are in the higher tax brackets.  But the non-refundable credits are actually worth the most in the middle of the income distribution; the middle 20 percent get the largest reduction in after-tax income from eliminating these things.  And the refundable credits, the biggest bang there is in the bottom quintile.  So the refundable credits are worth more to those in the bottom quintile.  And then we’re adding up all of this.  We can see that in fact the biggest impacts on after-tax income are at the top of the distribution.  
So let me just turn it over and Lily, I think, is going to talk about a framework for evaluating individual tax incentives.
LILY BATCHELDER:  So now that Austin’s given us this background, I wanted to introduce a framework that Austin, Eric, and I have been working on for this book in terms of -- if we were going to rethink whether and how we should have tax incentives -- what are the questions that we’d want to go through?  If we were going to start thinking about them from scratch, how would we think about it?  The issues we’d want to consider are, first, whether you should have a fiscal incentive at all.  And by fiscal incentive I mean either a tax incentive or a spending subsidy.  Then, how it should be structured?  And, finally, whether it’s better to deliver it through the tax or transfer system.  

Today we’re talking about the tax incentives for health insurance, retirement saving, and owner occupied housing.  And I was just doing a back of the envelope calculation in my head from Austin’s table, that these cost about $350 or $360 billion a year.  This is a lot of money.  We’re spending a lot on these things.  We face a long term fiscal crisis and we really need o be thinking whether we are getting our bang for the buck that we want from all of that effective spending.  And Austin’s chart suggests that if you compare tax incentives to discretionary non-defense spending, government’s really bigger in terms of tax incentives than it is in terms of direct spending.  

The first question that we think is worth considering is whether individual choices, in whatever area you’re thinking of subsidizing, actually result in benefits and costs to others.  And this is an open question in some areas.  Some economists certainly question whether there are benefits to others of people owning their home relative to renting their home.  
This question also requires thinking very precisely about what about exact choice it is that is generating those benefits to others.  And if there are budget constraints, which choices are generating the most benefits.  So for example in terms of health insurance one might ask – if you’re thinking about HSAs – whether it is saving that will probably be used for health insurance or health care that generates the most benefits. Or whether you want to limit the subsidy to spending that’s specifically on health care or health insurance.   One way to do that is to limit the subsidy to health insurance.  
You could also do that in the retirement context.  You could limit the subsidy to annuities and then the money is only going to be spent on retirement consumption needs and not on gifts and bequests.  
And then, if you’re really cost constrained – and this certainly comes up in the health debate – you might want to think about limiting the subsidy to insurance that’s purchased through a broad pooling mechanism, such as employers, because that’s a way to reduce the cost of health insurance, which should further induce people to purchase it.  

So if you determine that there are positive benefits for other people, the next question is whether a fiscal incentive is the best response.  And there are several options.  You could do nothing.  In some cases that might be appropriate, especially if there are very small groups and people might make side payments to each other.  Maybe the government doesn’t need to intervene.  With all these issues, that’s unlikely.  There are big society wide issues.  

You could also have a mandate.  And if the costs that – or benefits that others receive from individual choices are extremely large, maybe you want to have a mandate.  Maybe the benefits always outweigh any individual cost from the decision.  
The final option is fiscal incentives and that’s of course what we’re talking about.  
I should mention that we’re talking about tax incentives really only to the extent that a tax provision is justified on those grounds.  We recognize that a lot of tax provisions might be justified in many ways.  But our concern is, because so many are justified in terms of their effects on individual behavior, what does that imply?  Should we have an incentive at all?  How should it be structured?  If someone wants to justify these tax provisions on other grounds, they need to make their case on those other grounds.  

If you had determined that a fiscal incentive is the best response, our next question is whether people respond after applying behavioral devices.  As everyone probably knows, everyone, including myself, is very susceptible to making decisions not entirely rationally.  People are subject to inertia.  They have problems with self control.  They are myopic.  And you can address this through a variety of behavioral devices, for instance by changing default rules.  We think you should consider those first because they cost nothing.  And it’s also a choice that you can’t avoid.  Some might worry that if you’re going to change the default rules, is government really meddling in people’s decisions?  But the problem is that whatever the default is, it's going to substantially affect people’s decisions.  So you really need to decide which is the lesser evil or the greater benefit.  You can’t avoid that choice.  

For example, with savings incentives, there is a tremendous effect on people’s saving decisions in terms of default rules.  The question is, is there anything left to do once you have taken advantage of these devices?  

This leads to the fourth question of how large are the benefits afterwards.  This would then determine how much ideally you’d like to spend or an upper bound on the tax incentives.
The next question or several questions are then really how to structure a tax incentive if you are going to have one.  

Our argument is that you should predominantly base this decision on how responsiveness and the benefits to others vary across different demographic groups, or across individuals, or by the amount of the activity.  This might result in phase ins or phase outs if these factors vary across income classes.  It also raises the issue of whether you want to subsidize the single purchase of the good or the amount spent.  This might be relevant in the homeownership context, where -- if we think there are benefits to others of owning your home -- maybe they are just from owning any home.  Then we don’t need the subsidy to rise with the amount spent on the home or how many homes you have.  

