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O r i g i n a l  s p o n s o r s :  H a y e s  a n d  S z y m a n s k i

B Y  T H E  L A B O R  A N D

1 I N  T H E  H O U S E  C O M M E R C E  C O M M I T T E E

2 CS  F O R  S P O N S O R  S U B S T I T U T E  F O R  H O U S E  P I L L  NO. 2 5 8  (fcftC)
R e s ®  w rc -«» s

3 I N  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

4 T H I R T E E N T H  L E G I S L A T U R E  - F I R S T  S E S S I O N

5 A  B I L L

6 F o r  a n  A c t  e n t i t l e d :  " A n  A c t  e s t a b l i s h i n g  a s p e c i a l  i n v e s t m e n t  t a x  c r e d i t ;

7 a n d  p r o v i d i n g  f o r  a n  e f f e c t i v e  d a t e . "

8 B E  IT  E N A C T E D  B Y  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

9 * S e c t i o n  1. L E G I S L A T I V E  F I N D I N G S  A N D  I N T E N T .  T h e  l e g i s l a t u r e  f i n d s

10 a n d  d e c l a r e s  t h a t

11 (1) t h e r e  e x i s t  a r e a s  of  t h e  s t a t e  s U M — i f c . t >  i n

12 w h i c h  t h e  f a c t o r s  o f  e s t a b l i s h e d  p o p u l a t i o n  c e n t e r s ,  e s t a b l i s h e d  i n f r a -  

-3 s t r u c t u r e ,  a c c e s s  to i c e - f r e e  p o r t s ,  a n d  s u b s t a n t i a l  u n c o m m i t t e d  r e s e r v e s

14 of n a t u r a l  g a s  c o m b i n e  to p r o v i d e  a n  o p t i m u m  b a s i s  f o r  g a s  p r o c e s s i n g

15 d e v e l o p m e n t  f o r  a n  e x p o r t  m a r k e t ;

16 (2) d e v e l o p m e n t  o f  g a s  p r o c e s s i n g  f a c i l i t i e s  i n  t h e  a r e a s  w i l l

17 m i n i m i z e  a d v e r s e  p o p u l a t i o n  a n d  e n v i r o n m e n t a l  i m p a c t s  o n  t h e  o t h e r  a r e a s  o f

18 t h e  s t a t e ;

19 (3) d e v e l o p m e n t  o f  g a s  p r o c e s s i n g  f a c i l i t i e s  i n  t h e  a r e a s  w i l l

2 0  p r o m o t e  f u l l  a n d  s t a b l e  e m p l o y m e n t ,  p r o m o t e  t h e  c r e a t i o n  o f  e x p o r t  m a r k e t s

21  f o r  t h e  n a t u r a l  e n e r g y  r e s o u r c e s  of  t h e  s t a t e ,  a n d  p r o m o t e  t h e  l o n g - t e r m

22 d e v e l o p m e n t  o f  o t h e r  n a t u r a l  r e s o u r c e s  i n  t h e  s t a t e ;

23 (4) it is i n  t h e  s t a t e w i d e  p u b l i c  i n t e r e s t ,  a n d  is d e c l a r e d  t o

2.4 b e  a p u b l i c  p u r p o s e ,  t o  p r o m o t e  t he p r o s p e r i t y  a n d  g e n e r a l  w e l f a r e  o f  a l l

25  c i t i z e n s  o f  t h e  s t a t e  b y  s t i m u l a t i n g  t h e  d e v e l o p m e n t  o f  g a s  p r o c e s s i n g

26 f a c i l i t i e s  i n  s u c h  a r e a s ;

27 (5) it is f u r t h e r  i n  t h e  s t a t e w i d e  p u b l i c  i n t e r e s t ,  a n d  is

28 d e c l a r e d  to b e  a p u b l i c  p u r p o s e ,  to p r o m o t e  t h e  e x p l o r a t i o n ,  d r i l l i n g  o f

29 w e l l s ,  d e v e l o p m e n t ,  a n d  m i n i n g  of  m i n e r a l s  a n d  o t h e r  n a t u r a l  d e p o s i t s
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1 ( o t h e r  t h a n  o i l  a n d  g a s )  i n  t h e  s t a t e ,  tc a s s i s t  t h e  s t a t e  b y  d i v e r s i f y i n g

2 i ts e c o n o m y ,  t o  m a k e  it l e s s  d e p e n d e n t  o n  o i l  a n d  g a s ,  p r o v i d e  i n c r e a s e d

3 e m p l o y m e n t  o p p o r t u n i t i e s  a n d  p r o v i d e  a n  in'- n t i v e  f o r  i n v e s t m e n t  i n  t h e

A s t a t e ;  a n d

5 (6) t h e  e s t a b l i s h m e n t  o f  a s p e c i a l  i n v e s t m e n t  t a x  c r e d i t  is

6 n e c e s s a r y  in  o r d e r  to  p r o m o t e  a n d  a c c o m p l i s h  t h e  o b j e c t i v e s  l i s t e d  i n  (1) -

7 (5) o f  t h i s  s e c t i o n .

8 *  Sec. 2. A S  A 3 . 2 0 . 0 2 1 ( d )  is a m e n d e d  to r e a d :

9 (d) W h e r e  a c r e d i t  a l l o w e d  u n d e r  t h e  I n t e r n a l  R e v e n u e  C o d e  is

10 a l s o  a l l o w e d  i n  c o m p u t i n g  A l a s k a  i n c o m e  t a x ,  it is l i m i t e d  to  18

11 p e r c e n t  f o r  c o r p o r a t i o n s  o f  t h e  a m o u n t  o f  c r e d i t  d e t e r m i n e d  f o r  f e d -

12 e r a l  i n c o m e  t a x  p u r p o s e s  w h i c h  is a t t r i b u t a b l e  to A l a s k a .  T h i s  l i m i -

13 t a t i o n  s h a l l  n o t  a p p l y  to t h e  c r e d i t s  a l l o w e d  b y  A S  A 3 . 2 0 . 0 3 6 ( j )  a n d

* ̂  * S e c . 3.  AS A 3 . 2 0 . 0 3 6  i s  a m e n d e d  b y  a d d i n g  n e w  s u b s e c t i o n s  t o  r e ^ d

* ( j )  F°r p u r p o s e s  o f  c a l c u l a t i n g  i n c o m e  t a x  p r y a b l  : u n d e r  t h i s

n  c h a p t e r  t h e  t a x p a y e r  m a y  a p p l y  a s  a c r e d i t  a g a i n s t  a t a x  l i a b i l i t y

* ̂  1 0 0  p e r c e n t  o f  t h e  i n v e s t m e n t  i r e d i t  a l l o w e d  a s  t o  f e d e r a l  t a x e s

,c  ̂ u n d e r  I n t e r n a l  R e v e n u e  C o d e  S e c t i o n  3 8  ( 2 6  U . S . C .  3 8  P . L .  8 7 - 8 3 A )

'•A® o n  t h e  f i r s t  $ 5 0 0 , 0 0 0 , 0 0 0  o f  q u a l i f i e d  i n v e s t m e n t  p u t  i n t o  u s e

t h e  s t a t e  f o r  e a c h  t a x a b l e  y e a r  f o r  g a s  p r o c e s s i n g  f a c i l i t i e s ;  

Z"2. t o r  t h e  p u r p o s e s  o f  t h i s  p a r a g r a p h ,  " g a s  p r o c e s s i n g  f a c i l i t i e s "

L.3 m e a n s  p l a n t s  a n d  f a c i l i t i e s  f o r  p r o c e s s i n g  a n y  p r o d u c t ,  o t h e r

t h a n  c r u d e  o i l ,  o f  a n  o i l  o r  g a s  w e l l ,  i n c l u d i n g  b u t  n o t  l i m i t e d  

2*^ t o  l i q u e f i e d  n a t u r a l  g a s ,  m e t h a n o l  a n d  u r e a  p r o c e s s i n g  p l a n t s

a n d  f a c i l i t i e s ,  e x c l u d i n g  a n y  p i p e l i n e s  f r o m  o i l  a n d  g a s  w e l l s  

'2»’7 t o  a n y  p l a n t s  a n d  f a c i l i t i e s .  T h e  a m o u n t  o f  c r e d i t  a l l o w e d

2 5  u n d e r  t h i s  s u b s e c t i o n  s h a l l  n o t  b e  s u b j e c t  t o  t h e  l i m i t a t i o n s

2*1 i m p o s e d  b y  ( b )  o f  t h i s  s e c t i o n ,  b u t  a n y  c r e d i t  w h i c h  i s  a l l o w e d

-  2  -



( u n d e r  t h i s  s u b s e c t i o n  s h a l l  n o t  a l s o  b e  a l l o w e d  u n d e r  ( b )  o f

2  t h i s  s e c t i o n .  N o  c r e d i t  s h a l l  b e  a l l o w e d  u n d e r  t h i s  s u b s e c t i o n

3  f o r  a n y  i n v e s t m e n t  c r e d i t  w h i c h  i s  a l l o w e d  a s  t o  f e d e r a l  t a x e s

^  f o r  l e a s e d  p r o p e r t y  b y  r e a s o n  o f  s e c t i o n  1 6 8 ( f ) ( 8 )  P . L .  9 7 - 3 4

^ ( a . ) o f  t h e  I n t e r n a l  R e v e n u e  C o d e  ( 2 6  U . S . C .  1 6 8 ( f ) ( 8 )  P . L .  9 7 - 3 4 ) .

5 (k) F o r  p u r p o s e s  o f  c a l c u l a t i n g  i n c o m e  t a x  p a y a b l e  u n d e r  t h i s

6 c h a p t e r  t h e  t a x p a y e r  m a y  a p p l y  as a c r e d i t  a g a i n s t  a t a x  l i a b i l i t y  1 0 0

7 p e r c e n t  o f  t h e  i n v e s t m e n t  c r e d i t  a l l o w e d  as  to f e d e r a l  t a x e s  u n d e r

8 I n t e r n a l  R e v e n u e  C o d e  S e c t i o n  38 (26 U . S . C .  38 P.L .  8 7 - 8 3 4 )  o n  t h e

9 f u l l  a m o u n t  o f  q u a l i f i e d  i n v e s t m e n t  p u t  i n t o  u s e  i n  t h e  s t a t e  f o r  e a c h

10 t a x a b l e  y e a r  f o r  e x p l o r a t i o n ,  d r i l l i n g  o f  w e l l s ,  d e v e l o p m e n t ,  o r

11 m i n i n g  o f  t h e  n a t u r a l  d e p o s i t s  l i s t e d  i n  S e c t i o n  6 1 3 ( b )  of t h e

12 I n t e r n a l  R e v e n u e  C o d e  (26 U . S . C .  6 1 3 ( b ) ) ( P . L .  8 9 - 8 0 9  a n d  P.L. 8 8 - 5 7 1 ) ;

13 f o r  t h e  p u r p o s e  o f  t h i s  s u b s e c t i o n ,  " m i n i n g "  h a s  t h e  m e a n i n g  g i v e n  i n

14 S e c t i o n  6 1 3 ( c ) ( 2 )  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  (26 U . S . C .  6 1 3 ( c ) ( 2 )

15 P .L. 8 5 - 8 6 6 ) .  T h e  a m o u n t  of  c r e d i t  a l l o w e d  u n d e r  t h i s  s u b s e c t i o n

16 s h a l l  n o t  b e  s u b j e c t  to t h e  l i m i t a t i o n s  i m p o s e d  b y  (b) o f  t h i s

17 s e c t i o n ,  b u t  a n y  c r e d i t  w h i c h  is a l l o w e d  u n d e r  t h i s  s u b s e c t i o n  s h a l l

18 n o t  a l s o  b e  a l l o w e d  u n d e r  (b) o f  t h i s  s e c t i o n .  C r e d i t  s h a l l  n o t  b e

19 a l l o w e d  u n d e r  t h i s  s u b s e c t i o n  f o r  a n y  i n v e s t m e n t  c r e d i t  w h i c h  is

20 a l l o w e d  as to f e d e r a l  t a x e s  f o r . l e a s e d  p r o p e r t y  b y  r e a s o n  o f  S e c t i o n

2 1  1 6 8 ( f ) ( 8 )  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  (26 U . S . C .  1 6 8 ( f ) ( 8 )  P.L.

22  9 7 - 3 4 ) .

23 * Sec .  4. T h i s  A c t  a p p l i e s  to t a x  y e a r s  b e g i n n i n g  a f t e r  D e c e m b e r  31,

24 1983.

25 * S e c .  £*. T h i s  A c t  i s  r e p e a l e d  D e c e m b e r  3 1  , 1 9 9 3  .

2. 6
* S e c . 6 .  T h i s  A c t  t a k e s  e f f e c t  i m m e d i a t e l y  i n  a c c o r d a n c e  w i t h  

A S .  0 1 . 1 0 . 0 7 0 ( c ) .
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STATE OF ALASKA 

DEPARTMENT OF REVENUE

M E M O R A N D U M

TO: R. D. S t e v en so n

Special Assistant

FROM: Robert R. Kessel

Director, Audit Divisi

DATE: April 26, 1282

RE: "HB 866 am

i o n . $ ^

The bill would su bs ta nt ia ll y expand the Investment Tax Credit

for certain corporations. However, the bill falls short of its

i n t e n d e d  purpose to promote the development of farming, f i sh­

ing, timber and mining and,-in addition, is po te nt ia ll y very 

expensive.

I am not a w a r e' of a n y •stud y- wh ic h supports'the co nc lu si on that 

state income tax credits are a strong encour ag em en t for i n v e s t ­

ment in a pa r t i c u l a r  st< :e. Most studies, in fact, reflect 

that state income taxes nave a low importance ranking when 

in ve st me nt a p p r a i s a l s 'are made. In fact, supply of labor,

financing, marketability, supply of raw materials, etc., are of

the most relevancy.

when a social or 

and not carefully 

whether the propo 

sector. However,

E x p e ri en ce has shown that 

arises, often the first - 

is to use the tax system, 

go ve rn me nt or the private 

solve the social or economic problem. In f 

useful only to those who have income taxes 

and who can therefore make use of the credi 

pay t a x e s -  those with sufficient or no tax 

receive no as si st ance from the tax credit p 

cred it were to cover these groups - the one 

- it must be refundable; i.e., pa i d  by the 

abse nc e of tax liability, and a refundable 

invo lv es direct spending or subsidy.

economic problem 

co ns idered - answer 

sal comes from 

tax credits seldom 

act, tax -credits are 

to pay (profitable) 

ts. H o s e  who d o n ’t 

li ability - thus 

rogram. If a tax 

s who really need it- 

state even in the 

credit realty

It is q u es ti on ab le whether the Federal Investment Tax Credit 

has prov id ed businesses the incentive to make in ve st me nt s and 

w h e t h e r  ';he credit has pr ovided an ac ce le ra to r effect on the 

economy as a whole. .: ' ' •



R. D. Stevenson 2 April 26, 1982

Qu estions that have been asked at the Federal level include:

Does L:.e credit flowythrough-to stockholders in the 

form of dividends ratHferH.ha'n' used for capital.‘e x p e n d i ­

tures? • '4 • wr v  t
Has the credit been us IS'"'for foreign investment rather 

than domestic investment thus exporting more jo bs \ 

o v e r s e a s ?' . ^

\
H’-'S the investment, tax credit actually increased 

investment in capital projects?

These very same questions must be asked if Alaska allows the 

in v e st me nt tax credit to the extent of.HB 866 am.

The extent of the investment tax credit in HB 866 am appears t o 1 

be grossly misunderstood. The bill would al-low the same amount 

of investment tax cred.it as ..is allowed on the Federal return. 

This is in spite of the tremendously large d i f f er en ti als in tax 

li ab il it ie s at the two levels. For.example, if a taxpayer 

invested $ 5 , 0 0 0 , 0 0 0 - in qual if ied investment property with the 

resulting investment credit of $5 00,000 (10%), the Alaskq 

taxable income needed to absorb that amount would be ab out 

$5,400,000. In other words, not a cent of Alaska income tax 

would be paid if the corp or at io n had a .taxable income of 

$5,400,000. Conversely, the Federal tax li ability on that 

amount,, even with the in ve stment tax credit, would be about 

$ 2 , 0 0 0 , 0 0 0

If a corp or at io n invested $5 0, 00 0, 00 0 in qualified property, 

the Alaska taxable income needed to absorb the i n v e s t m e n t  tax 

credit would be in excess of $ 5 0 , 00 0, 00 0 whereas the Federal 

tax liability on the $5 0, 00 0, 00 0 would be about $18,000,000.

Since only profitable companies could utilize the investment 

tax credit, the reduction in Alaska State Income Taxes r e s u l t ­

ing from HB 866 am would increase Federal taxable income by a 

like amount. In essence, up to 46% of what is saved at the 

State level would simply be tr an sf er re d to the F e d e ra l G o v e r n ­

ment in the form of a higher Federal income tax liability.

In addition, Alaska already'has an in ve stment tax credit for 

a l l .industies but limited to 18% of the Federal Tax Credit and 

a f u r t h e r ' limitation of $20,u00,‘000 for qu al if ie d prop er ty 

el ig ib le for the credit. The 18% directs itself to the fact 

that the .tax rates are so different; i.e., m a x i m u m  S t at e rate - 

9.4%, maxi mu m Federal rate - 46%.
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There are more qualified farrae-rb than there is farmland a v a i l ­

able. The additional invest ment -t ax credit would give.the 

existing farmers addition a r ’̂ .ak^ 5'ehe fits but would do little to 

expand ownership to a new ibfiux bf,;.:farmers.

Most timber related companies al'ready have more tax credits and 

ca r r y - o v e r  losses than they can utilize. It is markets that 
are n e e d e d . . - • ■ •

For fisheries, all except bottom fishing appears overly crowded.^ 

That fact is witnessed by the limited entry system controlling 

the harvest of fishery resources. Tax credits would not expanj 

the market nor provide higher prices. . ^

Mining, in general, is a highly capital intensive industry.

The expanded investment tax credit would serve the purpose o 

pr ov id in g almost permanent assurance that no ‘tax would be du 

because of the fifteen year parry-over provision available f 

the investment tax credit.

Finally, the expanded credit, could be very co 

in one instance. If U. S. Borax develops its 

denum mine to the extent publicly indicated, 

credit to that co rp or at io n could be as high a 

(based on investment cost of $1 billion). Wi 

year ca r r y - o v er  prov is io n for the investment 

in ve st me nt tax credit of $ 1 0 0 ,0 00 ,0 00 could e 

following revenue loss to Alaska (assuming U. 

su f f ic ie nt taxable income to absorb):

stly pa rt ic ul ar ly 

Ketchikan Mo'lyb- 

the investment tax 

s $ 1 0 0 , 0 00 ,0 00 

th the fifteen 

tax credit, the 

quate to the 

S. Borax had

•!

Investment Credit applied against tax 

li ability - per current law

$ 1 , 000 , 000,000
x 10% Investment Credit amount 

x 18% currently allowed for Alaska

co rp or at io ns $ 18,000,000

Investment Credit applied against tax 

li ab il it y per this bill •

• . $ 1 , 0 0 0 , 0 0 0 . , 0 0 0

; x 10% : * ",
. . .. • • . •

• • . s * i • *
Net.Loss in Revenue

V : •’ 1 0 0 , 0 0 0 , 0 0 0  

$ 8 2 . 0 0 0 . 0 0 0

-L
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The above assumes that the entire $1 billion would be eligible 

for the investment tax credit,..-: -The. portion actually available 

could vary from 65-100%.