For example, if you think about retirement saving, if higher income people generally are more likely to save for retirement than low income people, perhaps you might not want to give any subsidy for retirement saving to them if you have a limited budget because a lot of that will go to subsidizing saving that they would have done already.  And this is called the buying out the base problem.  Subsidy floors are one way to deal with this.  You could say we’re only going to subsidize saving for retirement above X amount or X percentage of income for high income people, so that we’re really hitting their marginal decisions.  

Number six I will skip because it’s sort of a technical point.  It’s how the subsidy is financed.  In general, we have no idea.  Money is fungible, so it doesn’t matter so much in practice.  
Then the seventh question is does the structure of the incentive affect responsiveness?  For example, there has been some research suggesting that matches tend to result in more response than refunds.  This is just the issue that a 100 percent match is really the same thing as a 50 percent refund.  If you want to save $1,000 for retirement, then you match 100 percent.  You only have to save $500 out of your own pocket.  And if you have a 50 percent refund, you only have to save $500 out of your own pocket.  You save $1,000 and get $500 back.  But people tend to respond to matches more, even when they are economically equivalent.  Maybe this is just because 100 percent looks bigger to 50 percent, even if they’re actually the same thing.  
Another issue is uniformity.  There’s some evidence in the retirement context that people respond more to incentives that are uniform.  This might be because they have more of a sense of what incentive they’re eligible for because it’s universal.  Everyone receives it.  

My favorite example of this is the hybrid car tax credit, where I had a student call a bunch of car dealerships and ask what the subsidy was for buying a hybrid car.  And they all said she needed to talk to her qualified New Jersey tax professional.  (Laughter.)  Which doesn’t really make people want to take this into account too much.  

The last issue is myopia --  that people tend to value consumption in the present more than in the future and their time preferences are discontinuous.  This might mean that you’d want to put all of a subsidy upfront because people will tend to value it more.  I have another student that wrote a paper about higher education tax incentives and that rather than doling these out over 20 years as a student loan subsidy, maybe you just want to give them the present value of the subsidy upfront.  
The final question is what policymakers should do if they have little or no information about these prior three questions.  And our argument – which builds on some work that I’ve done with Fred Goldberg, who’s here, and Peter Orszag – is that if you don’t have this information -- and you often don’t – we’re lucky if we even know if there are social benefits from a decision – then you want the default to be a uniform refundable credit.  That is because it’s the most efficient default.  This is based on a fundamental theorem of public economics that the efficiency loss of a tax rises with the square of the tax rate.  The same should be true when the government subsidy doesn’t address social benefits from individual choices.  If it makes a bigger mistake in terms of failing to addresss these benefits, that is worse than making a number of smaller mistakes.  
Even if you do have information about these issues like responsiveness, our argument is that you should always structure a tax incentive as some kind of a refundable credit.  That’s because the only reason you would want it to be non-refundable credit is if there is a sharp discontinuous change exactly at the point of positive income tax liability,   And you would only want it to be a deduction or exemption  if there are sharp discontinuous changes in responsiveness or social benefits exactly at the point of the marginal tax rates and exactly in proportion to the marginal tax rates.  This strikes us as completely implausible.  So even if you want, for example, the benefits to rise with income, it still should be a refundable tax credit.  
This is important because we actually have no current tax incentives that are uniform refundable credits -- and a large portion of taxpayers don’t have positive income tax liability and don’t benefit from itemized deductions.  We are getting closed to 50 percent of taxpayers not having positive income tax liability.  Fifty percent of households with kids don’t and 60 percent don’t in some years.  About 65 percent of people don’t itemize, which means they don’t benefit at all from itemized deductions.  

Unfortunately the lion’s share of tax incentives right now are structured as exemptions, above-the-line deductions, and itemized deductions.  A tiny bit are non-refundable credits and then about 15 percent are refundable credits.  These also aren’t uniform.  These tend to be more progressive.  They’re the earned income tax credit and the child tax credit.  

I think I’m going to skip over the issue of whether to deliver a provision as a tax cut or transfer.  But we generally think this should be based on the effects that that decision will have on the structure of the incentive and also what kind of specialized knowledge, different agencies, including the IRS, have.  
Instead, I’d just like to wrap up repeating Bob’s five questions that we have that we’re trying to talk about in the conference which are: Is this an area where the government should be intervening at all?  If so, is a fiscal incentive the right approach?  Should we deliver it as a tax cut or a direct spending program?  Should it be structured as a deduction, credit, some other type of incentive?  What other design features will have effects on behavior or the strongest effect on behavior?  And, finally, given the above and the political environment, what are some feasible recommendations for reform?  
Our general takeaways on these issues are, first, that you have to make a choice about default rules.  To the extent that a provision is justified as encouraging certain behavior, it should always be some type of refundable credit.  And if the evidence of differential responsiveness or social benefits is unclear, the default should always be a uniform refundable credit.  
I turn it over to Bruce.  