Borax activity will not impa'c-t£t'heimmediate future fiscally 

since production from the KeTcKik.arvmine is not anticipated 

until the la\e 1 9 80 's. r^ : "

•The bill also creates a ca rr y- ba ck problem The investment tax 

credit can be carried back and would affect prior year taxes. 

Therefore, in essence, this bill provides for the potential of 

a refund of'past years, taxes. This potentially creates a c o n ­

stitutional question.

HB 866 am adds a provision not contained in HB 866. It is as 

follows: •

"(K) No Credit shall be allowed under (j.) of this 

section for any investment credit which is allowed as 

to federal taxes foi leased property by reason of 

Section 168(F)(8) of the Internal Revenue Code (26

. U.S.C.. 168(F)(8))." / . ■.'• '
' : . ; . i : * •

One consequence of the A c c e le ra te d Cost Recovery System and 

revisi.ns of the investment tax credit is that many companies 

are'not able currently to use all their tax deductions and 

credits. In considering potential investments, these companies 

are at a competitive disadvan ta ge and can become targets for 

tax-induced takeovers and merges. The Economic Recovery Tax 

Act of 1981 (ERTA) establishes what is referred to as a safe- 

harbor for ch ar acterizing transactions as leases rather than as 

sale. A lease transaction permits the lessee-user of property 

to transfer tax benefits to a l e s s o r - i n v e s t o r , a sale t r a n s ­

action does not. If a l e s s ee -u se r transfers the tax benefits 

back to the lessor, the user receives a significant portion of 

the tax benefits through reduced rental charges.

The new law provides more ease in transf erab il it y and its p r o ­

visions eliminate many of the arguments which often had occurred 

between the taxpayer and IRS. However, the substantive law 

regarding lease transactions has not changed as a result of the 

Economic Recovery Tax Act (ERTA). Procedural law hs ‘changed 

and provides for the ease in t r an sf er ab il it y of the tax benefits 

from lessee to lessor..

Section 2(K) of HB 866 am pr ovides for an un wo rkable a d m i n i s t r a ­

tive process for the De pa rtment of Revenue. The De pa rt me nt 

does not have the staffing to determine i1 the p r e- ER TA Federal
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law provision .would have caused.a lease arrangement to be c o n ­

sidered a sale. The taxpayer..^as under pre-ERTA, would 

obviously class certain tra/ns'acti.ons as a lease rather.t.ian a 

sale and await our challengq.^v'ajs"they previously' did with the 

Federal Government. There for&v^ no ...decrease in the fiscal note 

developed for HB 866 is f o r e s e f ^ a n d ,  if any, w r u l o . b e  i m p o s ­

sible to determine.

•RRK/gb
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S P E C I A L  I N V E S T M E N T  T A X  C R E D I T  L E G I S L A T I O N

)
As  p r o j e c t i o n s  o f  d e c l i n i n g  r e v e n u e  l o o m  in A l a s k a ' s  

n e a r  f ut ure , w e  m u s t  b e g i n  to  d i v e r s i f y  o u r  e c o n o m y  so t h a t  

b o t h  s t a t e  g o v e r n m e n t  a n d  l o c a l  e c o n o m i e s  a r e  n ot  so h e a v i l y  

d e p e n d e n t  on o i l  d e r i v e d  r e v e n u e s .  I h a v e  i n t r o d u c e d  

l e g i s l a t i o n  w h i c h  w o u l d  a c c o m p l i s h  thi s g o a l  b y e s t a b l i s h i n g  

a s p ec ia l i n v e s t m e n t  t a x  c r e d i t .  S u c h  a c r e d i t  w o u l d  a p p l y  

fo r i n v e s t m e n t s  t o d e v e l o p  g a s  p r o c e s s i n g  f a c i l i t i e s  S o u t h  of 

the A r c t i c  C i r c l e  a n d  t o  i n v e s t m e n t s  for e x p l o r a t i o n ,  

d e v e l o p m e n t  a n d  m i n i n g  o f m i n e r a l s  o t h e r  th an  o i l  a n d  g a s  

t h r o u g h o u t  A l a s k a .  A  m a j o r  p r i o r i t y  of b o t h  m y s e l f  a n d  the  

H o u s e  M a j o r i t y  is d i v e r s i f i c a t i o n  of  o u r  e c o n o m y .  I b e l i e v e  

e n a c t m e n t  of  t h i s  l e g i s l a t i o n  w o u l d  go  a lo ng  w a y  t o w a r d s  

a c h i e v i n g  t h a t  goal.

C u r r e n t l y  s t a t e  l aw  l i m i t s  the a m o u n t  of i n v e s t m e n t  t a x  

c r e d i t  (ITC) w h i c h  is a l l o w e d  to c o r p o r a t i o n s  in c o m p u t i n g  

t h ei r A l a s k a  i n c o m e  t a x e s  to  181 of  th e a m o u n t  o f i n v e s t m e n t  

tax  c r e d i t  w h i c h  is a l l o w e d  for f e d e r a l  i n c o m e  ta x p u r p o s e s .  

So w h i le  the  F e d e r a l  I T C  is 109., the  A l a s k a  i n v e s t m e n t  ta x  

c r e d i t  is o n l y  1.8?,. C u r r e n t  law a l s o  l i m i t s  the IT C w h i c h  is 

a l l o w e d  in c o m p u t i n g  A l a s k a  i n c o m e  t a x e s  to the f i r s t  $20 

m i l l i o n  of  q u a l i f i e d  i n v e s t m e n t  p u t  i n t o  u s e  in the s t a t e  for 

e a c h  t a x a b l e  ye ar . T h a t  l i m i t a t i o n  w o u l d  be r e m o v e d  b y  t h i s

T h e A l a s k a  t a x  c r e d i t  w o u l d  o n l y  a p p l y  to i n v e s t m e n t s  

w h i c h  a l s o  q u a l i f y  for the f e d e r a l  c r e d i t .  T h i s  is p r i m a r i l y  

p e r s o n a l  p: o r t y  s u c h  a s t ru ck s,  m a c h i n e r y  an d m a n u f a c t u r i n g  

eq u i p m e n t .
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H i l l  jject f o r e x a m p l e ,  a v e r y  l i m i t e d  a m o u n t  of  th a t

develop.-..-- w o u l d  q u a l i f y  f o r  t h e  t a x  cr e d i t .  B u t  e n o u g h  of 

an i n c e n t i v e  w o u l d  b e  c r e a t e d  to  a t t r a c t  i n d u s t r y  to A l a s k a  

t h a t  c u r r e n t l y  is l a c k i n g .

T h e  p r o m o t i o n  o f  e x p l o r a t i o n ,  d e v e l o p m e n t  a n d  m i n i n g  of  

m i n e r a l s  a n d  o t h e r  n a t u r a l  d e p o s i t s  in th e s t a t e  w i l l  

e n c o u r a g e  d e v e l o p m e n t  o f  A l a s k a ' s  n o n  o i l  an d  gas m i n e r a l  

r e s o u r c e s .  T h i s  l e g i s l a t i o n  w o u l d  a l s o  a c c e l e r a t e  the 

d i v e r s i f i c a t i o n  of  the  s t a t e ' s  e c o n o m y  an d  e m p l o y m e n t  base.

O n e  n e w  a d d i t i o n  to  t h i s  l e g i s l a t i o n ,  no t  i n c l u d e d  in 

the v e r s i o n  w h i c h  p a s s e d  the  H o u s e  l a s t  s e s s io n,  is i n c l u s i o n  

of g a s  p r o c e s s i n g  f a c i l i t i e s .  S o u t h  o f t h e  A r c t i c - C i r c l e .

T h e r e  are  a r e a s  in A l a s k a  w h e r e  e s t a b l i s h e d  i n f r a s t r u c t u r e ,  

a c c e s s  to ice f r e e  p o r t s  an d  s u b s t a n t i a l  a m o u n t s  of 

u n c o m m i t t e d  r e s e r v e s  of  n a t u r a l  g as  c o m b i n e  to p r o v i d e  g r e a t  

pot ent xd. - for g a s  p r o c e s s i n g  d e v e l o p m e n t  an d  e x p o r t  a c t i v i c v .  

Th e  d e v e l o p m e n t  o f t h e s e  g a s  p r o c e s s i n g  f a c i l i t i e s  w i l l  

p r o m o t e  f u l l  and  s t a b l e  e m p l o y m e n t  and  m i n i m i z e  a d v e r s e  

p o p u l a t i o n  an d  e n v i r o n m e n t a l  i m p a c t s .

I e x p e c t  th e i m p a c t  on s t a t e  r e v e n u e s  u p o n  e n a c t m e n t  of 

th i s l e g i s l a t i o n  w o u l d  b e  m i n i m a l .  W h i l e  i n i t i a l l y  t h e re  

w o u l d  be b e  a s l i g h t  lo s s o f r e v e n u e ,  the  l o n g  r a n ge  g o a l  to 

p r o m o t e  i n v e s t m e n t  a n d  d e v e l o p m e n t  w o u l d  ./.crease non 

p e t r o l e u m  r e l a t e d  r e v e n u e  in f u t u r e  ye a r s .  T h e  i n v e s t m e n t  tax 

c r e d i t  is a t e m p o r a r y  ta x r e d u c t i o n  d i r e c t l y  ti e d to 

p r o f i t a b l e  i n v e s t m e n t  t h a t  w i l l  p r o d u c e  i n c r e a s e d  r e v e n u e s  in 

the f u t u r e  A d d i t i o n a l l y ,  i n v e s t m e n t s  in t a r g e t e d  i n d u s t r i e s  

m a y  s u b s t a n t i a l l y  e x p a n d  l o c a l  g o v e r n m e n t s  s a l e s  an d p r o p e r t y  

tax ba se s.  If the P r u d h o e  b a y  c u r v e  is a c c u r a t e ,  and oil 

r e v e n u e s  b e g i n  to d e c l i n e  in th e  la te  1 9 8 0 's, it is o : 

r e s p o n s i b i l i t y  to p l a n  to o f f s e t  t h a t  d e c l i n e .  I am 

c o n f i d e n t  it w i l l  h a v e  t he  s u p p o r t  of th e a d m i n i s t r a t i o n ,  

w h i c h  has  s t a t e d  a d e s i r e  t o r e a c h  t h i s  g o a l  as well.

thi. i s i b i l i t y  s t u d i e s .  U s i n g  t h e  $1 b i l l i o n  Q u a r t z
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exceed 50 p e rcen t  of Uic t a x p a y e r ’!! tax ab le  income from the p roperty  
(computed w i th o u t  a l low ance  fo r  d ep le t ion ) .  Fo r purposes of the 
preced ing sen tence , the  a l low ab le  d educ tion s  taken in to  accoun t with 
respect to expenses  o f m in in g  in com pu t in g  the  taxab le income from 
the p roperty  sha l l  be d ec re a sed  by an  amount equal to so much of 
any gain which (1 ) is t r e a te d  u n de r  sect ion 12*15 ( r e la t in g  to gain 
from d isposit ion o f  c e r ta in  d ep rec iab le  p ro p e r ty )  a s  g a in  f rom  the 
sale or exchange o f p rop e r ty  which is n e i th e r  a cap i ta l  a s s e t  nor 
p roperty  desc r ibed  in sec t ion  1231, a n d  (2) is p rope r ly  allocable to 
the p roperty . In  no case  sha l l  th e  a l low ance fo r  dep le tion u n d e r  sec­
tion G il be less th a n  i t  wou ld  be i f  computed w i thou t  re fe rence to
this section.

(b) P e rc en tag e  d ep le t ion  r a te s .—The  mines, wells , a n d  other 
n a tu ra l  deposits , a nd  th e  pe rcen tag e s ,  r e f e r r e d  to in subsec tion (a) ,
a re  as fo llows:

(1) 27*/z p e rc e n t—oil i n d  g as  wells , V

( 2 ) 2 2  p e rc en t—  .!j
(A ) s u l f u r  an d  u r a n ium ;  and
(B ) i f  f rom  deposi ts  in the  United  S ta l e s—anorthosile 

clay, l a l e r i t ’, and  n ephe li to  syen ite  ( to  the  ex ten t that 
a lum ina  and a lum inum  compounds a re  ex trac ted  therefrom ),’ ’ 
asbes tos , baux ite , ce lc s t i te ,  ch rom ite , co rundum , fluorspar,- 
g raph i te ,  i lm en ite , kyan itc , mica, olivine, q u a r t z  crystals’; 
( rad io  g r a d e ) ,  ru t i le ,  block s te a t i t e  talc , and  zircon, andtr ‘ 
o res o f th e  fo l low ing  m e ta l s :  an t imony , bery llium , bismuth,"], 
cadm ium , cobalt , co lumbium , lead, l i th ium , manganese , mer-y 
cury, nickel, p la t in um  an d  p la t in um  g roup metals , tantalum,** 
tho r ium , tin , t i t a n ium , tung s ten ,  vanad ium , and zinc. * ti

( 3 ) 15 p e rc en t—  "**•
(A) meta l m ines ( i f  p a ra g ra p h  (2) (B ) does no t  apply),} 

rock  a sph a l t ,  and  v c rm ic u l i t c ; and
(B ) i f  n e i th e r  p a r a g r a p h  (2) (B ) ,  (G) o r (G) (B) applies,1*- 

ball clay, ben ton i te ,  c h in a  clay, s a g g e r  clay, a n d  clay used 
o r  so ld fo r use fo r  pu rposes  d ependen t  on its  refractory^;'
p ropc r l ic s .

(4) 10 p e rc en t— asbes to s  ( i f  p a r a g r a p h  (2 ) (B ) docs not ap*y 
p ly ) , b ruc i to , coal, l ign ite , p e r l i te , sodiun. ch lor ide , and vrol*/*' 
ia s ton ite . ViL*

( 5 ) V/2 p e rc e n t—clay  and  sh a le  used o r  cold l o r  use !n th*^; 
m a nu fa c tu re  of s ew e r  pipe o r  brick , and clay, sha le , mid flUtljf;. 
used o r  so ld  f o r  use a s  s in te re d  o r  bu rned  l igh twe igh t
gates . y M t

(G) G p e r  c e n t—
(A ) g rave l , pea t , pumice , sand , scoria , sha le ( cxcepif' 

sh a le  d esc r ib ed  in p a r a g r a p h  (5 ) ) ,  and  s tone , (except atom,
J ill . . ! < nil t ' / ) )  *______ ,___________________________v.

Ch. I NATURAL ItKSO11UCBS— I)BI)WCTIONS 26 §613

(II) c lay  used, o r sold fo r  use, in the m anu fa c tu re  o f 
d ra in a g e  and  roo f ing  tile, f low e r pots, anil k ind red  p rod ­
u c t s ;  and

(C ) i f  from b r ine  w el ls—brom ine , c a lc ium  ch lor ide , and  
m agne s ium  ch lo r ide .

(7 ) 15 p e rc e n t—all o th e r  m in e ra ls  ( in c lud ing , h u t  no t l im ited 
to. ap l i lc , ba r i te ,  borax, ca lc ium  ca rbon a te s ,  d ia tom aceous  e a r th ,  
dolomite , fe ld spa r ,  fu l le r s  e a r th , g a rn e t ,  gilsor.itc, g ran i te ,  l ime­
stone, m agnes i te ,  m a g n c s i im  ca rbona te s ,  m arb le , mollusk she l ls  
( in c lu d in g  c lam  she lls  and  o y s te r  sh e l l s ) ,  phosph a te  rock, 
p o ta sh ,  q u a r tz i t e ,  s la te ,  soaps tone , s tone (u sed  o r  so ld fo r  
u se  by th e  m ine ow ne r  o r  o p e ra to r  as d imension s tone o r  o r n a ­
m en ta l  s ton e ) ,  t h e n r r d i t e ,  t r ipo l i ,  t ro n a ,  an d  ( i f  p a r a g r a p h  ( 2 )
(B )  does not app ly )  baux ite , f lake g raph i te ,  f lu o r sp a r ,  lepidolitc , 
m ica , spodumcnc , a n d  ta lc ,  in c lu d in g  py rophy l l i te ) ,  excep t th a t ,  
un le s s  sold on b id  in  d i r e c t  competi t ion  w ith  a bona fide h id to 
sell a m ine ra l  l is ted in p a r a g r a p h  ( 3 ) , th e  p e rcen tag e  sh a l l  he 
5 p e rc e n t  fo r  a n y  su ch  o th e r  m in e ra l  (o th e r  th a n  s la te  to which 
p a r a g r a p h  (G) app l ie s )  w hen  used, o r  so ld fo r  use, by th e  
m ine ow ne r  o r  o p e ra to r  as  r ip  rap , ballas t , road m a te r ia l ,  
rubble , conc re te  agg reg a te s ,  o r  fo r  s im i l a r  pu rposes . F o r  p u r ­
poses o f  th i s  p a ra g ra p h ,  th e  te rm  "a l l  o th e r  m in e ra l s "  does no t  
in c lu d e—

(A ) soil, sod, d ir t ,  t u r f ,  w a te r ,  o r  m osses ;  o r
(B ) m in e ra ls  f rom  sea  w a te r ,  th e  n ’r, o r  s im i l a r  inex ­

h au s t ib le  sources .

(c )  D e f in i t ion  of g ro s s  income from p rope r ty .— F o r  pu rpose s  of th is  sec t ion—

( 1 ) G ross income from the p rop e r ty .—The te rm  “g ro s s  income 
from  th e  p ro p e r ty "  means, in th e  case  o f a  p ro p e r ty  o th e r  th an  
an oil o r  gas well, the g ro ss  income f rom  m ining .

( 2 ) M in ing .—The  te rm  "m in in g "  inc ludes not merely the ex ­
t ra c t io n  of the ores o r m in e ra ls  f rom  the  g round  h u t  a lso the  
t r e a tm e n t  p rocesses  cons ide red  as m in ii ;  desc r ibed  in p a r a ­
g ra p h  (4 )  (an d  the  t r e a tm e n t  p rocesses  n e ce s s a ry  o r  inc iden ta l  
th e re to ) ,  a nd  so much o f  th e  t r a n s p o r t a t io n  of o res  o r m in e ra ls  
(w h e th e r  o r no t  by common c a r r i e r )  f rom  th e  p o in t  of ex t ra c t io n  
from  the  g round  to th e  p la n t s  o r mills in wh ich  su ch  t r e a tm e n t  
p rocesses a r c  app lied  th e re to  r s  is n o t  in excess o f  GO m iles u n ­
less the  S e c re ta ry  o r  h is  d e ’-„*gate f ind s  t h a t  th e  phys ica l and  
o th e r  req u i rem en ts  a re  su ch  t h a t  th e  o re  n r  m ine ra l  m u s t  he 
t r a n sp o r t e d  a g r e a t e r  d is ta n c e  to su ch  p la n ts  or mills.

(3) E x tr a c t io n  o f I he o res  o r m in e ra ls  f rom  the  g round .—The 
te rm  "ex t ra c t io n  o f the o re s  o r  m in e ra l s  f rom  the g ro u nd "  in ­
c ludes the  ex t ra c t io n  by m ine ow ners  o r  o p e ra to rs  o f  o res o r  mill-
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ln ( I iii imIi I | i (o c-npllnI  I nven t  m r n t  m i d  r im -  
11 i ii iph tin lii ii nn in t no r  n Ih n r e  e i t n i e l e d ,  
e v e n  ( Imiii tl i l in  n i n i i r y  In m ' l n n l l y  I n v e n t ­
e d  In in I m-rit I t l e im n l l .  Id .

W h e r e  I m i m y e r  Imd  lin r i i p l l i i l  I n v en t -  
n ie i i t  In i*lly nw n e i l  K'rnvel q i m r y  m i d  n i l  
e i | i i l | i | i i e n l  mil l i n n e l i l n e r y  l ined In e x t rm :*  
I In n  n f  n i tv r i 'K n le  wnn r e i n n v n l i l e  m i d  wnn 
m i l  Hpee ln l ly  d e n lK n ed .  t i n p n y e r  m t r e e i t  
In l iny l l ie  e l l y  r n y n l t y  nn  t h e  n i tK rek 'n lu  
m i n e d  m i d  k*D i o I t h e  n d v n n l n i t e  o f  linv- 
IiiK t h e  H im r re  n f  n i tK re i t n l e  c lnn e  t o  Itn

tj J112. Ilasls for cost depletion 
S u p p l e m e n t a r y  I n d e x  t o  N o t e s  . 

C o n s t i t u t i o n a l i t y  .\£

•■•innIrtu-lImi p r n j i v t  n t  p r i c e  n i i h n l n n l l n l l ;  
lenn t l i n n  II " 'm i l d  p n v  e l a e w h e r e  nlid 
l i t y p n i e r ' n  r e l i i r n  m i  11 n I n v e n t  i n e n l  nnd 
t h e  e a l r n e l l i i i i  n f  t h e  n i t x r e i r n l e  w nn  rent- 
l i e d  u n i  f r im i  t h e  m ile  n f  t h e  nith tre itnte.  
h u t  l ipu i i  t h e  p r n f l t n .  If n n y .  d e r u e d
f r u m  n l r i i ' l  p n v ln i r  r u i i l r n e t  w l l l i  t h e  e l ty ,
l u n p i i y e r  Imd  e em i i i i i i l e  n d v n n l n i t e  r n t h e r  
l im n  I ' e n n nm i e  l u l e r e n t  m id  t n x p n y e r  wn i  
im t  e n t i t l e d  I n  ■'epleth in d e d n c t lm i .  I t l i -  
n l e r  A M e M i i r r y  C». v. I). S.,  I t .C .W yo .
1H72. .712 K .H u pp .  4.72. •

n e c e n n n r y  l i im tnenn e i p c u n ' n .  C n n e v  v .  II. 
■S.. 1H72, 45D [ ' . 2d  4115, IIIK C t .C I .  2.72,

C u r p u r n l e  t n x p n y e r  w l io n o  p r l n e l p n j  
Inm ln rnH  n c t l v l t y  c un n ln t i n l  a (  n r i | u l n l t l o n ,  
o w n e r s h i p  m i d  i n n n n i t e i i i c i i t  o f  n u r f n e e  
Inud i i  m m  c u l l  t h e r e u n d e r .  In e nm pu t l i i i {  
m id  d e t e r m i n i n g  Itn d e d u c t i o n  f o r  d e p l e ­
t i o n ,  s h o u l d  h a v e  h r c n  n l l o w e d  t o  e q n l t n .  
l i ly  a p p o r t i o n  a c t u a l  c en t  h c tw c o u  Imul 
i i v e r l y l n i f  c o a l ,  n n d  r e m a i n d e r  o f  f a r m ­
l a n d  f o r  w h i c h  t n x p n y e r  wnn  r e q u i r e d  to 
im y  p r e m l m u  p r i c e  In o r d e r  t o  x c q t i l r o  
r i g h t  t o  s t r i p  n e r en  u n d e r  w h i c h  I h e r a  
w nn  c o a l ,  n l l f i a u n 'h  t a x p n y e r  h a d  h u r d e n  
n f  c s t n l i l l s h l n g  h y  c o m p e t e n t  e v l d e n e o  
p r o p o r l l o u n t o  c u n t  o r  v a l u e  o f  e a c h  p o r ­
t i o n  n t  t h e  l a n d  an o f  d a t o  o f  p i i r c h s n e .  
I l e n v c r  D a r n  Cnn l  Co .  v. U. H„ C .A .K y .  
lltdfl, 370 r . 2 d  414.

I n  p s y l n g  M l m i e i o i s  a d  v a l o r e m  l a x e a  
a n d  t n x e u  o n  r o y n l l e ' n ,  t n x p n y e r - c o r p o -  
r a t i o n  w h i c h  w n n  l e n n e i  o f  m l n e r n l  p r o p -  
e r l l e n  I n  f n c t  d e f r n y i  .1 nn  n h l l t f a t l n n  of 
t l i u  l e nn o r ,  no  t h a t  n u c h  t n x e n  w o r n  a 
p a r t  o f  t h e  r e n t  o r  r o y n l l l c n  a n d  c o n s e -
? u c n t l y  w e r e  d e d u c t  h i e  f r o m  t h o  l inao 

n r  r o m p i i t i i l l u n  o f  d e p l e t i o n  a l l n w n n e o  
h y  loanee  I n x p n y c r - c o r p o r n U n n .  I). S. 
-Steel C o r p .  v. U. S.,  D .C .N .V . IW T ,  270 K. 
.Sunn . 25.7. a f f i r m e d  445 | r .2 d  520. c e r t i o r a r i  
d e n i e d  V i H.Ct.  1110. IMI, 4U5 U .8.  017. .70 
l. . lCd.2i l 7W1.

Vi. C o n s t i t u t i o n a l i t y
T l l l a  v e i ' l ln n  a n d  r e g u l a t i o n  d e n h l i g  

w i t h  c o a t  n r  a i i h a t l t u t e d  l i s s l s  t o  h e  u e e d  
III c i i l c n l n t i n g  i l e p l e t l o n  d e d u c t i o n  a v a i l ­
a b l e  In d e t e r m i n i n g  e h a r l l n h l c  o r i r m i lm -  
t l u n ' a  n e t  I n v e a tm e n t  I n c o m e  a r e  n o t  
v i o l a t i v e  o f  U .S .C .A .O onn t .  A m e n d .  Id .
H ea l  h ' o u n d n t l o n  v. U. S..  C .A .Tex . lU77 ,
550 K.2il 550.
I .  D e t e r m i n a t i o n  o f  h  talc.

W h e r e  J u r y  w n a  n i t  i t l v c n  c l i a n e c  to  
d e t e r m i n e  f r o m  c o n f l i c t i n g  t o n t lm n n y  an 
t o  w h e t h e r  nm n l l e v  a l r e  o f  p r e v l o u a  nn len 
o f  m i n e r a l  r i g h t s  r e n d e r e d  t h e m  n o n c o i n -  
p a r a h l e  t o  a a l e a  h y  c lo a e l y  h e l d  c o r p o r a -  
l i n n  t o  Itn s t o c k h o l d e r s ,  n e w  t r i a l  w a n  r e ­
q u i r e d  t n  d e t e r m i n e  c o m p a r a b i l i t y  o f  p r c -  
v l o u a  s p i e s  a a  h a a l a  f o r  v a l u a t i o n .  O r e e u  
v. II. H.. C.A.MIaa.11172, 400 I’.Vd 412.

T a x p a y e r s '  p r n p n r t l n n a l e  a h a r e a  o f  t h e  
m n o r t l x e d  c o a t  o f  n c c c aa  l o g g i n g  r o n d a  
w e r e  e n p l l n l  In u n t u r n  c o i - . s t l t o t l n g  p a r t  
o f  t h e  n d j u a t r d  d e p l e t i o n  h a a l a  o f  t h e  
t i m b e r  n n ld .  t h e r e i n -  r e i l u r l n g  t h o  c a p i t a l
g a i n  d e r i v e d  f r o m  t h e  a a l e  e f  t h e  t im b e r ,
a n d  w e r e  n o t  d e d u e t l h l n  a n  o r d i n a r y  a n d

§ <1 1 1 1 . I’orcontngo depletion
(ft) (icncTftl rule.— In tho cane of tho mlnen, wells, and other natural 

deposits llnteil In nuliRcctloii (b ) ,  tho allowanco for ilepletlon under sec­
tion DU Bhnll ho the percentage, specified In suhsecllon (h ) ,  of tho gross 
Incomo from tho property excluding from such gross Income an amount 
equal to any rentB or royalties paid or Incurred hy the taxpayer In respect 
of tho property. Such allowanco shall not exceed GO percent of tho tax­
payer's taxable Income from tho property (computed without allowance for 
depletion). For purposes of tho precodlng sentence, tho allowablo deduc­
tions taken Into ii'.count with respect to expenses of mining In computing 
tho tnjtnblo liie.omo from thr> properly shall bo decreased by an umount
equal to no much of nny gain which (1 )  Is treated under section 12-10
(rulattng to gain from disposition of certain depreciable property) an or­
dinary Income, nnd ( 2 ) Is properly allocable (o tho property. In no cunn 
slip.U tho allowanco fur duplotlon under section G il ho less than It would bo If computed without roforonco to this - “ctlon.

(b ) Percentage depletion rntivi.— T  , ml unit, wells, nnd othor nnturnl 
tloponlln, ai.d tho percentages, referred to In suhuectlon (n ) urn us follows:

(1 )  2 'J p e rc en t—
(A ) sulphur and uranium ; and
(II ) If fioni deposits In tho United States— anorlhosllo, lay, 

latorlto, and ncpholltn nyonllr (to ll.o extent (lint nlumlna and 
aluminum compounds aro oxtraclud therefrom ), nshestos, baux­
ite, cetesllto, chromite, corundum, fluornpar, graphite, Umenlto, 
kynntto, mica, ollvlno, qunrlz crystals (rnillo grade), riitllv, block 
Btuatlto talc, and zircon, ami ores of the following metals: anil-

••tony, b e r y l l i u m ,  b i s m u th ,  cadmium, c o b a l t ,  c n lu m b l u m ,  lead  
lithium, m a n g a n e s e ,  mercury, m o ly h d c n u m ,  n ic k e l ,  plailnuji 
and platinum g r o u p  metals, tantalum, thorium, tin, titanium 
t u n g B te n ,  v a n a d i u m ,  and zinc.

(2 )  15 percent— if from deposits In the United Slates—
(A ) gold, silver, r-pper, and Iron ore, and
(D ) nil shalo ( except shale described in paragraph (G ) ) .

(II) l-t |H*rcenl—(A ) metal mines (If paragraph (1 )(1 1 ) or (2 )  (A ) docs no
app ly ), rock asphalt, nnd vermlcultte; and

(D ) If paragraph ( 1 ) (D ) .  ( 6 ) .  or ( 6 ) (13) does not apply 
ball clay, bentonite, china clay, sagger clay, and clay tmed o 
sold for use for purposes dependent on Its refractory p r o p e r t i e s

( 4 )  10 jM'rcent— asbestos (If paragraph (1 )  ( U ) does not apply) 
brucltc, coal, lignite, perlite, sodium chloride, and wollastonlte.

(f>) 7 )4  percent— clay and shalo used or sold for use In the man 
ufacture of sewer pipe or brick, and clay, shale, and slate used or ooh 
for use as sintered or burned lightweight aggregates.

(II) 5  percent—
(A ) gravel, peat, pumice, sand, scoria, shalo (except shah 

described In paragraph ( 2 ) (D ) or ( 6 ) ) ,  and atone cxcert ston 
described In paragraph ( 7 ) ) ;

(D ) clay used, or sold for use, In the manufacture of di. In
ago and roofing tile, flower pots, and kindred products; a 'i

(C ) If from brlno wells— bromine, calcium chloride, r.n 
magnesium chloride.

(7 )  14 percent— all other minerals, Including, but not limited >. 
aplllo, barite, borax, calcium carbonates, dlutomacoous earth, dulo 
milo, feldspar, fullers earth, garnet, gllsonlte, granite, llmestoni 
magnesite, magnesium carbonates, marble, molluak Bhclls (Including 
clam shells nnd oyaler shells), phosphate rock, potash, quartzID
slate, boapstone, stone (used or sold for use by tho mine owner o
opera.or an dimension stono or ornamo-tal stone), thenardlto, trlpoll 
trona, and (If pnragraph ( 1 ) ( 1 1 ) ti -es not apply) bauxite, flak 
graphite, fluorspar, lepldollte, mica, spodumeno, and talc (Incliidlu 
pyropbylllto), except that, unless sold on bid In direct competllloi 
with r. bona (Ida bid (o sell a mineral listed In paragraph (.7 ), th 
percentage Hhnll bo 6 percent for any such other mineral (other thni 
olato to which paragraph (G ) applies) when used, or sold for us. 
by tho mlno owner or operator as rip rap, ballast, road materia- 
rubble concreto aggregates, or for Bltnllar purposes. For purpose 
of thlB pnragraph, tho term "all other mlnorals" docs not Include- 

(A ) soil, soil, dirt, turf, water, or mosses;
(II ) minerals from sea -a ,.ter, tho air, or sim ilar tuoxbuustlhl 

sources; or
(C ) oil nnd gnn wolls.

For tho purposes of this suhsecllon, minerals (other than sodium chloride 
extracted from brines pumped from n saline perennial lake within III 
United Slates shall not bo considered minerals from nn InoxhaunUhl
nourco.(c ) Definition of gross Income from properly.— For purposes of I It I 
section—( 1 ) (irons income from tho reporty.— Tho term "gross tnconi 

from the property" means, In tho case of properly other than a- 
oil or giis well ar.il other than a  geothermal deposit, the gross liicnm> 
from mining'.



Cook  In le t  R e g i o n ,  I n c .  s u p p o r t s  p a s s age  o f  the  a t t a ch ed  in v e s tm en t  t a x  c r e d i t  
l e g i s l a t i o n  b e c a u s e  we b e l i e v e :

F i r s t ,  t h a t  th e  b i l l  wil l  e n c o u r a g e  c r i t i c a l  a dd i t i o n a l  i n v e s tm en t s  in to  the  
S t a te  o f  A l a s k a ' s  m in ing  i n d u s t r i e s .  B y  e n c o u r a g i n g  i n v e s tm en t  in th i s
p r e s e n t l y  m a rg in a l  i n d u s t r y  t h r o u g h  a t e m p o r a r y  t a x  d e c r e a s e  the  S t a t e  is 
e n c o u r a g i n g  th e  p r i v a t e  s e c t o r  to a cc e l e r a te  the  d i v e r s i f i c a t i o n  o f  the
S t a t e ' s  e c on om y  a n d  em p lo ymen t  b a s e .

S e c o n d ,  we b e l i e v e  p a s s a g e  o f  th is  bi l l  s e n d s  a c l e a r  po l i c y  s ign a l  t h a t  the 
S ta te  is i n t e r e s t e d  in p a r t i c i p a t i n g  and  e n c o u r a g in g  the m in ing i n d u s t r y  b y  
r ew o r d i n g  s u c c e s s f u l  c ap i t a l  i n v e s tm en t  in the  S t a te .

Some o f  the  most  common q u e s t i o n s  a s k e d  r e g a r d i n g  an i n v e s tm en t  t a x  c r e d i t  in 
the  S t a te  a r e  a n sw e r e d  as f o l l ow s :

WHO Q U A L I F I E S  FO R  T H E _ T AX C R E D I T ?

Al l  c o r p o r a t i o n s  p a y in g  A la s k a  c o r p o r a t e  income ta x e s  to the  S ta te  c ou ld  u t i l i z e
the spec ia l  t a x  c r e d i t  to  th e  e x t e n t  t h e y  in v e s t  in q u a l i f i e d  i n v e s tm en t  tax
p r o p e r t y  in the  m in ing i n d u s t r y .

WHAT IS ' 'QUA L I F I ED I INVESTM E N T  T A X P R O P E R T Y ? "

Q ua l i f i e d  in v e s tm en t  t a x  p r o p e r t y  is p r im a r i l y  t a n g ib l e  p e r s o n a l  p r o p e r t v ,  i . e . ,  
t r u c k s ,  m a n u f a c t u r i n g  e q u i p m e n t ,  e t c .  It doe s  no t  i n c lud e  r o a d s ,  b u i l d i n g s ,  
mine s i t e s ,  f e a s i b i l i t y  s t u d i e s ,  o v e r h e a d ,  e tc .  In a d e v e lo pm en t  p r o j e c t  the 
amoun t  o f  q u a l i f y i n g  p r o p e r t y  wil l  o n l y  be a p a r t  o f  tne  tota l  i n v e s tm en t  in the  
p r o j e c t .



HOW IS THE IN V ESTM EN T  TA X  C R E D I T  CO M PUTED ?

F i r s t ,  the  amoun t  o f  th e  ac tu a l  i n v e s tm en t  in q u a l i f y i n g  p r o p e r t y  b y  a 
c o r p o r a t i o n  is d e t e rm i n e d .  T h e n  the  p r o p e r t y  is g r o u p e d  by  u s e f u l  l i v e s  and  
th e  fo l l ow ing  p e r c e n t a g e s  a r e  m u l t i p l i e d  t imes the  p r o p e r t y  b a s i s :

0 to 3 Y e a r s  - 0 -
3 to 5 Y e a r s  - 1 / 3 -
5 to V Y e a r s  - 2 / 3 -
E xce s s  o f  7 Y e a r s  — Al 1—

T h e  r e s u l t  is th en  m u l t i p l i e d  b y  10§> to d e t e rm in e  the  tax  c r e d i t .

F o r  e x am p le ,  i f  a $ 1 0 , 0 0 0  t r u c k  h a v in g  a 6 - y e a r  u s e f u l  l i f e  was p u r c h a s e d  and
u s e d  in a m in ing p r o j e c t ,  $ 6 , 6 6 7  o f  the  b a s i s  w ou ld  n u a l i f y  and the  amoun t  o f  
th e  c r e d i t  wou ld  be $ 667 .  T h e  $667 • ; ou ld t h en  be u s ed  to r e d uc e  the  c o r p o r a t e  
income tax  due  on th e  c om p an y ' s  p r o f i t s .

WHAT IMPACT WOULD T H I S  B I L L  HAVE ON P R O JE C T IO N S  OF S T A T E
R E V E N U E S ?

Th e  bi l l  s h o u ld  h a v e  a v e r y  minimal impact  on  c u r r e n t  p r o j e c t i o n s  o f  S ta te
r e v e n u e s .  At p r e s e n t ,  o n l y  minima l am oun t s  a r e  be ing  i n v e s t e d  in the  min ing 
i n d u s t r y  b y  tax  p a y in g  c o r p o r a t i o n s .  I f  t he  p a s s a g e  o f  th i s  b i l l  s u c c e ed s  in i t s
i n t e n d ed  pu rpo -  e o f  i n c r e a s i n g  the  i n v e s tm en t  in the se  r e s o u r c e s ,  the  f i sca l
impact  on S ta te  r e v e n u e s  o f  the  b i l l  s h o u ld  be p o s i t i v e  r a t h e r  th an  n e g a t i v e .  
A d d i t i o n a l l y ,  i n v e s tm e n t s  in the  m in ing i n d u s t r y  c ou ld  s u b s t a n t i a l l y  e x p a n d  local 
g o v e r n m en t s '  sa le s  a n d  p r o p e r t y  t a x  b a s e s .