BRUCE BARTLETT:  Thank you.  I don’t mean this as criticism, but the premise of Lily’s discussion was so far removed from the reality of how tax policy’s made I kind of feel like I need to start a little bit from scratch.  In her world we perceive a problem and we all agree government needs to do something about it.  Government has various tools at its disposal, such as regulatory policy and fiscal policy and within the fiscal framework we can either do something on the tax or we can do it on the spending side.  And rational people make decisions about the right way to do these things.  But of course, that’s not the way it’s done.  
One problem that motivated people to look into the whole tax expenditures problem in the first place was the problem of a lack of transparency because you’ve got a dozen or more committees in the House and another dozen or more in the Senate and all but one deal with spending.  But in each body, there is only one committee that deals with taxation.  And that committee is very, very jealous of its prerogatives and will not allow any other committee to intrude upon them.  
So you never ever have a situation where somebody really sits down and says, should we do this through taxes or should we do it through spending?  It’s always myopic.  I don’t know if that’s the right word in this case.  Because, however the issue arises, it’ll either be decided right from the very beginning that it’s going to be done through spending or it’ll be done through taxation.  Nobody every weighs the pros and cons of those two approaches.  And this is a problem.  It’s a very serious problem because there are many cases, undoubtedly, where a tax program would be better at achieving the purpose of what it’s trying to fix than a spending program. And sometimes you’ve already got a tax program and it’s not working and would rather get rid of it and do spending instead.  But you may have some budget rule like PAYGO that basically says you’ve got to keep whatever you got.  You can’t ever get rid of it.  So it has to be cashed out in some way  – in PAYGO rules, tax cuts could be offset with tax increases or entitlement cuts, but you couldn’t use cuts in appropriated funds to pay for a tax cut.  

So this created certain biases in the way issues had to be dealt with.  And also these societal problems that theoretically we’re dealing with here often evolve out of other solutions that were created for some completely different problem.  And you end up with really large revenue losses that seemed to be, on the surface, dealing with a particular problem and, in fact, it had nothing to do with the problem.  
For example, one of my pet peeves is for many years the Republicans are very big on family policy.  We’ve got to help families.  And so they wanted to come up with some tax things.  So the idea that the Republican tax experts came up with, they said, well, let’s increase the personal exemption.  This is good because it has marginal effects, because the amount of saving you get is a function of your marginal bracket.  And of course, liberals didn’t like this for that very reason.  But then, one day, a friend of mine named Scott Hodge -- some of you may know him, he runs the Tax Foundation and  he was a staffer at the Heritage Foundation.  And he says, well, you know, I’m having a lot of trouble explaining to people why this increase in the personal exemption is good.  They couldn’t figure out how much money they were going to get because they didn’t know what their tax bracket was.  So he thought, wow, it’d be a lot easier.  Why don’t we just convert this exemption into a credit because then everybody knows it’s exactly $200 or whatever the figure is.  Everybody gets the same thing.  And so he told me he got the Heritage Foundation to drop its support for increasing the exemption and adopt the tax credit because it was easier to do the math.  I’m not making this up.  And then the Congress becomes Republican.  Then all of a sudden having a child credit is the number one pro-family policy and they’re going to ram this into law.  
And then you run into the same problem you always have with every tax credit, which is you don’t get any benefit if you don’t pay any taxes.  So then you have this inevitable push on to make it refundable.  And at that point, what the hell is the difference between a refundable credit and a direct spending program?  There is nothing.  There is none.  And so you’ve totally blurred the distinction between direct spending and tax cuts in a way that I think creates a massive amount of confusion and allows the creation of de facto entitlement programs on the tax side at a time when we need to be able to restrain entitlement programs.  We just can’t have these open-ended commitments.  
And I don’t know.  I’ve kind of gone off on a tangent here – (laughter) – but let me just mention a couple of things that I meant to mention.  

The definition of tax expenditures that was put on the screen at the beginning is a correct statement of what is in the budget act, but the original idea of tax expenditures in the generic term was any tax provision that deviated from some sort of ideal, but stylized ideal or something which would have, at least in principle, included negative tax expenditures.  That is to say tax provisions that raise revenue that are not justified by underlying theory. And a classic example of course is the corporate income tax, which is a pure double tax and I think all economists recognize that this is not something that fits into any definition of income based on Haig-Simons or consumption. But this does not appear in the budget as a negative tax expenditure.  So you have a bias that we never talk about tax expenditures except for those that lose revenue.  

I think there’s a problem with tax expenditures in that it doesn’t really make a distinction between an exemption and a deferral.  And this is very important for estimating the revenue costs.  So, for example, you put your money into your IRA, eventually you’ll take it out and it’ll be taxable.  And so in the long run, if you stayed in the same bracket, the government would get back in present value terms everything you put into that tax – into that IRA.  I don’t know whether they still do it, but for a few years they were publishing in the budget present value calculations of the costs of tax expenditures, which I thought was a very good thing to do. But we still tend to talk about them in snapshots as in terms of what the revenue loss is in a particular year.  

There have been a lot of concerns about the measurement of certain types of tax expenditures and whether they actually are tax expenditures.  My pet peeve in this area is municipal bonds.  Now, you buy a municipal bond.  You get interest on it.  You don’t pay any tax on the interest and it looks like you’re getting a big tax break. But the fact is that the interest rate on municipals is lower, so you’re paying an implicit tax by buying a municipal bond.  And the benefits accrue to municipal governments.  And that was what their purpose was.  But it makes no sense to count the tax exempt status of municipal bonds as a tax expenditure, as if you’re losing money because if we got rid of municipal bonds, people would just buy taxable bonds, pay the tax, and they’d still get the same after tax rate of return.  