WON 'T  THE S T A T E  LOSE  S 8 ? , 0 0 0 , 0 00 A LONE  _ O N _  THE  U . S .  B O R A X
D E V E LOPMENT?

C e r t a i n l y  n o t .  T h i s  e r r o n e o u s  c a l c u l a t i o n ,  wh ich  was r a i s ed  c o n c e r n i n g  a 
s im i la r  b i l l  l as t  y e a r ,  was made b y  a s s um in g  a l l  o f  U . S .  B o r a x ' s  p r o p o s e d  one
b i l l i o n  d o l l a r  i n v e s tm en t  w ou ld  f u l l y  q u a l i f y  f o r  the  tax  c r e d i t .  O b v i o u s l y  the
s u b s t a n t i a l  p o r t i o n  o f  U . S .  B o r a x ' s  i n v e s tm e n t  wil l  be  f o r  n o n - q u a l i f y i n g  
p r o p e r t y  such  as  r o a d s ,  b u i l d i n g s ,  h o u s i n g  a nd  the  mine d e v e lo pm en t  i t s e l f .

- 2 -



O n ly  a I!, itc-d am oun t  wi l l  be  e x p e n d e d  on ‘.he ac tu a l  min ing equ ipm en t  wh ich  
wou ld  q u a l i f y  f o r  th e  spec ia l  i n v e s tm e n t  t a x  c r e d i t .

ISN 'T  T H I S  B I L L  J U S T  A N O T H E R  S U B S I D Y  TO  A S P E C IA L  I N T E R E S T ?

Th e  in v e s tm en t  t a x  c r e d i t  is n o t  a S u o s i d y  b u t  r a t 1 a t e m p o r a r y  t a x  
r e d u c t i o n  d i r e c t l y  t ied  to p r o f i t a b l e  i n v e s tm e n t .  T h e  impact  o f  the  b i l l  is 
b e y o nd  a n y  spec ia l  i n t e r e s t  b e c a u s e  o f  t h e  b r o a d  impact  it h o p e f u l l y  wil l  h a v e  
on i n d u s t r i e s  t h a t  a r e  S t a t ew id e .

WHY IS C I R I  SO IN T E R E S T E D  IN THE. PA SSAGE  OF T H I S  B I L L ?

C I R I ' s  i ' t e r e s t  in p a s s a g e  o f  t h i s  b i l l  is d i r e c t l y  r e l a t e d  to the  c om pan y ' s  
e x p e r i e n c e s  in a t t em p t i n g  to d e v e l o p  i t s  n a t u r a l  r e s o u r c e  base  in c lu d in g  B e lu g a  
c oa l ,  S e ld o v i a  c h r om e  a nd  o t h e r  h a r d r o c k  p o s s i b i l i t i e s .  When ANCSA  p a s s e d  in 
1971 t h e r e  was g r e a t  op t im ism  a b o u t  r e l e a s i n g  the  " g r e a t  w e a l t h "  he ld  b y  the  
Nat ive  l a n d s  to the  R eg i on a l  C o r p o r a t i o n s ,  the  s t o c k h o l d e r s  and  i n d i r e c t l y  to 
the  Sta td e c o n om y .  T o  d a t e ,  to th e  b e s t  o f  o u r  k n ow l e d g e ,  t h e r e  is no t  one  
ma jo r  s u b s u r f a c e  e s t a t e  d e v e l o p m en t  u n d e rw a y  on Na t ive  l a n d s .  Th e  p r im a r y  
r e a s o n s  f o r  th i s  a r e :

1 . the  d e l a y  in t r a n s f e r  o f  t h e  l a n d s .
2 .  the  l ong  lead t imes  n e c e s s a r y  to loca te  and  d e v e l o p  m ine ra l  p o p e r t i e s .
3 . the  c o s t l y  i n f r a s t r u c t u r e  r e q u i r e d  and  the  d e c l i n e  in metal  p r i c e s .

the  l ack  o f  a d e q u a t e  c ap i t a l  b y  the  Na t i v e  C o r p o r a t i o n s  f o r  the  t r em e n d o u s  
i n v e s tm en t s  r e q u i r e d ,  a n d  t h e r e f o r e  the  need  to loca te  and  n eg o t i a t e  m a jo r  
j o in t  v e n t u r e  p a r t n e r s  w i th  the  e x p e r t i s e  a nd  cap i t a l  n e c e s s a r y .

Th i s  b i l l  a s s i s t s  in o v e r c om in g  some o f  the  p r o b l em s  with a t t r a c t i n g  cap i t a l  and  
coi z inc ing j o in t  v e n t u r e  p a r t n e r s  o f  th e  p o s i t i v e  S ta te  p o l i c y  t ow a r d s  
d e v e l o pm en t .

WON'T AN IN V ESTM EN T  D E C IS IO N  BE MADE I R R E G A R P L E S S  OF A TA X  
C R E D I T ?

Th i s  is an academ ic  a r g u m e n t  t h a t  has  been  d e b a t e d  f o r  tw en ty  y e a r s  s in c e  
John  F .  K e n n e d y  i n t r o d u c e d  th e  f i r s t  i n v e s tm en t  t a x  c r e d i t  i r  1961 .  Sine- :  t h a t

- 3 -



t ime the  in v e s tm en t  t a x  c r e d i t  has  been  e x p a n d e d  and  u sed  on a F e d e r a l  t a x  
b a s i s  to  e n c o u r a g e  i n v e s tm e n t  in

( 1 )  H i s t o r i c a l  b u i l d i n g s  r e h a b i l i t a t i o n
( 2 )  B u s i n e s s  e n e r g y  s a v i n g  d e v i c e s
( 3 )  R e s e a r c h  fa c i l i t i e s
( 4 )  S i n g l e  p u r p o s e  a g r i c u l t u r e  s t r u c t u r e s
( 5 )  P o l l u t i o n  c o n t r o l  f a c i l i t i e s

C u r r e n t l y  d i s c u s s i o n  is u n d e rw a y  to e x t e n d  the  in v e s tm en t  t a x  c r e d i t  to 
r e h a b i l i t a t i o n  o f  the  c e n t r a l  b u s i n e s s  c o r e  o f  many o f  Amer ica 's  l a r g e r  c i t i e s .  
B a s ed  on the  c o n t i n u ed  e x p a n s i o n  o f  the  t a x  c r e d i t ,  it  is r e a s o n ab l e  to c on c lu d e  
tha t  the  in v e s tm en t  t a x  c r e d i t  is an e f f e c t i v e  too l  to e n c o u r a g e  add i t i o n a l  
i n v e s tm en t  in t a r g e t e d  a r e a s .



H O U S E  L A B O R  A N D  C O M M E R C E  C O M M I T T E E  

T E S T I M O N Y  O F  D A V E  H E A T W O L E  

f or
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A p r i l  5, 1 9 8 3

M y  n a m e  is D a v e  H e a t w o l e  a n d  I a m  h e r e  t o  r e p r e s e n t  A l a s k a ' s  m i n i n g

i n d u s t r y .  I a m  C h a i r m a n  o f  t h e  S t a t e  O v e r s i g h t  C o m m i t t e e  o f  t h e  A l a s k a  

M i n e r s  A s s o c i a t i o n ,  r e p r e s e n t i n g  s o m e  1 , 6 0 0  m i n e r s  f r o m  l a r g e  a n d  s m a l l  

c o m p a n i e s ,  a n d  I h a v e  s p e n t  m y  e n t i r e  p r o f e s s i o n a l  c a r e e r  in t h e  m i n i n g  

i n d u s t r y .

I b e l i e v e  a l l  o f  y o u  c a n  a g r e e  w i t h  m e  t h a t  m o s t  A l a s k a n s  a r e  v e r y  

c o n c e r n e d  a b o u t  b r o a d e n i n g  o u t  s t a t e ' s  e c o n o m i c  b a s e .  W h y  a r e  w e  s o  

d e p e n d e n t  u p o n  o i l  r e v e n u e s ?  W h a t  a r e  w e  g o i n g  t o  d o  w h e n  t h e  o il r u n s  

o u t ? ,  a r e  q u e s t i o n s  f r e q u e n t l y  a s k e d  b y  A l a s k a n  p u b l i c  f o r u m s  I W h a t  I 

w o u l d  l i k e  t o  d o  t o d a y  is g i v e  y o u  s o m e  i d e a  w h a t  t h e  f u t u r e  m i n i n g  

i n d u s t r y  c o u l d  d o  f or A l a s k a ' s  e c o n o m y  a n d  t e l l  y o u  w h y  H o u s e  B i l l  2 5 8  is 

i m p o r t a n t  t o  s t i m u l a t e  m i n i n g  a c t i v i t y  in o u r  s t a t e .

H i s t o r i c a l l y  m i n i n g  h a s  a l w a y s  b e e n  i m p o r t a n t  t o  A l a s k a  —  T h e  d i s c o v e r y  

o f  g o l d  a t  t h e  t u r n  o f  t h e  c e n t u r y  ..led to  A l a s k a ' s  f i r s t  g r e a t  e c o n o m i c  

b o o m .  H a r d  r o c k  m i n i n g  b e c a m e  a c t i v e  in t h e  e a r l y  1 9 0 0 ' s  w i t h  t h e  

d e v e l o p m e n t  o f  t h e  K e n n e c o t t  a n d  A l a s k a - J u n o a u  m i n e s .  M i n i n g  w a s  t h e

m a i n s t a y  o f  A l a s k a ' s  e c o n o m y  u n t i l  m e n  a n d  m a t e r i a l  r e s t r i c t i o n s  o f  t h e  

s e c o n d  w o r l d  w a r  f o r c e d  t h e  c l o s u r e  o f  A l a s k a  m i n e s .  A f t e r  t h e  w a r

p l a c e r  g o l d  m i n i n g  r e v i v e d  a n d  is a s i g n i f i c a n t  p a r t  o f  A l a s k a ' s  c u r r e n t  

e c o n o m y .  D u r i n g  1 9 8 2 ,  t h e  p l a c e r  m i n i n g  e m p l o y e d  a p p r o x i m a t e l y  3 , 0 0 0  

A l a s k a n s  a n d  c o n t r i b u t e d  a p p r o x i m a t e l y  $ 2 5 0  m i l l i o n  t o  t h e  s t a t e ' s

e c o n o m y .



I n  t h e  l a t e  1 9 6 0 ' s  - e a r l y  7 0 ' s ,  a f e w  m a j o r  m i n i n g  c o m p a n i e s  r e t u r n e d  to 

A l a s k a  to b e g i n  m i n e r a l  e x p l o r a t i o n  p r o g r a m s .  T h e s e  c o m p a n i e s  r e t u r n e d  

t o  A l a s k a  to  b e g i n  m i n e r a l  e x p l o r a t i o n  p r o g r a m s ,  b e c a u s e  f o r e i g n  

e x p r o p r i a t i o n s  a n d  p e n d i n g  d o m e s t i c  m i n e r a l  s h o r t a g e s - m a a e  d o m e s t i c  

m i n e r a l  i n v e s t m e n t s  m u c h  m o r e  a t t r a c t i v e .  A l a s k a  o f f e r e d  t h e  U n i t e d  

S t a t e ' s  l a s t  g r e a t  u n e x p l o r e d  f r o n t i e r .  T h i s  r e c e n t  m i n e r a l  e x p l o r a t i o n  

a c t i v i t y  h a s  p r o d u c e d  a f e w  m a j o r  m i n e r a l  d i s c o v e r i e s  w h i c h  h a v e  

a n n o u n c e d  p l a n s  t o  b e  in  p r o d u c t i o n  b e f o r e  1 9 9 0 :

o  T h e  R e d  D o g  D e p o s i t s  in D e l o n g  M t s . ,  N o r t h  o f  K o t z e b u e  

o  G r e e n ' s  C r e e k  D e p o s i t  o n  A d m i r a l t y  I s l a n d

o  T h e  Q u a r t z  H i l l  D e p o s i t ,  n e a r  K e t c h i k a n

T h e  d e v e l o p m e n t  o f  t h e s e  d e p o s i t s  a n d  o t h e r  k n o w n  o c c u r r e n c e s  c o u l d  

c r e a t e  a s u b s t a n t i a l  a d d i t i o n  t o  A l a s k a ' s  e c o n o m y  —  m i n i n g ,  u n l i k e  o i l ,  

is a v e r y  l a b o r  i n t e n s i v e  b u s i n e s s .  A  m a j o r i t y  o f  t h e  n e w  w e a l t h  c r e a t e d  

w o u l d  s t a y  in t h e  s t a t e  in  t h e  f o r m  o f  w a g e s  a n d  g o o d s  p u r c h a s e d .  J o h n  

W i i t n e y ,  a n o t e d  m i n e r a l  e c o n o m i s t ,  in 1 9 7 9  p r e d i c t e d  t h a t  t h e  

d e v e l o p m e n t  o f  t h e  d e p o s i t s  o f  N W  A l a s k a ,  R e d  D o g  a n d  A m b l e r ,  w o u l d  

c r e a t e  o v e r  1 , 0 0 0  n e w  j o b s  in  A l a s k a  a n d  p r o d u c e  a n n u a l  g r o s s  s a l e s  o n  

t h e  o r d e r  o f  $ 5 7 0  m i l l i o n  ( 1 979 d o l l a r s ) . T h e  A l a s k a  M i n e r s  A s s o c i a t i o n  

p u b l i s h e d  a r e p o r t  l a s t  J u l y  w h i c h  p r e d i c t e d ,  t h a t  g i v e n  t h e  p r o p e r  

c o m b i n a t i o n  o f  w o r l d  m e t a l  p r i c e s ,  A l a s k a  i n v e s t m e n t  c l i m a t e  a n d  

i n f r a s t r u c t u r e  d e v e l o p m e n t ,  A l a s k a ' s  m a j o r  m i n i n g  i n d u s t r y ,  c o u l d  b y  t h e  

y e a r  2 0 0 0  p r o v i d e  6 , 0 0 0  n e w  j o b s  a n d  a d d  a n  e s t i m a t e d  3 . 0  b i l l i o n  to  

A l a s k a ' s  e c o n o m y .



I b e l i e v e  t h e s e  s t u d i e s  i n d i c a t e  t h a t  m i n i n g  h a s  t h e  p o t e n t i a l  to 

s i g n i f i c a n t l y  i m p a c t  A l a s k a ' s  f u t u r e  e c o n o m y .

T h e  d e v e l o p m e n t  o f  m a j o r  m i n i n g ,  d e p e n d s  o n  t w o  f a c t o r s  w h i c h  i n v o l v e  

s t a t e  g o v e r n m e n t .

1. A v a i l a b i l i t y  o f  i n f r a s t r u c t u r e .

2. A  s t a b l e  i n v e s t m e n t  c l i m a t e

I a m  n o t  g o i n g  t o  d i s c u s s  i n f r a s t r u c t u r e  t o d a y ,  s u f f i c e  to  s a y  it is of  

e q u a l  i m p o r t a n c e  t o  i n v e s t m e n t  c l i m a t e .

I n  o r d e r  t o  b e  d e v e l o p e d ,  A l a s k a n  m i n e r a l  d e p o s i t s  a r e  g o i n g  to h a v e  to 

c o m p e t e  o n  a w o r l d - w i d e  b a s i s .  M e t a l s  p r o d u c e d  in  A l a s k a  a r e  g o i n g  t o  be 

s o l d  a t  t h e  s a m e  p r i c e  as  t h o s e  p r o d u c e d  in W e s t e r n  U . S . ,  S o u t h  A m e r i c a ,  

o r  S o u t h  A f r i c a .  T o  b e  c o m p e t i t i v e ,  A l a s k a ' s  c o s t s  o f  productio.. m u s t  be 

c o m p a r a b l e .  F o r t u n a t e l y ,  n a t u r e  h a s  g i v e n  A l a s k a  s o m e  h i g h  g r a d e  

d e p o s i t s ,  w h i c h  w i l l  h e l p  kr.ep t h e m  c o m p e t i t i v e ,  b u t  A l a s k a n  c o s t s  are 

h i g h .

B y  a l l o w i n g  i n v e s t o r s  t o  r e c o u p  t h e i r  r i s k  c a p i t a l  q u i c k e r  the i n v e s t m e n t  

t a x  c r e d i t s  p r o p o s e d  in H o u s e  B i l l  2 5 8  . w i l l  h e l p  k e e p  t he c o s t s  of  

A l a s k a n  m i n e r a l  d e v e l o p m e n t  c o m p e t i t i v e .  B u t  m o r e  i m p o r t a n t l y ,  e n a c t m e n t  

o f  H o u s e  B i l l  2 5 8  w i l l  s e n d  a s t r o n g  s i g n a l  t o  o u t s i d e  i n v e s t o r s  t h a t  the 

S t a t e  o f  A l a s k a  is s e r i o u s  a b o u t  d e v e l o p i n g  its m i n e r a l  i n d u s t r y  by 

p r o v i d i n g  i n c e n t i v e s  f o r  i n v e s t m e n t .

A s  s t a t e d  in t h e  a t t a c h e d  l e t t e r  to  S p e a k e r  H a y e s ,  H o u s e  B i l l  2 5 8  s h o u l d  

b e  c o n s i d e r e d  a n  i n c o m e  p r o d u c i n g  b i l l .  T h e  i m m e d i a t e  c o s t  o f  e n a c t m e n t  

is v e r y  s m a l l ,  b u t  p o t e n t i a l  i m p a c t  o n  t h e  A l a s k a ' s  f u t u r e  e c o n o m y  is 

q u i t e  s u b s t a n t i a l .  F o r  a d i v e r s i f i e d  e c o n o m y  in  A l a s k a ,  I u r g e  y o u  to 

p a s s  t h i s  b i l l .
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R e p r e s e n t a t i v e  J o e  L. H a y e s  

S p e a k e r  of  t h e  H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e  

P o u c h  V
J u n e a u ,  A l a s k a  9 9 8 1 1  

D e a r  R e p r e s e n t a t i v e  H a y e s :

T h e  S t a t e w i d e  B o a r d  of D i r e c t o r s  of th e  A l a s k a  M i n e r s  A s s o c i a­
ti o n  u n a n i m o u s l y  p a s s e d  the  a t t a c h e d  r e s o l u t i o n  u r g i n g  e n a c t ­
m e n t  of H B - 2 5 8 .  T h e  A l a s k a  M i n e r s  A s s o c i a t i o n  r e p r e s e n t s  
a p p r o x i m a t e l y  1 6 0 0  m i n e r s 'l o c a t e d  t h r o u g h o u t  A l a s k a .