So a lot of these things never made a lot of sense to me and this gets back to an important critique that was made of tax expenditures right back at the beginning after Stanley Surrey brought them out by Boris Bittker.  He said this is basically just willy-nilly.  Surrey doesn’t like this provision so it’s a tax expenditure.  He likes this one so that’s part of the normal tax law.  And this problem has persisted until this day.  

Now, I’ve always had a problem as a conservative with tax expenditures because the ones that Congress always seems to want to go after are the ones that I like.  (Laughter.)  I believe we should have basically a consumption based tax system and a lot of the most expensive tax expenditures are provisions that shelter saving and I think we ought to have more sheltering and saving.  If we calculated tax expenditures as if the consumption base is the normal reference base, then a lot of things we call tax expenditures wouldn’t be tax expenditures.  But in the last few years, I’ve become a bit more sympathetic to the kind of the liberal view of tax expenditures simply on the grounds that it’s become such a mess and we’ve got so many of them and we keep adding new ones willy-nilly.  We need to get back to first principles to the extent we can of just trying to think why are we doing these things and does it make a lot of sense.  

I really wish there was some movement underway to do another tax reform like we had in ’69 and ’76 and ’86.  It seems to me we have to do one of these about every 10 years just to chop away some of the brush to keep it from getting worse.  But neither party seems to have the slightest interest in doing this.  And I think that’s a big part of our problem.  But try to keep in mind kind of the real world in which – how these provisions get enacted.  Nobody ever really thinks them through even remotely as well as Lily has done.  

MR. TODER:  Thank you.  Chuck?  

CHUCK MARR:  Thank you.  I would strongly disagree with Bruce’s point that this is sort of irrelevant.  I think it is extremely relevant and it just may be a little more of a guide. Congress is not going to jump tomorrow and make all these changes.  But as we’ll talk about throughout the day, and I think I’ll mention a few, these issues get wrestled with every day across the board on many fronts.  

But I do take Bruce’s point that there’s a large institutional element, which is my first point, that a lot of the reason there is such an explosion of tax expenditures is because there’s a Finance Committee.  And the Finance Committee can on any day it wants to be, it can be a ways and means committee, it can be an education committee, it can be a health committee, and it can be an energy committee.  So if the members of those committees that have interest, they want to pursue them, then taxes is the way they do it.  So there is an institutional bias towards creating tax incentives, no question about it.  And in my experience, there is also a different definition of a dollar.  The appropriations committee talks about millions of dollars; the tax world never talks about millions of dollars.  It’s always billions of dollars.  

At base, though, I think that the increase in expenditures is what goes back to what Bob talked about, and I think is very relevant.  It’s this sort of consensus – agreement among liberals and conservatives -- of liberals wanting to pursue their social goals and conservatives more willing to do it on the tax side than on the spending side.  And I think that’s extremely relevant.  And I think with regards to this paper, you have to keep in mind that the path of least resistance for that consensus is to develop a tax expenditure that this paper wouldn’t like.  I think about Section 529 education accounts.  That’s the path of least resistance for this consensus:   Democrats want to talk about education.  Republicans want to target the higher end.  You end up with a 529 account.  So this paper’s really trying to take it into a somewhat different direction, and I think you have to acknowledge that it’s going to get some resistance and where it’s going to get resistance is from conservatives.  

So I would make two points.  One is very much embedded in the paper, which I think is great and I was just ecstatic to read about it.  And it goes back to Lily’s paper with Peter Orszag and Fred Goldberg, and this is this efficiency argument.  This debate usually takes place in the context of equity and here you are making a very solid efficiency case.  So I cannot emphasize enough that you should really play this up and talk about it and put that front and center.  

Second, I would also suggest that you add a chapter in the book on negative taxes.  I will admit a personal bias.  I’m going to spend the rest of my day trying to convince people in the Finance Committee to support alcohol taxes, sugar taxes, but – so with that bias acknowledged, I think that there are some valid social goals embedded in negative incentives; i.e., on imposing taxes on things we want to discourage.  So I think it’s very relevant.  But also it underscores, since those taxes tend to fall on low-income people that this is not an equity argument, that this paper is not an equity piece.  This is about efficiency in promoting social goals, the social good and lifestyle taxes are a way of really highlighting that.  So I would encourage you to consider that.  

I know you’re going to have panels on this, but just a sort of a teaser – I think the point on defaults cannot be made strong enough.  We’re going to face – in fact, we face an unsustainable fiscal path.  If the government can do things without spending money, that’s the way to go.  Retirement policy has led the way in sort of applying behavioral economics.  That seems the most ripe to try to substitute a default for a tax expenditure.  I think you may not get to that until you have a social security debate, but one can easily see a world where you have mandatory automatic enrolment and you reduce the tax expenditure for 401(k) accounts.  I could see that.  

I don’t think you’re going to have a panel on education, but I’d encourage you on your education chapter to think about the following:  – to me the most important default – the one that none of these tax incentives or spending programs get at --  is to set the default for moderate and low-income people to go to college when they’re young enough.  We always give incentives after they decided whether or not to go to college.  So we’re losing all these people.  So I’d encourage you on education to think about can the tax code be used to convey to kids that – “hey, you can go to college.”  Tell them when they’re 14 so they can get ready for it.  Whether that means telling them about some tax credit that they will get, or whether that means you have to set up some account for them, I’m not sure, but I would encourage you to do that.  