T h e  A l a s k a  M i n e r s  Tissociation b e l i e v e s  t h a t  t h e  i n v e s t m e n t  t a x  
c r e d i t s  p r o p o s e d  in H B - 2 5 8  w i l l  b r o a d e n  A l a s k a ' s  e c o n o m i c  b as e.  
T h e  p e o p l e  of A l a s k a  a r e  c o n c e r n e d  a b o u t  ou r  s t a t e ' s  d e p e n d e n c e  
u p o n  oil r e v e n u e s  a n d  d i v e r s i f i c a t i o n  of o u r  s t a t e ' s  e c o n o m y  is 
v e r y  i m p o r t a n t  f o r  th e l o n g  t e r m  e c o n o m i c  h e a l t h  in A l a s k a .

M a n y  m e m b e r s  of t h e  l e g i s l a t u r e  m a y  b e  h e s i t a n t  t o  c o n s i d e r  a 
t a x  c r e d i t  b i l l  in th e  f a c e  of d e c l i n i n g  oil r e v e n u e s .  H o w e v e r  
H B - 2 5 8  is an i n c o m e '  - p r o d u c i n g  b i l l .  It w i l l  s e n d  a s t r o n g  
s i g n a l  to i n v e s t o r s  t h a t  A l a s k a  is s e r i o u s l y  a t t e m p t i n g  to
a t t r a c t  m i n e r a l  d e v e l o p m e n t  an d  i n c r e a s e  e x p l o r a t i o n  a n d  m i n i n g  
a c t i v i t y .  T h e  e c o n o m i c  b e n e f i t s  a c c r u i n g  to t h e  s t a t e  w i l l  far 
o u t w e i g h  t h e  r e v e n u e s  l o s t  b y  t h e  ta x  c r e d i t .

T h e  i n i t i a l  r e d u c t i o n  in r e v e n u e s  by  m i n e r a l  i n v e s t m e n t  w o u l d
b e  s m a l l ,  l e s s  t h a n  te n m i l l i o n  d o l l a r s  a n n u a l l y .  T h e  t a x
c r e d i t s  w i l l  m a k e  A l a s k a n  m i n e r a l  i n v e s t m e n t s  m o r e  c o m p e t i t i v e  
o n  a w r r l d  w i d e  b a s i s  a n d l e a d  to t h e  e s t a b l i s h m e n t  of a lo n g 
t e r m  h e a l t h y  m i n i n g  i n d u s t r y .

W e  a r e a s k i n g  f o r  y o u r  h e l p  to o b t a i n  p a s s a g e  of t h i s  b i l l  ^ n d 
m a k e  an i n v e s t m e n t  in A l a s k a ' s  lo n g t e r m  e c o n o m i c  f u t u r e .

S i n c e r e l y  y o u r s ,

Pa u l S. G T a v i n o v T c  
P r e s i d e n t

P S G / v d
A t t a c h m e n t
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Whereas  the  A la s k a  Miner 's Assoc ia t i on  des i res  to  f o s t e r  the deve lopmen t  o f  
A laska's  m in e r a l  r e s ou r c e s  and,

Whereas  the  peop le  o f  A la s k a  des ire  to  b roaden the  e conom ic  basis o f  ou r  s ta t e  and,

Whe reas  the  I n ve s tm en t  Tax  C red i t s  p roposed in H B -2 5 8  would p ro v ide  f inanc ia l  
incen t ives  f o r  the d e v e lo pmen t  o f  m ine ra l s  in A la ska  and indicate  the  s t rong suppo r t  
o f  th- r t a t e  o f  A la ska  f o r  a min ing indust ry .

The Boa rd  o f  D i r e c t o r s  he reby  r e s o l v e s  1o urge the G ov e rn o r  o f  A la sk a ,  the 
Speake r  o f  the  A la ska  S t a te  House ,  the P re s iden t  o f  the  A la ska  S ta te  Sena te  and the 
Cha i rpe r son s  o f  House and Sena te  R e s ou rce s  C om m i t t e e  fo r  exped i t i ous  passage o f  
H B -2 5 8 .

App roved  

Fa i rbanks ,  A la ska  

March 2 9 ,  1983
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HB 258, Investment Tax Credit

As was requested, attached are additional materials relating to investment 

tax credits.

Enclosures: "The Investment Tax Credit: An Early Try at Supply-Side

Economics" (Dun's Review, November 1979)

"No big breaks for sma1! business in the tax cuts" (Business 

Week, August 24, 1981)

State Taxation and Economic Development, Summary and Recom­

mendations, by Roger J. Vaughan

"Tax Incentives as a Device for Implementing Government Policy: 

A Comparison With Direct Gcvcrnment Expenditures" (Harvard 

Law Review, February 1970)



How a “Free" Checking 
Account Can Actually 
Lose You $500 a Year

Announce: “ \p.\osion of first 
kink plan in U.S. to allow both 

checks and pay top interest at same time 
Chitaxo—Millions of Americans today 
consider themselves lucky to have a so- 
called “free" checking account. But what 
they don't realize is that many are actu­
ally letting $100, $300, even $500 or more 
in hard cash slip through their fingerE 
every year. This i;. because, although the 
checks are free, their account isn’t earn­
ing them one cent in interest.

But here’s a unique bank plan, the first 
nationwide plan of its kind, thnt not only 
gives you free checks but pays you 
guaranteed m axim um  m te inlerert on all 
the money now lying idle in your 
checkbook. Accounthoidcrs can write 
free checks on credit against the entire 
account while the interest is compounded 
daily.

Like a free checking account that 
puya highest savings nccount interest.
There are no check or service charges, 
and because of it free repayment period, 
the account can lie used just like a com­
pletely free checking account with no 
minimum balance required.

The accounts are exclusive to Citizens 
Bank & Trust Co. in suburban Chicago, a 
bank in the one-third billion dollar class 
with exceptional reserves nnd F.D.I.C. 
insurance. All transactions are by 
postage-free mail.

A bank spokesman reports that people 
with "United Security Accounts" earn as 
much as $HX», $500 or more extra interest 
every year, oven though they can still 
write checks up to their full balance. One 
confidential bank account docs the work 
of both savings and checking.

Although “U.S.A .’’ accounts are now 
held by more than (lO.OOO depositor* in all 
50 states and 37 foreign countries, now 
accounts have only boon available at lim­
ited intervals, mainly to iiersoiiH recom- 
mrndixl by present accounthoidcrs. Now 
the kink says it will release u block of new 
acooont* without th« need for an account- 
holder roeumnr station.

During this limited appliralion fx-riud, 
anyone interested is invited to send, 
without ohligation, fora free kmklct tie- 
scribing the special advantages nf these 
accounts. Tho convenient coupon Mow  
should lx> sent without delay.

F fw it n o o x  l i t  c o u p o n

1 im«m s Hisiff. usa nintiM t-wwrawnw* I '
* CitllMU Pw t A lo u t C* , n»|U llPOl J ' I H r !  fj »«»»•.Ni.bciu {
i mini me my lin Insiktel « it Ii full infer- i
I mall»n on him Ii an use h I iinldl-Siiuritv Aiy- I 
[ •isinl"likeafris't'hi< kinirsri'uiint that .il->rf}T;iy J 
J highestsavingsBvcninil interest. |
I NA.MK
j AlHHtKSS '
{.CITY . HTATK YM' ;
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The Investment Tax Credit: An Early Try 
At ‘Supply-Side’ Economics
“ Q upply-side economics \pa%c 66] is 

O  not as new as many people seem to 
think," explains economist Walter 
Heller. Heller, who was Chairman of  the 
Council o f  Economic Advisers-under 
President John F. Kennedy, is thinking 
back specifically to the early 1960s, 
when he and a task force o f  other lead­
ing economists devised the nation's firs; 
investment lax credit as a way of  stimu­
lating capital spending by American 
business.

The task force was set up during the 
Kennedy campaign o f  1960. (Actually, it 
hud a trial run during Adlui Stevenson’s 
campaign four years earlier.) Its assign­
ment was to draw up an economic posi­
tion paper to implement the candidate’s 
repeated promise to "get America mov­
ing again." One o f  its specific chores was 
to lay out for the liberal Kennedy, a 
pragmatist in matters of taxation, the 
alternatives open to him in carrying out 
his campaign pledge to provide in­
creased incentives for business invest­
ment, and thus give a boost to the entire 
economy.

Heading the task force was Stanley

Surrey, a professor of law at Harvard 
and a longtime specialist on taxation, 
who later became Assistant Secretary' of 
the Treasury under Kennedy. Other 
members included Heller, Professor E. 
Cary Brown of the Massachusetts Insti­
tute o f  TcchnoWgy. whom Heller calls 
“ the real father o f  the investment tax 
credit," Professor Richard Musgrave of 
Harvard and economist Joseph Pech- 
man of the Brookings Institution.

E conom ic  P rob lem s
The alternatives available to this 

high-powered team of experts were 
somewhat limited by the condition of 
the economy. The ciTccLs o f  the reces­
sion of the late 1950s were still lingering, 
and unemployment was high. At the 
same time, Professor Brown recalls, the 
country was in a "balan('--of-paymenls 
panic" because the doliei was soaring 
for die first time since World Wat II. As 
a final caveat, Kennedy let the econo­
mists know that he was determined that 
no budget deficit after he look cilice 
would be bigger than the largest that 
had occurred under President Eisen-

Hallan Atfvr a chackarad hlatory, tha concapt ha naipaa 
it now “firmly ambattfad" !n tha nation's! lax atruclura ol. 70
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hower. As Brown »>bserves: “That left 
very little room for tax deduction.”

A broad tax cut, then, was out. So was 
an casy-money policy, with its potenti­
ally inflationary consequences. But to 
give business a lift, the experts decided, 
there were two viable altcrn;yiveson the 
supply side of the cconofli^One was a 
policy of  accelerated depreciation, 
which would have been an aid to all 
business, old and new.

The other, which the task force even­
tually decided on. was a more specific 
way o f  spurring new capital spending: 
the 1% investment tax credit. For every 
SI million a businessman invested in 
new plant and equipment, he would get 
a lax credit o f  S70.000. This idea was 
quickly supported by both the Treasury, 
then headed by Republican C. Douglas 
Dillon, and the Council o f  Economic 
Advisers.

Still, it took many long months to get 
the proposal through Congress. Even 
Kennedy was skeptical at first. When the 
task force met with him to explain the 
concept of  the credit (a variant of which, 
incidentally, was already in use in some 
Scandinavian countries), his first ques­
tion. Musgrave recalls, was: “ If I give up 
a billion dollars in tax revenue, what 
will it buy for me?”

For a while, that blunt question 
stumped the economists, who had been 
thinking o f  the credit solely in more 
abstract terms of  its impact on the tax 
structure. Eventually, however, they 
Were able to convince Kennedy that the 
credit was a political as well as an eco­
nomic bargain, because it would give the 
Administration “the biggest bang for the 
smallest reduction in taxes.”

The O pposition
However, there was plenty of other 

oppo sition. Labor fought the credit as a 
giveaway to business, arguing instead 
for a general tax cut. “The lubor leaders 
refused to see the credit for what it 
was—an attempt to increase capital per 
worker and thus boost national produc­
tivity,” says Brown.

Some businessmen, too, were unen- 
thusiastic. Several complained that the 
credit was "gimmicky.” They also ar­
gued that while accelerated deprecia­
tion, which most o f  them preferred, 
would presumably be permanent, the 
credit could some day be reduced or 
even taken away. Confides Brown: “ We 
wanted it that way, because we thought 
o f  it as a llcxible countercyclical device.”

At any rate, despite all the objections, 
the Administration rallied enough sup­

port so that the credit finally became law 
as part o f  the Revenue Act o f  1962. It 
was, in fact, the first major tax legisla­
tion passed under the Kennedy Admin­
istration.

Even today, opinions dilTcr as ic how 
effective the investment credit was as an 
incentive, but the task force members 
generally think it did the job  it was 
intended to do. Just as the businessmen 
had predicted, though, the credit did 
become something of  an economic foot­
ball: it was suspended and restored 
twice in subsequent years, as the gov­
ernment attempted to tu rn .  capital 
spending oir and on.

In the past few years, however, the 
prevailing economic view of  the credit 
has changed. Now, says Musgra e, most 
economists have concluded that i, is not 
a practical countercyclical weapon :o be 
used as a sort o f  oir-and-on subsidy to 
business, hut that it is more effective as a 
permanent incentive to business invest­
ment whatever the statc-of the business 
cycle.

And that is just what it is now. by law. 
at an increased rale o f  10%. Today, says 
Heller, the credit, which had such a hard . 
time winning acceptance originally, is J 
“absolutely firmly imbedded" ir, the tax 
structure o f  the land. ’2*81
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!M© big breaks fer small business Bn tne suits
Some key parts of the new tax law will 
deliver a  lot leas than was originally 
expected to one sizable group of busi­
nesses. Small-buRinesa ownere, now 
checking tho tine prin t of the law, are 
finding tha t the r  "V and simplified de­
preciation schedules will do iittle for 
many of them and th a t  the reductions in 
corporate tax rates on incomes of less 
than, $ 1 0 0 ,0 0 0  will amount to no more 
than a  week's ren t for a  typical down­
town store or small service business.

“You have nenriy 14 million business­
es grossing under $ 2  million each, and 
they employ about 58% of the work 
force,” say3  Herbert Liebenson, presi­
dent o f . t h e  National Small Business 
Assn. "They produce 43% of the gross 
national product—but they got only 25% 
to 33% of the  total business tax cut. A 
lot of our people supported this law 
without really understanding i t "  Lieb- 
enson feela tha t "as time passes you’ll 
hear grumblings from the owners of 
more small businesses because the new 
formula for writing off the co3t of plant 
and equipment does little for them.” 
Some 85% to 30% of smnll businesses, 
he points out, are labor-intensive, not 
capital-intensive, especially in retail, 
service, anc construction areas.

William Barth, Bmnll-buainoss spe­
cialist a t  Arthur Andersen A Co., the 
Big Sight accountants, explains how a 
small-businesH owner can become frus­
trated ’'when he in confronted with the 
numbers.” He citca tho example of a  
small company th a t  buys equipment 
next year for $10,000. Under tho new 
law, the first-year write-off on thin in­
vestment totals $7,000, or $3,400 more 
than under tho old depreciation sched­
ules. Barth points out, “if the
buainciis in in the lowest cot orato tax 
brack'd, where tho tax  ra ta is changing 
to 16%, the tax saving from tho addi­
tional depreciation will bo only $544." 
Further, if the company borrowed tho 
$ 1 0 ,0 0 0  to buy the equipment, it will 
probably bo paying a t  leant 2 0 % Inter­
est, and the loan cost for tho first year 
will ho $2,000. Thun, under tho new tax 
law, tho $544 saving represents only 
27% of tho cost of the loan. _ y  
Ho motivation. “A tax deduction rnOans 
much more to a  larger company tha t can 
save up to 46t on tho do lla r ," 'Barth  
notes. "Tho 16* saving simply Isn’t  
enough to motivate a smull-buniness 
owner to buy new equipment." Several 
small-bus. ness o rgan izations, Ba r th  
adds, ;uid»*d f»>r a $25,000-a-year equip- 
m*n’ ..Mto-oir nhi. vance, tiut Congress 
cu. this bark to $MKW through 1383,

scaling i t  op to $7,500 in 1984-85 and vo 
$10,000 thereafter. Had the larger allow­
ance survived, Barth nays, “it would 
have materially helped 90% c f  all omall 
businesses." He notes th a t  "paper-thin 
tax cuts save a  omall huniiiess cnly tho 
difference between $27,COO and $26,500 
on $ 1 0 0 ,0 0 0  r/( laxabie income."

By their nature, many small business­
es will gain no direct benefit a t  all from 
the new depreciation jchedulcs, which 
aro clearly aimed a t  rewarding compa­
nies th a t  invest heavily in capital goods. 
For example, the re is no change in tho

encourage -pecial equ ipmen t- leas ing- 
deals. These rules, in effect, pe rm it"a"  
company to ren t capital assets instead of 
buying them while a t  the  same time 
gaining a t  leant pa rt cf the tax benefits 
normally accruing to buyers. The law 
shifts the normal tax advantage of buy­
ing to the lessor with the hope th a t  the 
lessor, in turn, will agree to lower rental 
payments from tho tenan t or lessee. 
Htrctor bargain#. But wha t first looks like 
a  break for small or cash-short compa­
nies may, in fact, be of little benefit to 
them. Leon Nad, tax director of Price

M o w  t h e  n e w  i a x  J a w  

s h o r t e n s  d e p r e c i a t i o n  J i v e s
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three-year write-off period applied to 
autos and light trucks—usually very hn- 
l>ortnnt. inventmento for small retail and 
service businesses—although the  invest­
ment tax credit on these vehicles was 
rained to 6 % from 341%.

As Bruno Mauer, n Milwaukee whole­
saler of metal tools, boa discovered, “this 
law ready doesn't help iis.[\vbi)ioaa!ers] 
a t  all." Manor explains th a t  his con nin­
ny’s  investment i i imiiiiiy in inventories 
and accounts receivable, which total 
more than  $4 million. H is company has 
only 39rt0,0il() invented in p lant and 
equipment. “This sort of relationship in 
truu in most wholesale llneH," he adds.

Because the added writc-olf benefits 
depend on n company’s  making an in­
vestment, they a re  of no help to  husi- 
n m o a  th a t  lack the  funds tor buy now 
plant and equipment. To overcomo this, 
the new law includes rules intended to

Waterhouse & Co., points ou t t h a t  tho 
now law also contains a  provision t h a t  is 
likely to make lessors more, ra th e r  than  
less, demanding. Thn old tar. law provid- 

. cd th a t  tho residual, or trado-in, value nf 
leased property would revert to tho 
lessor; thu now law leaves this open to 
negotiation, nnd thus lessors could lose 
i n  advantage, prompting thorn to drive 
harder bargains.

A more liberal loas-earryover rule in­
tended to J d  diatreosod companies may 
also prove of littlo benefit to those it was 
intended to help. Tho now law stipulates 
that, for most huainessos, losses incurred 
ninco .1975 can bo carried over and used 
as olfMta against profits for 15 years (up 
from 7 years in the old tax law). Nad of 
Price Watorhouso questions whether 
this is realistic. "If a  company needs 
tha t long to cure its losses,” he aeks, 
\ow  could it survive?” «
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State tax policy is in disarray: stales compete for footloose firms by 
offering expensive lax holidays; households arc in revolt against rising 
proper!- lax burdens; cities demand slate aid for social services; and 
the federal government mandates costly programs that must be paid 
for with stale funds. Ily-passed by the federal grant programs spawned 
by the rccpnt recession, state officials have been trapped in a reactive 
role and have been left out of the urban policy debate. Th.: present 
Mate tax structure reflects the hasty application of hand-aids rather 
than the considered surgery that is necessary to meet current cennomic 
problems.

This paper cxnmincd how the structure of state nnd local taxes can 
best be adapted to meet these problems. It approached the problem 
from a broad perspective, analyzing not only business taxes, but also 
the stale/local fiscul structure and personal taxes, since these issues 
also influence the local pattern of development. The paper's conclu­
sions, summarized below, should help local policy makers in the 
difficult tasks that confront them.

W HAT SHOULD A Taxes urc only one factor among many—
STATE EC O N O M IC  nnd a relatively minor one—that affect
DEVELOPM ENT state economic development. T|ic quality
STRATEGY of the local labor force, transportation
LOO K LIKE? facilities, energy prices, and population

growth nil contribute to shaping local 
development. In tael, population , owth may be the single most 
impoitant factor. Households arc not only drawn hy local job open­
ings 'nit also hy ■■ a attractive residential and recreational environ­
ment. I his implies that:

An cci nontie development strategy must aim at unmet inn skilled 
worker i as well as factories. Concentrating on Indus trial parks and  
husinc is tax Incentives at the expense o f resident ial amenities will meet 
with ' ntlv limited success.

As the disliihutiou til jobs ami people chi’age in i espouse to lech- 
lie logical change and other market forces, as well as to public sector 
policies, underlying market conditions change. Wages nnd land prices 
me diivon up in gnnvlli mens, while costs lull in slower glowing



regions. The future is not an indefinite extension of the past. A loss 
of manufacturing jobs may be counterbalanced by an increase in 
service industry employment. The lesson is that:

An economic development strategy must recognize changing local 
comparative advantage, and not attempt to wind the clock back. For 
the Northeast, ami fo r  many urban areas, manufacturing can no 
longer be the main engine o f  growth.

Most local employment growth occurs through the birth of new 
firms and the expansion of existing, small companies. Very little 
growth (or decline) results from the inmigration (or outmigration) 
of firms. Taxes play oidy a minor role in the location decisions of 
migrating companies. Therefore:

An economic in-. flopment strategy must focus on the overall 
economic climate, ami not waste resources on special incentives fo r  
a few favored firms. It must encompass a broad range ofpolicies, in­
cluding I raining programs, infrastructure development, and capital 
mobility as well as a balanced lax structure.

Finally, the relatively small role played hy taxes docs not imply that 
stale governments are powerless to influence growth nnd develop­
ment. Positive and coordinated leadership and a minimum of red tape 
are important considerations.

W HAT G U ID ELIN ES The primary purpose of taxes is to raise
SHOULD A STATE revenues to pay for local services. This
EMPLOY TO  must he achieved with as little disruption
IM P i. JVE ITS as possible to businesses nnd households,
TA)i STRUCTURE? as fairly sis •■■■ silile, and nt the lowest

possible ,illustrative cost. The follow­
ing guidelines should help in the formulation of local fiscal policy.

Efficiency
n The overall burden of taxes should reflect the local preference for 
public services.
H I lie lax stiuclurc should not encourage undesirable reactions by 
taxpayers, such as business 01 household relocation.

liiiully
H I ne greater a taxpayer's resources, the greater his tax payments 
should Ire.
N I usp.iycis with similar lesouices should incur similar tax hardens, 

4 all other things being erpinl.

■ The tax burden for taxpayers with similar resources should be 
r'-'rtcd to the value of public services received.

uinistrutlvc Cost
flic tax should be simple to collect and to enforce.
The lax revenue should be predictable.

.4 The tax revenue should grow over time as the demand for public 
services grows.
■ l ire tax revenue should be cyclically stabilizing.

These guidelines cannot be rigidly enforced, since they arc not 
necessarily compatible. An increase inefficiency may only be achieved 
at a loss of erpiity, for example, lint the guidelines do allow these tradc- 
olfs to be made explicitly as fiscal policy is debated.

There are also constraints on the extent to which state policy makers 
can pursue these goals. First, they must operate within the overall 
structure of fiscal federalism, in which they arc limited by the actions 
of the federal nnd local governments. Second, stales arc limited by 
their desire to mnintain sound bond ratings. And finally, they arc 
limited by the fad that there is a great deal that is not known about 
who pays for specific taxes and how taxes affect business und house­
hold behavior.

W H A T SHOULD T he allocation of responsibility for rcvc-
STATES DO A B O U T r,te collection nnd service delivery bc-
THE S TA TE /LO C A L l,vce.i stales and local governments has
FISC AL Is."/l seriously strained by recent de-
STRUCTURE? '. lopments. First, slate governments arc

doing too li'.ic to equalize fiscal capacity 
among their component jurisdictions— a fact recognized inn number 
ol recent court decisions concerning school finance and by the federal 
government in its recent grant piogrnms. Second, the profusion of 
ledetal giants that enabled many fiscally troubled cities to survive the 
mid-l'J7(ls icccssion morc-or-less intact me likely to dry up. Stales will 
lie expected to step into the gap. third, the properly lax, the main 
source of local government revenue, has become the target of the tax­
payers’ revolt. It is increasingly difficult for high taxing jurisdictions to 
raise revenues.

There are several steps that slates can lake to improve the state/ local 
fiscal stMieluie:

■ I'ncotuagc metropolitan-wide lav base .dialing. Uniting poor 
central cities with their relatively nllluent sulmihs can provide much 
needed fiscal relief. Although this is a politically difficult step, stale.-, 
can pi os ide some incentives by ictyimling lax shining areas with



higher grants—a policy that the federal government should follow.
B lit 'target state revenue sharing grants. At preset t, moM state aid is 
distributed on the basis of population, which minimizes its redistri­
butive impact. Aid can be better targeted to needy areas.
B Introduce or expand state-financed circuit breakers. These arc an 
effective way to provide relief to low-incomc households. To be as 
equitable a* nossiblc, these should be extended to renters and place nn 
upper incoi limit on eligibility. Federal assistance should be pro­
vided, peiImps using 'lie state portion of General Kcvcnuc Sharing.
B I he progrcssivity o f  state taxes should he increased in those states 
with regressive systems. This can be done either by switching from 
regressive to progressive taxes or increasing the progrcssivity of 
present taxes. However, a sudden and sharp increase in progrcssivity 
may encourage the outmigration of high-inconic households.
B Stales should continue to lohliy fo r  increased federal aid fo r  pro ­
grams targeted to the pour.

W H A T SH O U LD  There is u popular myth that a reduction 
STATES DO A B O U T  in the level of state business taxes will 
BUSINESS TAXES? produce a flood of new development. Thu 

truth is very different. The level of busi­
ness taxes has very little impact on the local growth rate or on the 
interstate location decisions of firms. To some extent, imrastatc dif­
ferences in business taxes contribute to the movement of firms away J
from high-taxing central cities to less heavily taxed suburbs and 
nou-mclropolitan areas. Payroll taxes exacerbate the problem of 
unemployment, partieulaily among the less-skilled. Investment may . 
lie detuned by high local taxes. Some policies which may improve the 
efficiency and equity of the present business tax structure include:
B States should resist the temptation to cut business taxes in order to 
stimulate development. Iteduccd business taxes have little effect on 
location or investment decisions. While stales should cnsuicthnt their 
taxes aie not gieatly out of line with tlmsc of their neighbors, a 
stronger case can be made for ieducing personal taxes to cncoi rage 
development by attracting skilled workers than for business tax 
cutting.
B States should take steps to reduce intcrJurisdlctionaidtfferenc.es 
in lav rates. ‘I lie relevant steps arc dcsciihcd above.
* .States should icview theii allocation /in niulas /or fnills operating In 
in,ue ih.in one state. Set mil slates have I mined a las compact lo en­
sure that multi-stale companies pay taxes on then lull tax base. While 
oilier slates should follow suit, this will necessitate a simplification of 
inlet slate lax legislation and a move towatil a mote sinmlnidi/rd 

ft definition ul lax base, l eilcial legislation will be neeessiuy lot Ibis.

B Some states should consider using a tax on value added to replace 
llicir business taxes. The Value Added Tax produces more stable reve­
nue, is simpler to administer, nnd docs not discourage investment as 
much as traditional business income taxes.
B Slates should consider encouraging their jurisdictions to sliifl some 
o f  the burden o f  the property tax away from  improvements and onto 
land. This would reduce the deterrent to new investment inherent in 
the properly tax, and discourage speculative land bolding (which 
delays urban redevelopment and creates sprawl). The administrative

Z ei 'ics in such a shill are severe, but not insuperable,
IAT S H O U LD  States have devoted considerable man- 

STATES DO A B O U T  power and resources ».i devising tax 
TAX INC EN TIVES? breaks for firms that move in, ■ nsliial 

threaten to move out, nnd It a dial 
promise lo expand. There is little evidence that these costly programs 
have had much influence on either investment or location decisions. 
These misplaced energies and mortgaged tax receipts should be 
redirected in several ways:
B With federal assistance, states should reduce the special incentive 
programs they offer. The federal government could penalize states 
that offer such incentives through provisions in grant allocation for­
mulas. States s:,.»uld concern themselves with the overall economic 
climate, not on bribing a few footloose firms.
B States shouldael to reduce interjurisdictional inci ntive tax competi­
tion. This can lie done by reducing fiscal disparities, through legal 
prohibition, or through grant allocation policy.
B ’Ihe exemption o f  the interest from  industrial development bonds— 
and from  state and municipal bonds—from  federal anil state income 
taxes should he replaced with an interest rate subsidy.
B I f  states are lo use tax incentives, they should be in the form  o f  wage 
subsidies. Wage subsidies reduce the cost of labor to employers and 
can lie targeted to Hie bard-lo-cmploy. I hey should be in Ihe form of 
tax credits against payroll taxes to be most effective. A wage subsidy 
is one of the few policies that would effectively create jobs.
Cl States should rely more heavily on infrastructure development and  
the reduction o f  red tape as inducements lo industry, and less on lax 
manipulation.

W l IAT SI IO U LD  I lie piesenl Imidrii nt peiMiiiiil Inwi
STATES DO A B O U T  collected by state ami local govciuniciils 
PERSONAL TAXES? is inefficient nnd inequitable. It is inef­

ficient inasmuch as high stale income tax 
tales tend to induce the net inmlginlion ul high income households,



leaving a heavier burden on the less affluent who remain. High taxes 
arc also capitalized in high wages, discouraging local economic 
growth. High central city properly taxes—used to finance extensive 
redistributive services—have encouraged the more affluent to move lo 
more homogeneous suburban jurisdictions. High property taxes also 
lend lo depress properly values and discourage investment. The 
system is inequitable because the income tax in several states is re­
gressive. Such income lax provisions as incentives for homcowncrship 
and standard deductions are also highly regressive. In addition, the 
properly tax is regressive, and its inequity is compounded by poor 
administration. States have several options to improve the efficiency 
and equity of personal taxes:
H Income Tax. Standard deductions can be replaced by standard tax 
credits. Tax incentives for homcowncrship can be reduced, or miti­
gated by allowances for renters. The levels of tax credits and tax 
brackets can be indexed to the local cost of living, so that inflation does 
not provide governments with a “fiscal bonus."Thc deduction of state 
and 'ocal taxes front federal taxable income should be disallowed and 
replaced with extended federal revenue slicing. The tax structure 
should be .simplified and standardized among states, 
n Properly i . r  w. The efficiency of assessment should be greatly in­
creased. State-financed circuit breakers and shifting some of the 
harden onto land would improve equity and efficiency.
M Sales Tax. Exemptions for food and medicine should be used in all 
slates to improve equity. Some consideration should be given to 
extending the lax to cover professional services.
■ /•'ccs ami Charnes. I ces and charges olfe, in efficient and equitable 
way lor stales and localities to raise revenue and ensure effective use 
of public services, especially where there ure prevailing lax 'imitations. 
They are especially effective in covering the costs of new development 
or redevelopment (sewering, water hook-ups, etc.).

,V

I N T R O D U C T I O N

The 1970s have been anything but kind to state governments. Major 
metropolitan areas, traditionally both engines of growth and major 
sources of lax revenues, have lost jobs and veered toward fiscal 
insolvency. Mayors and federal officials have blamed stales for not 
caring. Social programs, grown as a result of local political pressures 
nnd federal mandate, have inflated expenditures. Swollen federal 
grant programs have by-passed states and gone directly to local juris­
dictions. The rise of the "New South” at the expense of the “Old 
North" has pitted Sunbelt slates against Snowbcli states. The national 
economy, apparently recession-proof during the 1960s, has faltered, 
straining unemployment insurance funds, swelling welfare rolls, nnd 
leading the jobless to demand aggressive state economic development 
programs. Taxpayers, whose rising incomes nnd properly values 
provided localities with annual fiscal dividends, have finally rebelled.

State governments have, for the most part, fallen into a reactive 
role. Their functions have proliferated, often unwillingly. They arc 
forced to work through a bewildering number or regional organi­
zations and special districts. Federal red tape has multiplied. States 
must compete with cities for federal funds.

These changes necessitate n rethinking of the role of the states within 
our intergovernmental system. This paper examines a part of this 
complex puzzle—how can the slate/local lax structure be modified in 
order to he an effective economic dcuclopmcnt tr.olV In the past, 
state involvement in economic development has been principally con­
centrated on physical development. After nearly a year nf monitoring 
slate community assistance piogmms, the Advisory Commission on 
Intergovernmental Relations concluded that: “Although broadly 
based structural .mil fiscal reforms have been widely endoised as 
mechanisms by which stales might ameliorate local development pat­
terns, the adoption of such reforms has been relatively limited 
( Information Bulletin, January l979)."To encourage a more radical 
approach, we must ask n number of very basic questions. How do state 
business and pci ional taxes Influence state economic development? 
What will the impact or the fis< •' nutation movement be? How do 
ledeial pi opiums and policies at led stale fiscal actions? How can the 
strucime of stale taxes be changed to impiovc cllicicncy and equity?

The following chapter defines overall stale economic development 
goals, both in responding lo local development problems i.:;d in the 
way they inlet act, or conflict, with federal and local goals. Chapler



6. Itnva i i  one excep tion— it uses a single factor—gross sales.

7. I he M u liu l.ite  T a x  Compact am i the Uniform D iv ision  o f Income for T ax  Assessment.

K 1  he Value Added I ,ix  in M ichig .m  rrptaced not on ly  the corporate income tax . but a lso a cor* 
porate franchise la x . an  in tcn lm y  la x . a  business intangib le 'a x , a  financia l corporations la x , 
an insurance com pany nnd a savings and loan com pany privilege la x .

9. There arc three forms o f V A T  that differ in the w ay  they treat depreciation:
■  C onsum ption  CAT. deducts purchases o f capital equipment but docs tax depreciation.
■  AVI Incom e IV IT: taxes cap ita l equipment when purchased but docs not ta x  depreciation 
( r e . , assumes 100 percent depreciation in the fi.s t year).
■  ( in n s  Product CA T: fa x e s  both capita l purchases and depreciation.

10 . S ec  Decker (1969); C arlson (1977); Cuddinglon (1978); and testimony before the House 
Comm ittee on Hanking. Currency and Housing hy l.nw cll H arris, George Peterson . Ph ilip  
I inkclstciii. and Arthur Decker, September ?K, 1976, reprinted by the Comm ittee ill R tb lr th o f  
the  Am erican City. U .S . House o l K cp ic  ila iis r s , W ashington, D .C ., 1976.

1 1 .  In the 1930s, the lot comprised about 10 percent o f the cost o f n home; today , it it 23 percent 
(C arlson , 1977).
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W H A T  S H O U L D  S T A T E S  D O  
A B O U T  T A X  I N C E N T I V E S ?

A direct result of the belief that business taxes really matter has been 
the* proliferation of special lax incentives designed bv states and 
localit! s to attract ncw.busincsscs.and lo cncouragc.cxnansion and 
new investment among existing firms. There arc no reliable estimates 
nsioliow  much in tax receipts arc currently foregone under these 
programs. Smokestack chasing is dc rigcur for states that adopt an 
aggressive development program. However, She clear conclusion of 
this chapter is that, for the most part, firm s arc rewarded fo g lo in g  
what they would have done even in thcabscnceoj^ihe incentive. The 
fixariorT'ofslalcs and idealities on attracting manufacturing firms by 
whatever fiscal means possible has arisen from the belief that a new 
firm will yield a fiscal surplus—that is, its contribution to local tax 
revenues outweighs the costs of providing public services to the firm 
and its employees (Groves and Ricw, 1963; and Kce, 1968). More 
recent studies, however, have shown that a new firm is iiotiimnnnixcd 
blessing, liven in a community with relative high unemployment, 100 
new jobs does not reduce local unemployment hy 100. At least SO of 
those slots arc likely to be filled by new milligrams who will require 
schooling, strceis, sewers, and water. Other jobs might be filled by 
those not previously in the labui force. Secondary employment—retail 
and services—will also make demands for public services and do not 
nee, ..sarily yield a fiscal mii plus. Infacl.Gcrweeknnil I-pp ( 1976) show 
that secondary employment impacts may halve Ihe net fiscal surplus 
resulting from a new factory. When the mat • abates or exempts local 
taxes to induce a J inn  to move in, the net benefits may well become 
negative.The adoption of tax incentives tailored to the wishes of the few 
hot tune 3(10 companies that move is based on the mistaken belief that 
there is u fixed stock or manufacturing jobs in the nation nnd that the 
only way a slate can improve its relative position is to steal from other 
states. The behavior is analogous to that of the homeowner who tries 
to innimnin a green lawn bysteulinghis neighbors turf—nt great effort

eveiy lin r his own land till us hi own. It is much easier a ml more pro- 
,1 m live lo waiei legiilinly ami apply leilili/er. We should leiletufe Ihe 
conclusions liom earlier chapters. I hcicnrc vciy lew loot loose turns. 
If growth is to he accelerated, then it must come from increasing the 
local company birth into or from expansion in existing local com­
panies, especially small liims. Development efforts must focus upon
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the overall economic climate, not upon expensive incentives to a few  
firm s.'

Iliisiticss incentive piograms are designed not only lo attract foot­
loose industries but also to encourage existing firms to expand their 
level of operations to generate jobs locally. However, as we argued in 
the preceding chapter, high local business income and property taxes 
have not had much influence on investment decisions, and, therefore, 
temporary reductions as a reward for purchasing additional 
equipment are unlikely to have much impact. In fact, we will argue 
that reducing the tax on the income from capital to create jobs is per­
verse. since Ihe policy does nothing lo reduce the cost of labor. If a 
stale insists on using tax incentives to generate employment, and we 
cannot hold out much hope for their effectiveness, it should try to 
counter the impacts of payroll taxes hy introducing wage subsidies.

A systematic examination of business incentives is a large under­
taking because of their bewildering variety. For example, we argued 
in the preceding chapter that the double weighting of out-of-state 
sales and non-incmhcrship in tax compacts should he considered as 
tax incentives. Table IK lists some of the financial services, lax 
incentives, and special programs provided hy states for firms. The 
incentives include exemptions from personal and corporate income 
tax for those firms moving in, guarantees that property taxes will not 
increase lor 5 or 10 yea is, exemption of new mauufacluring equip­
ment from the sales lux, and accelerated depreciation. Special 
services encompass free land I'm industry, state funds for research and 
development, nnd state help in bidding on federal procurement 
contracts. Financial assistance runs from tax exempt revenue bond 
financing to stale matching funds for local development efforts. The 
discussion in this chapter focuses mainly upon tax incentives, but 
some of these other development measures arc also briefly discussed.