And finally, I know in the health discussion you’re going to get into a lot about the tax treatment of employer provided healthcare.  I would just make two brief points on a separate issue.  Bob mentioned before this 28 percent deduction limit.  I think it’s very important for the interest of this paper to keep that on the table because that proposal does decouple tax incentives from the rates.  The rates are designed on an ability to pay basis, which really have nothing to do with what the value of the deduction should be.  If enacted in any form, this decoupling would be a precedent that you can build on later.  

And then my final plea, I have a slide there for some levity.  I don’t know if it’s up there.  But my final plea is – which I think underscores in a lighthearted way the importance of this work. This one should be on our list.  This is that flexible spending accounts to me really highlight how important this work is.  They’re designed for the wrong people to spend money on things they don’t need and they make these peoples’ lives miserable in the process.  So – good work.  

MR. TODER:  Well, are you through?  Okay, thank you very much.  I guess I’ll – (applause) – I’ll let the – Austin and Lily if you want to respond to any of the comments?  

MS. BATCHELDER:  Well, maybe predictably, I have more responses to Bruce, but I guess in many respects I agree with what you’re saying.  Part of the reason I skipped over this tax versus transfer program decision slide was that I think a lot of that is just determined by committees.  Whatever committee has the jurisdiction wants to retain jurisdiction, so there’s not a lot we can do about that decision.  And I think a lot of these provisions have emerged from historical artifact or weren’t necessarily ever intended to become this large. But now that they are and now that we have a looming budget crisis, we really need to revisit them.  And so the point of the book is really to think about -- not so much how we should start with a new tax expenditure or one that we’re enacting -- but how we should think about the value of existing ones.  And in many cases – I won’t speak for Eric and Austin – I think we should get rid of them.  In other cases, we should restructure them.  But the point is to ask those questions -- and make some hard choices about what should stay as part of either straightforward government spending or government spending in effect.  

I also agree with you on the issue that they may have legitimate other rationales.  For instance, you favor a consumption tax.  But our point here is to try to have each rationale for a tax provision seriously assessed.  For example, if one decided that on incentive grounds we shouldn’t have retirement savings incentives, but maybe we should because it’s moving towards the consumption tax, I think we should be explicit about that rationale.  And at least in my view, they are a terrible way to move towards a consumption tax, even if you favor one.  They result in huge amounts of tax arbitrage, and they don’t actually – because we continue to allow interest deductions – create any kind of consumption tax that a real world person would want.  That’s why I think it’s important to sort through rationales and see if any of them work.  

In terms of Chuck’s points, I think the 28 percent limit on deductions is a really interesting proposal.  I have some quibbles with how exactly it’s designed, but the general principle I think is good -- to move towards somewhat more uniformity in terms of tax incentives.  

Finally, I would just raise that I agree that tax incentives are open ended entitlements and that’s a problem and that’s why we should be scrutinizing them carefully.  Just because the political process has a number of dysfunctions doesn’t mean that our role isn’t to question it and push back on it.  I think it’s particularly important in this context because these are provisions that continue year to year that aren’t subject to annual scrutiny.  We need to make particular effort outside of the congressional process to ask whether they’re worth all of the money that we’re spending.  

MR. TODER:  Austin, did you –

MR. NICHOLS:  Yes, I just want to agree.  That’s – I believe Bruce said that nobody weighs these things, but that’s exactly our job here today.  So I think that that’s – and there are historical artifacts and the accidents of history that create spending programs as well.  It doesn’t mean that we don’t need to go back and reexamine why we’re spending the money and how to best spend the money.  

MR. BARTLETT:  One thing that would help a great deal is to have a distributional model that would clearly integrate spending and tax provisions because right now the Joint Committee very conveniently produces distribution tables for every tax provision.  And even if it’s embedded in some larger legislation that is also making changes to spending policy, we only look at the distribution effects of the tax change.  For obvious political reasons, you always have to trade things off and you always have this problem of how can we cut taxes where people don’t pay any taxes?  So you have to create de facto spending programs and call them refundable credits to make the table look right.  Whereas it might make a lot more sense to say well let’s just spend – increase spending for these people and not muck up the tax code with another refundable credit. But you can’t get the money into the distribution table because the convention is we deal only with taxes.  So they create spending that’s called a tax cut to get around that problem.
MR. MARR:  But they may just be a more efficient ways to deliver the money.  

MR. BARTLETT:  Maybe it is.  Maybe it isn’t.  We’ll never know because we never make the decision based on comparing one to the other.  It’s always done very myopically that we deal only with taxes when we deal with taxes and we deal with spending, when we deal with spending.  And there’s no fungibility.  

MR. MARR:  Don’t you think there were some thoughts given to the shift from welfare payments through the spending side to the EITC on the tax cut side?

MR. BARTLETT:  No, the EITC, it’s very, very clear from the legislative history was created for one purpose only, which was to offset the payroll tax liability for people who didn’t have any income tax liability.  

MR. NICHOLS:  I think Chuck is thinking of the ’93 and ’94 expansion.  