A review of aggressive promotion campaigns hy states and cities 
reveals just how internecine the competition hits become.J New York 
Stale tulveiiises that "We'te not giving business the business any 
mote. We'te giving, it a btcak", Chicago claims lo hc“Fund City",and 
San Diego “is zoned lor success," according to its $501),(101) a year 
campaign. The Texas Industrial Commission advises, “When the old 
corporate lax bite cats away profits, CU T OU T FOR TEXAS," 
In 1077, nearly $7 million was spent in magazines alone, and the 
number of business promotion ads jumped by <10 percent in Ihe firat tinot* months of 1*1 /H.

I lie livnhy Ini loot loose mdusliics liusnllcn been east as Ihe old and 
established Snowheli Hying to pi meet its economic base from the ag­
gressive inroads of the tax cutting Sunbelt. The truth is very different. 
'Ihe licrccst tivalry is between adjacent states—a cut-throat regional 

V,y snuggle that moilgagcs Inline tax tempts ami places established

factories at a disadvantage relative to the brash newcomers. Ohio and 
Pennsylvania rival for Volkswagen, while steel companies languish. 
Firms leave New York Stale for adjacent Connecticut, New Jersey, 
sind Pennsylvania. Most oflhc slates offering twenty or more special 
programs (cf. Table IK) arc in the Norlhc.v\J In fact, public pressure 
for such measures is most intense in states \v)tcrc the economic de­
velopment rate has been slower than the nnlior-ul average. A recent 
survey by the Advisory Commission on Intergovernmental Relations 
(1977) suggests that public support for tax incentive s for business is 
closet ■ related to local economic fortunes and prospects.

Question: S om e  s ta le s  hav e  p a ssed  law s w h ich  g iv e  sp ec ia l ta x  b re ak s  o r  o il ie r  
in c en tiv es  In  in d u s tr ie s  th a t w ill lo c a te  fac ilitie s  o r  e x p a n d  p re se n t o p e ra t io n s  
in th a t s ta te . D o  yo u  fa v o r  o r  o p p o se  su ch  a policy ','

P e rm i t  of  l<rs|inintcnts by Urch in
Percent ut
Tota l  U .S. Northeast  Nni ll i Centra l Sou th  West

Favor 50 57 ' 4K 7 i  -tY
Oppose 36 .10 38 .10 49
No Opinion 14 1.1 1.1 IK 9
SOtlliCI A t 'l t l .  Cli,mifin}i Puhtic /hliniitri tm ttinilinnfnl mnt / m i l ,  W n stim ph in , D C . ,

P //7 .

If this wasteful comprtition is to cease, state officials must educate 
their constituents about the futility of these programs.
EFFICIENCY Do tax incentives work? Do they attract

new firms and encourage new invest­
ment? There is no evidence that these concessions have had any 
significant effect on local growth.4 lax concessions arc ineffective 
ptecisely because stale and local taxes are, themselves, relatively 
unimpniinnl as location determinants.

I he lax battle is not only waged between states, but between coun­
ties and municipalities within a state. County olficials offered a new 
bicarbonate plant it 12 year properly lax break for moving to Seneca 
County, Ohio, yet the corporation's controller was quoted its saying, 
"The tax abatement was a nice kicker on the end, but we chose Ohio 
mainly because of its strategic location lor distiibulion and market 
g i n w l h

Weinstein (1977, p. 75) concludes that:
Taken as a whole, these incentives ptobahly represent a serious mis- 
ullneui ion ol tesoutces. I n the main t lie gov et iiinenl is subsidizing fit ms 9V



(or performing nclivilics Ihcy would liavc undertaken in any ease.
I urlheniioiv, when one considers that any incentive designed It) reduce 
a company's slate or local tax bill will incicasc that firm's federal lax 
liability the stipei Unity ol lax incentives becomes even more apparent.
I b e  i esiill is a  fo rm  o f  lev e l sc le v e im e  s in n in g  in  th e  a m o u n t o f  48  c en ts  
o n  th e  d o l la r .

liven if local investment expanded by 2 percent as a result of a local 
investment lax credit, ibis still menus that 98 percent of credits are 
flowing lo firms that would have invested anyway.

Not only are tax inccm ives ineffective, t hey are also costly. 11 arrison 
and Kantcr (1976) estimate' ihat tiic tcii tax inccnlim'offered'by 
Massachusetts cost at least $1(10 million n year, revenues that could be 
used to reduce icsideulial taxes or improve local services. In just over 
a year. New York City lias exempted $461 million in properties from 
$44 million in taxes. St. Louis liasexemotcd nearly SI billion worth of 
real estate—half the city’s property tax base. Ily the early 1980s, 
Michigan's incentives may cost $50 million in state revenues and $30 
million in local revenues.

Of course, to determine whether a measure is worthwhile, it is 
important to compare its benefits with its costs. A local development 
incentive does not have to lie very effective to be worthwhile if its costs 
arc negligible. The few studies that have compared tliccostsand bene­
fits of fiscal incentives do not provide n very optimistic picture, al­
though they do show that, under some conditions, fiscal incentives 
may he cost effective. Morgan nnd llnckhnrt (197-1) concluded that if 
locally accruing benefits lire not less than 30 percent of value added 
' ' '_ ' • ami nol less than 5 percent of the investment is a result
of an incentive, I hen that incentive may lie cost effcclive from (lie view­
point of the slate, although, as we aigucd in Chapter 2, there is no 
guaiuulee that the nation as a whole is not worse off.

What of the few firms that may respond to some kind of fiscal 
incentive?* Are they the type of firm that can assist meeting local 
development goals? In no impoiliml article, Harrison and Kantcr 
(1976) mgiir I lull Ihe type of lii m iiiosl likely lo respond are firms in 
highly compciilive industries, lor whom small dilfcrcnccs in costs 
make ihe difference hclwccn success and failure. Yet, they argue:

. . .  these arc the indmirics (lint in general pay lower wages, offer worse working conditions, piovidc less stable employment, and make i< more dillicnlt Im lalnii liinig.mi/c.l Inis, incentives Ihat lower costs nf doing business appeal lo lie pnhey instiunienls il they woik al all Ihulnic most likely lo "goose" ihe set Im ol I he economy wilh Ihe least desiiolde jobs, while piovidmg windfall pinlils lo Ihe segments ol Ihe business 
cnmmunily ili.it needs them Ihe least (p. 39).

In short, tax incentives arc ineffective, and what little impact they 
might have is'Tidl'iiccessafiiy.ilOSif.'tblg ~
EQ UITY Not,only arc lax incentives inefficient,

tjieyjuc also inequitable. First, TTie in­
centive will tend to go to large nml'financially healthy firms, since 
these firms will he earning a taxable income.7 Nearly 50 percent of all 
firms bad no federal tax liability in 1971, nnd 95 percent of all firms 
bad federal tax liabilities of less than $23,000 (Table 19). Unless the 
incentives take the form of credits, most lira.-* will nol be influenced.

Second, why should a new company p.iy less in taxes than a compar­
able firm that is well established in the state? Slate policy makers 
should he aware that (his program may harm their well established 
firms, by placing them nt a competitive disadvantage with newer 
competitors locating in other tax cutting states.

A third equity problem is that state and local officials often weave

Tublc 19
Cumulative Distributions of Income Tax Liabilities 

for Corporations I-'llhig Income Tax Returns 
in 1971, by Sector

Income Tn« l.luliillly

Srrlnr n iiriuw sin.ooo Helen* 525,000

A ll lu il i is l i ie s •17.11 90.5 94.8

A g iic u l lu ic 5.1.3 94.2 97.8

M illin g h i.2 Xh.h 91.8

C o n ln i i i  C i i i is l iu e l in u 50.9 91.0 95.3

M iiiiii l .ic lii i i i ii : •IK -1 82.4 87.H

1 la n s p in l i i t i im  nm l 
C o n iim in ic i i l io n  nnd  
U lilil ic s 5.1.1 90.6 94.5

W h o le sa le  n n d  K c ln il 43.1 88.7 94.2

l-'iic 47..1 92.1 95.9

S e l l  u e s .Vi.5 75 7 98  1

S O t ' l t a :  UuIko I•I.mrnw.ilil, "I ni t ia l  lux Approaches in Kcgittu.il llculuptnviit ." in 
Ciinuhillcr nn Appiopii.ilinit*. IVii ' im <7 (Ugii'iin/c i.J'.-v. U.S. Stn.iit, W,t\h- 
injtlnii. Ill'-, IKliiltcl IV7r . p. fell. 101
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together a special “development package” for a particular firm that 
is considering moving in, threatening to move out, \>r considering 
a major expansion. Naturally, officials can only do so if the firm is 
large. Programs can rarely reach down to small firms, even though 
past experience suggests that such firms arc the main source of 
employment expansion.

A final equity issue is ihat almost all incentives arc offered to the 
owners of capital; few arc offered lo labpr. We have argued that pay­
roll taxes and minimum wage laws have priced low-skilled labor out of 
jobs. It is possible to imagine that the long run impact of tax incentives 
might be to encourage the substitution of capital for labor and there­
fore lo reduce the number or jobs, while enhancing the aggregate 
returns lo the ownership of,capital. If this impact is explicitly under­
stood, enthusiasm for present tax incentives may diminish.
AD M IN IS TR A TIV E  The effectiveness of tax incentives might
C O ST be greater if they were targeted toward

smaller firms, which arc the main engines 
of local growth (Schmcnncr, 1978). However, while it is admini­
stratively simple lo identify and approach the relatively few large 
companies ihat arc considering relocation, the market of small firms 
is impossibly large. There is a much higher failure rate among small 
firms, and thus the risk of providing a financial assistance/ tax incen­
tive package to these firms is high, and the overall administrative cost 
is likely to be much higher.
OTHER BUSINESS As Table 19 graphically shows, the menu
INCENTIVE offcicd to the lucky few businesses to
PROGRAM S arouse the interest of development offi­

cials is not limited to tinkering with the 
tax structure. The enterprising firm can enjoy lowJeasgs.oti.pub]icly- 
buill. facilities, low interest title loans, cas|t_g[anls, nnd publicly- 
trained employees. Are these oilier measures more effective than lax 
incentives?

Our overull answer is that most of these programs are not of major 
importance to influencing company decisions. We cun only touch on 
these programs briefly in this paper.’
T a x  l\ \c in p t H ands A major problem with slate nnd local

• llmls lo nil t net 01 i eta in industry is that 
they n lj upon tax cxpcmlllutvx lax exemption ol luiod fiilcicsl payments, for example -anil that these ate very inefficient ways of 
channeling subsidies In industry. The federal tax structure has 
exempted the inlet es| I mill slate a ml local bonds, as well as linutls sold 

102 by local public development cot potations, 11 mil ledeial income tax.

State and local authorities have, for the most part, extended this 
exemption to local income taxes. There arc several problems with this 
form of capital market subsidy.

Firsl,_only a_ pail.of..thc.tax receipts,foregone by thc.fcdcra! and 
state treasuries actually go to.reduee.borrowing costs. The remainder^ is a subsidy to high jncomchond holders. Estimates place the personal 
subsidy at between 25 percent and 30 percent of foregone revenues. 
Morris (1976) estimates that the tax exemption of bond interest cost 
(lie-federal treasury $4.8 billion in 1976, of which only $3.5 billion 
cffccti' -ly reduced stale and local borrowing costs. Intramarginal 
bondholders—those with very high marginal income tax rates who 
would have been satisfied with a lower lax free yield—enjoyed a sub­
sidy of $ 1.3 billion. Total stale and local interest payments in Ihat year 
were approximately $10.5 billion.

Second, (he market for tax free bonds has been narrowing as in­
vestors turn to alternative shelters. At the same time, public issues 
have had to compel-: .run pollution control bonds. Commercial banks 
purchased !>0 percent of net purchases in 1968, but only 10 percent in 
1975. ’Ilie lowering of the maximum federal income tax rale on per-' 
sonal income in 1976 may have reduced the number of household 
buyers. Pollution control bonds, granted tax exempt status in 1969, 
grew from only $100 million in 1971 to $2.2 billion in 1975, a year 
when state nnd local governments issued $31.6 billion in long term 
debt.

Third, the interest on state and local bonds is much more volatile 
than on taxable issues. This volatility results from the selling of 
municipal bonds by banks during periods when alternatives become 
much mote attractive. 'I he pi ice falls nnd yields rise to induce other 
investors to ab mb these sales. For example, Ihe nvciagc yield on An 
municipals rose ftotn 62 percent of the yield on An corporate bonds in 
January 1968 lo 73 percent in June of 1970. A s milnr shift occurred 
between 1973 and 1975. A period when inflatior.iry expectations rise 
leads lo more rapid increases in public borrowin -costs Ilian in private 
but rowing costs. Souring interest tal-.s deter necessary public 
investments.
L o c a l Crctlit A gencies Slow growth, it is popularly believed, 

may arise because of a shortage of loan­
able funds, or because of high interest rates. High interest rates apply 
nationwide, and although some trgiouiil vininlioii is nppuirnl 
(Slias/beiui, 1‘lti'J), it is not significantly irlnlcd logioivlliihlleieiii es. 
I lie belief in a “ercdit-gap" has spawned u number ol state and local 
practices that provitTe subsidized loans. I.onn subsidies may be avail­
able tin otigli imlitsl t ial development lumds, statewide imlosti ial ciedii 
cot potation:., or state industrial finance cotpoialions. / ( ) . )
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Industrial Development llonils. Mississippi, in 1936, was (lie first 
slate lo authorize local industrial bonds. Local authorities arc 
authorized lo issue bonds lo construe! industrial facilities for lease lo 
private linns. Interest on these bonds is exempt from I'ederaland local 
income tax. 10 Aided firms pay rentals siillicienl to cover Ihe principal 
and interest on the bonds and facility maintenance. Facilities arc 
generally exempt from stale and local property taxation, lionds may 
he seemed by the taxing power of the issuing government (general 
obligation bonds) or by the property acquired with the bond revenue 
(revenue bonds).

Statewide Development Credit Corporations. Maine authorized 
the first state development credit corporation in 1969, and now 30 
states have such corporations. These corporations arc state chartered 
but privately financed, using revenues from stock sales, private 
borrowing, or from retained earnings. Their loans usually go to small, 
established manufacturing firms. Although most loans go for plant 
and equipment purchases, a sizable number do go for working capital. 
Almost all of these corporations have made profits. In all states except 
Alaska, local authorities have been permitted to set up development 
credit corporations.

There are now several thousand local development corporations 
concentrated in nonindustrialized areas and in industrialized areas 
with persistent, high unemployment rates. Some operate under the 
auspices of local chambers of commerce, others under local'juris­
dictions; some are non-profit corporations, others arc organized as 
profit making corporations. Funds are raised through donations, sale 
of Mock, piivate borrowing, ot ftom the .Small lltisiness Admini- 
sliation. Most funds me used to construct iudusliial facilities to the 
specifications of particular firms; these facilities are then leased to the 
firms. Funds arc also used lo make working capital loans, purchase 
land, construct sites, or purchase lenses on an anticipatory basis.

State Industrial Finance Authorities. Started in New Hampshire 
in 1 ‘tys, ihen* me now 13 stales that have atilhotized such piogimus. 
Stale uulhmilics cilhci gummilcc loans made by piivate lenders or 
make direct loans front slate funds to industry by issuing industrial 
development bonds (113Us).

Proponents of 11311s have pointed out that by exempting interest 
payments from federal taxable income, the rate of return that must be 
earned is reduced from lf< percent lo 10 percent, allowing expansion into more iumiuii.il inicsimcntx Nlnhri nnd Falk (1069) point out Hint the adiauliige also unhides I lie lai I that tin Incut povci iinu'iil that 
builds the facility faces nocorpoialion income lax, and can thus break 
even if il only makes enough in receipts lo cover interest payments. 
Ihe lease payments it cluuges to industry me, therefore, less than 

104 the implicit lease payments a piivate litm would have tuelimgc itself.

One problem with the variety of loan programs offered by states and 
localities is that (hey arc usually administered h .i variety of agencies, 
inhibiting cooperation and proliferating contusion. Milwaukee, hy 
contrast, administers three loan programs—for housing rehabili­
tation, commercial rehabilitation and small business financing— 
through one super agency, the Department of City Development.
The result has been the successful coordination and leverage of public 
funds.

Questionnaires that have been used to assess the role of IDIlsatc 
rarely convincing, in Alabama, one-third of 54 firms using I Dll 
financing claimed they would have located elsewhere without that in­
centive, but fully ninety percent of eligible firms failed to take ad­
vantage of the provision (Alabama lltisiness Research Council, 1970).

Overall, il appears that these loan subsidies are not cost effective 
development tools. States nnd local areas would be better off making 
direct cash grants to businesses—firms would feel as well off with a 

)cnsh grant that is less than the foregone lax receipts under the present 
system—although this may nol be politically palatable. Perhaps the 

I answer is to concentrate on infrastructure development and new 
development finance corporations—policies whose benefits are less 
-tied to a few large corporations.
W H A T CAN The preceding discussion suggests Severn I
STATES DO? areas where states can take action or

lobby for federal assistance:
■ First, interstate lax competition should he reduced, perhaps with 
ledeiat assistance.
B Second, states should act to reduce inlerjurisdiclional lax incentive 
competition within their own holders.
B Third, income lax exemption for development financing bond 
interest payments should be replaced by interest subsidies.
B loiiilh, slates should focus on infrasiiuelnie development and 
culling ted tape lather than on tax incentives.
B Finally, il special incentives are lo be used, they should lie in the 
form of broadly applied wage subsidies rather Ilian capital incen­
tives.
In tersta te  T a x  It is difficult for the individual slate to
( 'am pctition  act Iniluic to oiler tax incentives may

wet! Innig i ties Ii mu local liuliisliv. 
Political opponents will tie given a readily available, it ultimately 
fallacious, platform. The guhcrnalional campaigns during the lull of 
I97K echoed with cries lot tax hmiks. Il seems clear that federal legis­
lation is needed lo make il haul lot slides lo nllci these Indies. I OS



Can the federal government help? Outright prohibition is probably 
impossible, or extremely difficult, on constitutional grounds. There 
are, however, some mcasmes Ihat could he implemented;1''
n Overall Economic Development Plans prepared by slates and 
municipalities that offer special incentives could be rejected hy EDA 
on the grounds that they fail to treat all companies equally. Thi s would 
make those areas ineligible for Title II loan guarantees, and, perhaps, 
for Title IX grants.
n 11 HI) could reject community development plans on the same 
grounds, and hold up CDIIG and IIDAG funds.
■ General Revenue Sharing funds could be reduced for each dollar of 
local taxes foregone through an exemption or abatement program that 
did not apply uniformly lo all firms.
■ T he corporation income tax code could include a federal lax penally 
on firms grunted special local (ax exemptions.

It is difficult to assess the effectiveness of an initiative of this sort. 
Stale and local governments may substitute direct expenditures on 
infrastructure and business services in order to attract businesses. 
Reduced !ux expenditures may influence economic development 
patterns.