MR. BARTLETT:  But that proves my point as well is that the original logic of why we had the EITC has been completely forgotten.  I remember Larry Lindsey saying this to me very clearly, he said he told George H.W. Bush to sign this expansion of the EITC because it would prevent an increase of the minimum wage.  So it went from being a payroll tax thing to being a substitute for an increase in the minimum wage.  And then Clinton made it kind of an all-purpose welfare program.  And all along the way it keeps being used for different purposes for which it was never intended.  And then every time you want to talk about the fact that the poor don’t pay any taxes, all the liberals always say yes, but they’re paying all these payroll taxes.  But then they never subtract the EITC from the payroll tax liability that the EITC was created to offset.  It’s like one doesn’t have anything to do with the other.  

MR. TODER:  Okay well let’s – I just want to stop you, Bruce.  

MR. BARTLETT:  Oh, I’m sorry.  I – (inaudible).  

MR. TODER:  I just wanted to give the audience a chance to ask some questions, and I would just ask people to identify yourself; someone will come around with a microphone and please ask a question.  Thank you.  (Laughter.)  
Jim you had your hand up?  

MR.
:  (Off mike.)  

MR. TODER:  Okay.  (Laughter.)  
David, did you?

DAVID BRAZELL:  I’ll start with a comment and then give a question.

(Laughter.)  

MR. TODER:  Make it short.  

Q:  MR. BRAZELL:  One thing that wasn’t – I didn’t hear anything about complexity and tax administration here.  And I’m surprised, Eric, that you didn’t have something to say about that.  

MR. TODER:  Well that’s the question I was going to ask, so – (laughter).  Do you want to –

Q:  MR BRAZELL:  These things – these have to be criteria on judging tax expenditures obviously.  The code has gotten so complex with multiple tax expenditures that have different criteria and different definitions on very similar items, different phase out rates, and so forth.  People – in order to have a tax incentive to modify behavior, people have to know what that incentive is and how it’s going to affect their taxes.  And if it’s gotten so complex you can’t even identify which tax expenditures are out there, it’s really all after the fact going back and using Turbo Tax or whatever to get the biggest deduction and not having any effect on behavior.  

And one other remark on that was that in terms of going to refundable credits, I think there is something that happens that’s fundamentally different when you go from reducing your taxes owed to getting a check from the government.  And I would venture that at least one level – the level of cheating goes up at that point quite a bit.

MR. TODER:  Okay, so we –

Q:  MR BRAZELL: Is a hypothesis –

MR. TODER:  Okay, two questions then.  

Q:  MR BRAZELL: – so let me – and my final real question was how many people here in this room know there’s a chapter in the budget called tax expenditures?  How many actually religiously read that chapter?  Okay.  And then my question for the panel is:  if we made tax expenditures equivalent to actual outlays in the budget and counted them as such, which would mean a higher level of taxes imposed on the economy and greater government spending, would interest in this tax expenditure item go up?  And what do you think of doing that proposal  -- a budgetary change?  

MR. TODER:  Lots of questions.  
Lily, do you want to start.  

MR. NICHOLS:  First, can I say that the evidence is not in favor of increased cheating for the refundable portion.  The evidence is, in fact, against that.  There is much more cheating in other – in fact not in credits at all and in deductions, so – but – and for the non-refundable portion of credits I would venture to guess.  But the – on the complexity question as well – and all of your questions can be addressed, I suppose, with one policy proposal to separate the spending in tax parts.  That is to – instead of – these are very different things, these taxes owed and the spending – or the tax credit that you get.  You can simply mail checks for all the tax expenditures and then collect all the taxes and it’s the same thing.  
You could have two separate tax forms: one which is the taxes due and one which is all of your tax incentives that you want to file for.  And they could be due at different times even.  But – which separates that all out.  And anyone who doesn’t feel like dealing with the complexity of tax incentives can simply choose not to deal with it.  But that’s a sort of theoretical point.  I doubt that’s going to happen next year, but I think that the complexity – on the complexity point as well, if you think about doing any of these things with the subsidy or direct spending program, you have the same problems with complexity that for some reason don’t seem to raise people’s hackles as much as tax complexity does.  

MR. TODER:  Any other –

MS. BATCHELDER:  Yes, first I’d like to echo Austin’s point that the real driver of cheating is whether there’s viable third party reporting.  And that is an issue in the context of the EITC because we don’t have good third party reporting on where a child is residing, if the child is spending time in multiple households.  But for most tax incentives this would be no problem.  If it’s higher education, mortgages, health insurance, you could always have the insurance provider or the educational institution verify that this amount has been spent.  So I think if you control for that, there is no fundamental distinction between refundable credits and other tax provisions.

One other point that is sometimes made is that this is some kind of threat to democracy and that we need to have everyone paying taxes, which I don’t find plausible at all.  First, because I don’t think anyone actually knows if they’re close to this line -- whether they’re paying positive or negative taxes.  You tend to have withholding and you get a refund. People don’t sit there and calculate out exactly what their net tax liability is and add up what their payroll tax contributions were.  

But moving on to the complexity point, this is something, I think, that we would have gotten into in the tax versus transfer discussion.  There was a traditional view that tax expenditures are horrible because they clutter up the tax code and we need to keep it pure and simple.  I think that’s a problematic view as well.  I’m all for simplicity in government, but if we’re going to replace a tax incentive with a spending provision, we have the same amount of complexity.  This is a point that David Weisbach and Ann Alstott have made, among others.  

I think the issue is really what administrative competency there is.  If a provision is based more on income or things that the tax system has expertise in, it’s better to put it in the tax system.  And if it’s based on criteria that other agencies have expertise in, it’s better to put it with them.  With the caveat that there is increasing information sharing.  So maybe none of this makes any difference.  

On that final point about consolidating things in the budget, one of the ideas we’ve ultimately been toying with is proposing that we do have distributional and revenue estimates that consolidate by issue areas.  We’re probably always going to have separate estimates for things that are technically in the tax code and technically spending programs in part because a lot of tax provisions some people may say are motivated by fairness concerns or measuring income.  But it would be very valuable, we think, where there are tax provisions that clearly to some extent are involved in a discrete policy area like housing, like health care, to look at what the effects are in general by combining tax and transfer analyses in some ways in those areas.  

MR. BARTLETT:  One quick point on cheating. Usually to cheat on your taxes, you don’t want to report income. But with EITC you have an incentive to report income that you don’t even have.  It’s a little bit different.  

MR. MARR:  Why is it different?  You’re making up your income in the same way a small business person under – underestimates their income.  It’s the –  

MR. BARTLETT:  You’re creating –

MR. MARR:  – morally better to say you –

MR. BARTLETT:  – no, I was just saying it’s a different – the nature of the cheating is different.  That’s all.  

MR. TODER:  Nina, do you have question?  

Q:  NINA OLSON:  I just have some comments about cheating.  

MR. TODER:  Be brief.  

Q:  I will try.  Nina Olson, National Taxpayer Advocate.  And in my position I have a certain perspective on all of these things that you’re talking about.  With respect to cheating, I think that it helps to make a distinction between your run of the mill everybody cheats and fudges on their taxes and fraud.  And that is where I will disagree with Austin and Lily that there is a marked difference with refundable credits and fraud.  I think that the earned income – what we have seen in the IRS is schemes, not one-off, which I would put in the bucket of everybody else does some fudging too.  But payout of dollars is enormously enticing to people who have a criminal mindset.  And the more that you put into the internal revenue code, the more fraudulent activity you get, which is made easier with the advent of electronic filing and software because you can just ping our system and you can ping us with a lot and maybe only one out of X number of pings gets through, but maybe something will get through and then we’re in the avenue of catching people back.  

My next comment is leading to a question which goes to Lily’s comment about it’s just simply a matter of administrative competency.  And as someone who writes copious reports about the IRS’ administrative competency, I’d like to speak to that point.  First, IRS is an enforcement agency and until somebody changes its mentality and develops a program that brings the kind of competencies that you need to administer social programs through this agency, you will constantly have a conflict.  Whereas in – if you apply for welfare or food stamps, theoretically you’re talking to a case worker who has had some training in social work or at least that’s a focus of your job.  Whereas IRS employees who are doing this “review,” which is an audit, are actually trained as enforcement employees.  And so they are having an adversarial conversation with that taxpayer from day one.  So that’s one thing.  

My second point really goes to how – when you talked about information reporting being sort of the key, you have to remember that we don’t get that information until September or August in a processable form.  So those dollars are either frozen or out of the door by the time that we get that valid information reporting.  And so my real question is, understanding that information reporting is key to being able to prevent improper payments, but also paying out promptly valid payments, if you’re going to run it through the tax administrator, how do you force that to be considered in the design of credits?  

MR. TODER:  Someone wants to address that?  

MS. BATCHELDER:  Yes, I guess first I’m a little puzzled by some of your comments because I often cite you for answers to some of these things.  A number of studies that your office has done have found that even though there is a high rate of overpayments of the EITC, they typically go to people who would have been very close to being eligible anyhow.  So it’s not like they are going to radically different taxpayers.  And, also, the noncompliance rates are much lower than they are, for example, with small businesses.  So I don’t think this is something that’s unique to refundable credits.  
Similarly, I think you have schemes outside of the refundable credit context.  I remember being shocked once talking to a tax attorney friend who said that her accountant had told her this is the amount of charitable contributions you can claim and not be audited.  And she did just that.  I couldn’t imagine claiming charitable contributions that you didn’t actually make.  But I don’t see this as something that is limited to this context, especially because people have very different attitudes about tax compliance than they do about breaking the law.  In general, people tend to view it as some kind of perverse virtue if you get away with not paying as much taxes as you have to, and I think at much higher income classes as well.  

Then in terms of the conflict with the IRS as an enforcement agency, I agree that there is a tension there and I actually remember talking to Fred about his days as IRS commissioner and that there is not a metric of how effectively are we delivering these programs that are like spending programs.  That said, I think we’re actually doing a good job because the take-up rate is relatively high compared to direct spending programs.  Even when there is noncompliance, it’s generally going to people who are low-income, not someone that has a radically higher income.  Maybe it’s going to the parent who gets a slightly bigger EITC claim, but they’re both low-income people.  So I don’t find these issues terribly troubling, even though they certainly are issues.  I feel like we have bigger fish to fry.  

MR. TODER:  We have time for one more question.  Bob?  

Q:  Bob Weinberger from H&R Block.  Just exploring the distance a little bit between Bruce and Lily, assuming the questions that Lily is asking in the structure of making rational decisions in this area are correct, my question to Bruce really is how can we better institutionalize these questions?  In other words, is it completely myopic and random in terms of the way programs originate?  I know, for example, that in the 1998 Act, there’s a provision in there for a tax complexity analysis which would attempt to institutionalize some screening of proposals in order to weed out ones that are unnecessarily complex.  But at three in the morning, those analyses are often written on a scrap of paper and are largely irrelevant to what has actually happened.  So how do we get these questions answered properly?  Is it a function of the Joint Committee on Taxation, Congressional Budget Office?  How do we get Lily’s questions asked at the right time and in the right way?  

MR. BARTLETT:  Well, I suppose theoretically what you’d want to do is to have congressional committees organized by subject with each of those committees having control over both the spending and the tax side of things that fit into that subject area.  So the Education Committee would oversee both tax expenditures related to education and direct spending related to education and they would have some rule under which they operate and in which they could trade things off.  And so that they could make the kind of rational decision as to whether it makes more sense to do it on the tax side or the spending side.  And then the Ways and Means Committee would probably be left purely with the revenue raising.  And then you’d have to have some kind of enforceable budget cap or once you decided how much revenue we’re going to raise and how it’s going to be allocated among the committees, then they can make those decisions within the – what are the current budget categories.  But you’d have to undo 200 years of precedent.  The Congress could do it.  There is every couple of decades some commission to reform the Congress and they often make these kinds of recommendations and they’re just as quickly ignored.  

Maybe we need to come around through the other side and think about budget process reforms that might impose some kind of overall discipline that would push people in the direction of operating in this sort of way.  And I would also mention this problem of the distribution tables so that people can trade off spending for taxes and not just have to view the distributional effects of taxation in isolation.  

MR. TODER:  Well, I want to thank the panel.  We’re just about out of time.  So – very quick one?  Very quick.  Fred had a quick one too, so why don’t you ask yours and we’ll let Fred ask his and we’ll let people just –

Q:  Hi, I’m Roberta Mann from the University of Oregon and my question is tax incentives and for that matter spending programs are to some extent designed for a behavioral modification.  And should there be a mechanism to evaluate effectiveness of fiscal incentives, both tax and spending, and who should do it and how should it be done?  

MR. TODER:  Okay.  

MR. BARTLETT:  Seems to me the GAO could do some of that if they were simply tasked with the job.  

MR. TODER:  Okay, Fred, let Fred have his question and –

Q:  FRED GOLDBERG:  Yes, so I have a question for Chuck and for Lily.  Would you prefer to cap the value of the deduction for charitable contributions on home mortgage at 28 percent or would you prefer to replace them with uniform refundable credits.  My second question is whether someone could refresh my recollection.  I believe the earned income tax credit was spawned by Milton Friedman, Donald Rumsfeld, and former Vice President Cheney in their proposal for a refundable income tax that was defeated, among others, by the National Welfare Rights Organization.  And so if someone could confirm my memory on that point, I would appreciate it.  

MR. BARTLETT:  Well, just on that specific point, my recollection is that there really wasn’t that much linkage intellectually.  There was talk about a negative income tax, but that was pretty much dead by the time Jerry Ford came up with the EITC.  And my clear recollection is it was driven by the fact that you had a lot – a growing number of people who paid no income taxes but still paid payroll taxes and it was felt that this was just a fairness question.  

MR.
:  Bruce – (off mike).  

MR. BARTLETT:  You have to tell me it’s a joke.  

MR.
:  (Off mike.)  

MR. BARTLETT:  Well it’s true that Rumsfeld was chief of staff and Cheney was –

MR.
:  (Off mike.)

(Laughter.)  

MR. TODER:  As a lawyer you never ask a question you don’t know the answer to.  Well –

MR.
:  I would like to – (off mike).  

MR. MARR:  No, I definitely would prefer a refundable credit, no question about that.  And I think it’s interesting on the mortgage one the Bush administration’s tax reform came close to that.  They did not propose a refundable credit, but they did propose a credit, which I think is a sign that there’s some potential here to move in that direction.  

No, my only point on the 28 percent limit is to keep it from completely sliding off the table. Healthcare is going to need a lot of money.  While it’s unlikely they’re going to go for the initial 28 percent proposal, even a scaled back version, would set a very nice precedent of decoupling the rates from the values of the deductions.  And I think that that, for this movement, would be an incremental positive step.  

MS. BATCHELDER:  I would agree with Chuck, but if I had to pick between the 28 percent rate and a uniform refundable credit, I’d pick uniform.  

MR.
:  (Off mike.)

(Laughter.)  

MS. BATCHELDER:  I have to make one little twist on that.  With homeownership, I’d probably make it uniform for owning a home, not a uniform percentage of interest paid or the purchase price.  And with charitable contributions, I think it’s worth considering contribution floors.  I also think it may be worth considering a lot of different options with charitable contributions because I think the evidence that they actually have an effect on behavior is relatively weak in terms of inter vivos transfers.  It’s stronger for bequests.  So in that sense, you can view the tax subsidy more as voting with dollars, which I think leads to a very different structure.  

MR. TODER:  Well, my job seems to be to stop this discussion so that we can have the health panel.  So I want to thank the panel for a very stimulating discussion and – (applause) – try to reconvene in about 15 minutes or so.  

(END) 