Success depends on how broadly the anti-tax provisions arc applied, 
and how much effort is devoted to enforcing them. Experience with 
hastily implemented countercyclical programs suggests that local 
governments can avoid ill-defined and loosely enforced federal regu­
lations (Vet ne/. and Vaughan. I97K). On the other band, threat ol with­
drawal of education grants has been used, with some success, to 
encourage the integration of schools and the provision of special 
school services. Without a careful review of the relationship between 
fedetal enforcement activity and state and local behavior, nnd more 
details on how the progiam would be enforced, it is difficult to predict 
the outcome. Genet ally, stales should icly less on linn-specific special 
incentives and more on actions that improve Ihe overall business 
climate.Slates should also rely more on across the bonrd tax cuts and 
infrastructure development in order to attract industry. Most of these 
tax cuts should be directed at personal rather than business taxes, in 
lespoiise lo luxpayri oiliest.
Interjuristliedoniil States have ennsideiable coutiol over
Tax Competition how their component jurisdictions shape

their taxes to attract industry. Again, the 
must iiiipmliiiit itteiiMiics me those that U'distiilinlc tcsiuiiics among 
jurisdictions (Chapter -I), but states could also penalize mens that step

out of line in an aggressive tax incentive program.
Exemption o f Local 
Municipal anil 
Development lionds 
from Income Tax

States can do little to reduce reliance on 
local bond tnxcxcmplion,except through 
outright prohibition. Iflocalpublicscctor . 
borrowing is to be made easier and 
cheaper, then states must appeal to the 

federal government to allow the issuing of taxable bonds which arc 
eligibl ? for a federal interest rate subsidy.

Give the prevailing atmosphere of fiscal restraint, it is reasonable 
to anticipate that an interest subsidy rate of 33-35 percent is politically 
feasible since this would involve little net increase in Treasury 
outlays and yet would provide state and local governments with sub­
stantial benefits. A report to the House Ways nnd Means Committee 
in 1976 estimated that u 35 percent subsidy would, in the long run, save 
state and local governments about $ 1.0  billion a year, and cost the 
Treasury only $140 million annually.

The shift into the taxable market will haven small effect on interest 
rates—an increase of between 0.01 nnd 0.03 on corporate rates 
(Fortune, 1973). Table 20 shows benefits of a $1 billion reduction in 
borrowing costs, both per capita nnd per $1000  of personal income, 
by state, and is based on the simplifying assumption Ihat benefits arc 
distributed among states according to their share of total state nnd 
local debt. States are grouped according to their fiscal "blood pres­
sure" tis calculated by the Advisory Commission on Intergovern­
mental Relations. It is apparent that benefits would be greatest in 
fiscally distressed slates, stales which tend to lie located in the North­east.

The targeting is not precise, however. Among the "low blood 
pressure" areas receiving high benefits arc Alaska, Nebraska, nnd the 
District of Columbia. California and the New England stales receive 
little assistance among Ihe “high and lising"states. Actually, the bene­
fits would be more effectively targeted toward fiscal distress than the 
table suggests. The taxable option will lie exercised most readily by 
those distressed stales and cities in the Northeast whose relatively 
low bond rating has cither squeezed them out of the bond market or 
has left them paying very high rates. The proportional federal subsidy 
would mean that their subsidy per $ 1 million of bonds issued would be 
much higher than else whole. The broader mnikct for taxable bonds will also lead lo a induction in (be net iuleiesl tale tliey would have 
paid bad they stayed In the lax exempt luatket, and ieduce lluc- luations.

The program has several desirable outcomes: il helps fiscally tlis- 
licsscd aieits; il cncoui ages inn rased public bouowingntn time when 
lack ol capital spending is viewed by sonic as iteming a eiisls; it is 107 I____ 1



Tabic 20
Fiscal Blood Pressure nnd benefits Per Capita and Per SI000 

of Personal Income of a SI Billion Reduction 
in Slate and Local borrowing Costs

M ir.li a n i l  r a t l i n g

Wisconsin 
Aii/ona 
N ov  Mexico 
I inusialia 
Wyoming 
Muni,iii .i 
Oirgnii 
Wash iiigmn
M is s is s ip p i
t / i m  e ig h t , ' i t  A  v r r a g e

I .c s s  a n i l  I 'a l l i n g

p<v 
p . r .  SIOOO
3.3 
4.8 
29 
•IV 
4.5 
2 7 
6.7 
K.V 
3,1 
4 .rt

.54

.84

.55

.94

.7(1

.48
1.09
1.13
.69
.TV

Snni l i  Dakota

g r r
|>.r. SI null 
2.0 .40

Imva 1.9 .31
Ca lm,a li i .1.3 .51
d la l i 2.1 .41
Nmtl i  Diiknlii 2 5 all

.3.11 inti.mu 2(1
Idalm 1.3 .24
Ka iha s 3.8 .59
N in th  Caiulina 1.9 .35
N i l a .o k a 7.8 I..10
Sm a l l  Cuinlhin .11 .61
11'X.IX 411 .66
Okl.ilinih.i .1.1 .55
1 Im kI.i 3.7 .62
11'lllll'lM'C 4..1 .82
A labama 3.3 .65
A rk ,m en 2.1 .41
t h m v ig tn v i l. rerage J . l .34

1 licit a nd  llii ln g
per

p.c.siono
New V oik 10.0 1.41
Vcunonl 4.9 .91
M assachusetts 6.1 .92
California 3.7 .53
Hawaii 7.9 1.13
M iimcsiiia 5.0 .81
M aine 3.7 .70
Nevada 4.4 .64
M aryland 6.0 .88
ltlm dc Island 4 6 .74
West Viiginia 4 0 .76
M ichigan 4 0 .59
M ichigan 4 0 .59
New Jc iscy 4.7 .64
Dclawaic 7.7 1.09
Pennsylvania 5.5 .85
liiiueiglneit A verage 5.4 .«}

l .n tv  ■mil l l i s l n g

Kentucky
C in i i i r c l i c i i l
Alaska
(ivnigi.i
New lln n ip sh iie
D iso ie l o l I'o lu iiih iii
Viigioin
M is s o m i
Ohio
t h w e lg l i le i l A verage

p e r
p .c .S IO U O  
4.8 ,K9
6.4 

21.9
3.2
3.3

14.3
3.3
2.5 
3.2 
7.0

.86
2.24

.59

.57
1.74
.52
.42
.51
.V i

S \ H 'Hi 7  Si.tii x lit lit l in tit \m tiiIiii |'u titi i ul “ Mini'll l 'ir »M iir ” in n n  li i  » ilr^o iy , In fill A iIvIm iiv 
\  tuiiiiiiN^iniinn l i t i . i !'•»%iiH iiii'iiiiil M i'l.ilin ii« ," .W i'.iM iiiff^ i/ii'/ n i i i /W i 'i i i / / ' i i ' i in i i ' 
O/ l l l tS lU h i -  /V iW /V .M . M i l l .  W it \ I i i i i  jflnn, IM ' . ,  I l‘ | l |  Hill V IV / / ,  m ill Hill c'lill ul 
Ihe* I ' r u u n ,  i in v r ii i in e n ti i l  f ’ltit in ir i . IVJo-IVJ?. U .S . Ih iM ilu m il u l C n n iiu m e , 
W in liiiij'.ln ii, D C ,  Nnvi i i i l i f i , I'Z/H. I In' imIi iil.ilin im iinm iiiic ili.il llic Ih i ic lih  ul llic 
VI lu llin ii Salvni|*s tin' iIin IiiIm hii| in |i in |i i i i l i i i i i  In  l l ir  tt it liV  i l i .n r  u l lu ltil sl.ili*
IlKill llull'lllllllll’M.

paid for by the relatively affluent; and will tend, in aggregate, to sliift 
spending toward the less affluent.
In frastructure States have typically packaged tax and
D evelopm en t an ti financial incentives with infrastructure
l i e d  Tope C utting  development. Loans and loan guarantee

offers arc normally packaged together ' 
with considerable public investments in necessary infrastructure.

To attract Volkswagen to Pennsylvania, the auto manufacturer was 
offered not only a low interest $200 million loan, but also a promise 
to complete construction on railroads and highways leading lo the 
New Stanton site. Ohio gave Honda grants totaling $2.5 million to 
help finance the building of rail spurs and publicly-owned water and 
sewer facilities, and even provided CLTA funds to cover employee 
training costs. 11

A major advantage of developing local infrastructure rather than 
offering specific lax incentives is that many firms can benefit from 
better roads, sewers, water supply, nnd fire nnd police protection.
Such benefits need not he limited to a few large firms. The state, witli 
its superior resource., can step in and help local communities witli 
their development problems.

The state of Massachusetts, in cooperation with local governments, 
approached the problem of decaying mill towns hy recycling old mills 
and buildings into bousing, shopping centers, and recreational 
facilities. 11

There are other alternatives to tax incentives. “City officials here 
think tlmt businesses want good parking, clean ncighbothoods nnd 
decent land not gimmicks,” claims William Schneider, Executive 
Ditceinr of the City-Wide Development Corporation in Dayton, 
Ohio. ' 4 Tax incentives cannot address the roots of the problems that 
lead to slow growth and rising unemployment. Infrastructure de­
velopment (or redevelopment) can.

A major barrier to the effective use of "place enhancing" programs 
to spur local devciupmeiit IS Ihcnrtlflciiil harrier between "cc.omunic 
development" and "community development” programs. This dis­
tinction is fostered, at the federal level, hy the separation, and lack of 
coordination, between IIHD’s community development focus and 
EDA’s emphasis on economic development, although the types of 
projects financed hy each ate quite similar. Planning activities for 
these piuginms at the slate and local level ate often undertaken hy 
sepaiale iipi'ticies.1' These agencies seldom internet.

A  s e c o n d  t i n n i e r  I o n  e o o n l i n a t e i l  " p i  c k a g i n g ' ' n p p i o n c h  In  s o l v i n g  
development problems is the umbiviiluoS role of stale governments. 
While slates have primary icsponsihiliiy for planning a n d  distributing 
funds Im highways nnd wider tteniineul, and ptiiliiil losponsibilily fur m v



EDA regular projects and CETA, local jurisdictions have a major 
share of I.I’W, COHO, and parts of CETA. This approach to fund 
distribution by the federal government impedes coordinated local 
development efforts. States would do well to rationalize local develop­
ment efforts by clearly delineating s'.ate nnd local responsibilities. 
However, the major responsibility must lay with the federal govern­
ment, and at present, reorganization clforls seem to have been aban­
doned.

Thus we must conclude that a packaged infrastructure building 
approach lo local economic development has the most promise, but 
also that there are significant institutional harriers that prevent the 
realization of its full potential.
Il'age Subsidies"' Incentives could he used to create jobs by

reducing the cost of hiring additional 
l;ihor. We have argued that payroll taxes have raised the cost of labor 
—particularly unskilled labor—ami have contributed toward Ihe 
problem of unemployment. I he number of jobs available would in­
crease if this cost were reduced. 17

A wage subsidizing incentive could take several forms. The simplest 
form would he modelled itn the investment lax credit, and allow a 
tax deduction for any increase in the firm’s payroll. Thus if its payroll 
increases by $ 10,(100 in a year, the firm may deduct, say, $ 1,000 
from its taxable income. This is analogous to the federal employment 
tax credit adopted in 1077.'] Iris measure naturally provides most of 
its assistance to growing areas where employment would he expanding 
anyway, and does little to focus oil the linid-to-cmploy. The new 
Targeted .lobs lax Credit is applicable only lo the hard-to employ, 
and can be taken as a credit us well as a reduction in taxes. It meets 
many of these objectives. An alternative would he to provide employ­
ment vouchers to unemployed individuals, based upon their past 
income and unemployment experience. An employer could redeem 
these vouchcis cilhei for cash or mluccd payroll taxes -for each 
week that they pi ovuled the wmkci with a job. The cash value, or 
subsidy, would decline over lime as the subsidized worker gained 
work experience.

Consider a simple numerical example. Someone unemployed more 
than thirty weeks and with a household income of less than $6000 in 
the previous year could piesent an employer with vouchers worth $75 
pel week, u .subsidy that would slowly decline lo zeio ovei n 7d m o u t h  
pciiod. lie oi she would compete piesumahly lot unskilled jobs in 
the labor market and could secuie a job paying close to the minimum 
wage $ 116 for a foity hour week. The employer would he reimbursed 
loi most til the wage costs. II lliewmkei ’.veto employed for a full year, 

110 the employer would receive lax subsidies ol $2808 toward a wage hill

of $6032. During the second year, the subsidy would fall to SI078.
The program has the advantage of actually increasing the number of 

jobs available, nnd in targeting those jobs to the needy. The recently 
passed targeted jobs tax credit offers federal subsidies of about $1700 
for employers hiring eligible workers. States could add lo the program, 
offering reduced payroll or property taxes, and using CETA funds to 
cover part of the program cost.

A potential disadvantage of a wage subsidy is that employers might 
fire ;tn employee as soon as the subsidy was reduced to hire a more 
subsidiz ’d worker. This objection is more apparent that real. First, 
there l i ved  be no sudden cut-off of the subsidy. Second, hiring and 
firing involves costs lo the employer. And third, there would he nn 
increase in the number of jobs available. The policy iuv-ms much 
deeper consideration than it has received in the past.
l O O T N o m  TO CIIAITKIt 6

1 . I .o g ira lly , i 'v -m in i; Ihe death ra le  o f fim is cou ld also boost local grow th, but death ra les il<> 
not vary nin th am ong m eat, and seem fairly intractable lo  local policies.

2. There slogar.' were described in a column by Jam es S lcrba in the N ew  York Times. Ju ly  18 ,
1978.

3. I lie exceptions ate A lab am a , M inn tto la , and Tennessee.

•1 H iid , 1966. part* I and I I ; lliid gcs , 1965; Due, 19 6 1; llc llm an , W assail, and I a lk , 1976, Hodge,
1979, ( im \s il/ , 1977; lla ir is a u  and Kantcr, 1976ontl 1978; Morgan and llacV b .n l. 1974; MulVey 
and U illm an , 19 7 ' ; und W illiam s, 1967.

3. Q im lrd in .»«> Ja c o b s , "H au ling for llu s in esr ," People a m i September I97H, p . 9.

6. Som e * .ad ics have found la x  iiucn tiscs lo  !>c cost r llrc t iv r frnm ilir viewpoint of local govern* 
nicui* I licvc lu v c  icntlvtl lo  ignore llic  m  ondary impacts of d rtc lo pu irn l, sue Ii as population 
gn  a ill S ee , for exam p le , M ors ( 19 4 1) ; K inc li.u t (19 6 1) ; mid Sn/nm a (19 )0)

7. I licse problems are no l prcscnl, o f course, w iili properly la x  incentives, riuce properly In xe i 
m m l lie paid whatever the level o l profit o l llic  firm .

K. I lie cou tTu lM lio ii of non taxpay ing film * •' l iV r ly ln lr rg ir i i le s l in d is t ir ss td n ir .ix , p ircivrly 
w lic ir llic  tlim iiluv I i niovi needed.

9 . M any o f these topics die covered in oilier volumes in lliiv series.

10 . Section 107 o f llic  Kcvcnuc and lixp em liliiie  (.'nnlrnl A d  o f 1968 denies federal la x  ex* 
cm plion lo  iudu sln a l development bond ivvues exceeding S5 m illion . Such ivviics fell xlia ip ly 
fiom  1 1 6  b illion in 1968 In SO 5 billion by 1978 llu l bunds for w a in  lirn lm cnt were exempt 
horn ilo* 15  m illion lim it, and l»y 1976, 14 .5 billion in water liru lm cu l bonds were issued,

1 1 .  I to u li i l lt i t liit iis sm ii, see Vaughan (19 /0 )

12 . See C o iu ia , T e lia , mid S in tkcr (1978) and HusVius (19 )7).

1 1 .  S r r  N ea l l( I ' i f h r ,  "S ta le s  us C rly S a s r ir ,"  Ih e  H o ih m ^ion  T o n . 10 / 1 1 / 7 7 .
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H A R V A R D  L A W  R E V I E W

TAX INCENTIVES AS A DEVICE FOR 
IA1 PLEA IE NT INC GC) V ER N AI ENT POL ICY:
A COAIPAR1SON WITH DIRECT 
GOV ER N A1 ENT E XPENDITLIRES

S tan le y  S. S u r re y *

The tax code contains a trea t num ber o j specie.! provisions which 
provide credits, deductions, and other tax advantages intended to 
achieve non-tax goals considered desirable by Congress. In  fiscal 
iQt'S. these provisions represented tax expenditures o f over billion 
dollars. Professor Surrey argues that the tax incentive is generally 
inferior to the direct subsidy as <; means o j achieving social goals: 
that incentives are usually less equitable, since they benefit persons 
in high tax brackets m ost, and more difficult to develop and adm in­
ister. si.ice they are handled by tax com m ittees and adm inistrative 
agencies with It have little  expertise in non-tax social policy. IIe sug­
gests a strong presum ption against th e : ' use.

U C iG E ST IO X S  ;u e  c o n s ta n t ly  be ing  m ade  t h a t  m any  o f o u r  
Im p r e s s i n g  socia l p ro b lem s  can  b e  so lved , o r p a r t i a l ly  met, 
through the  use o f incom e tax  incen tiv es . M oreove r ,  th e  p re s e n t  
federal incom e tax  is rep le te  w ith  tax  incen tiv e  p rov is ions . Some 
were a d op te d  lo a ss is t  p a r t i c u l a r  indu s t r ie s ,  business ac t iv i t ie s , 
or financial t r a n s a c t io n s .  O th e r s  w ere  a d o p te d  to encou rage  non- 
business a c t iv i t ie s  con s id e red  soc ia l ly  u se fu l , su ch  as c o n t r ib u ­
tion? to c h a r i ty .  T h i s  a r t i c le  will dea l w ith  tlu: q u e s t io n  of 
whether lax  inc en t iv e s  a re  as u sefu l o r efficient an  im p lem en t  
of social po licy  as  d i r e c t  g o v e rnm en t  exp end i tu re s ,  such as. g ran t s ,  
loans, in te re s t  sub s id ie s ,  a n d  g u a r a n t e e s  of loans. T h e  d iscuss ion  
will be in t e rm s  o f the  federa l incom e tax , b u t  it is in tend ed  to 
be helpful fo r o th e r  ju r i s d ic t io n s  a n d  o th e r  forms of tax a t io n  as 
well.

‘ ProiVvor nt I.;ov, P.arvaid I.aw School. H.S., (.'it!lc>w s»i llic t’iiv of New 
York, no1)! I.I*.lt., Columbia, hm-c Professor Surrey v.as Assistant Secretary of 
l!,e Treasury for Tax Policy from i*j(m until njOi).

Tins article is derived from a paper submitted to the Symposium on Tax In­
centives lield hy the Tax Institute of America nt Princeton, New Jersey, on Sep­
t e m b e r  JO-.ii, ryot), Tire proceeding* of the Symposium will lie published hy the 
Institute.

70S
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I . T i n ;  N a tu r e  and  E x i  e x t  E x is ' r rx r ,
T a x I n c en t iv e s

T h e  te rm  “tax  e x p e n d i t u r e ’’ h a s  been  used  to desc r ibe  tliose 
spec ia l p rov is ions  o f tl.e fed e ra l  in com e tax  sy s tem  which rep­
resent. g o v e rnm en t  e x p en d i tu re s  m ad e  l l inm gh  th a t  sy ' te n i  to 
ach iev e  v a r io u s  soc ia l a n d  econom ic  ob jec t iv es . ’! h.cse • peda l 
p rov is io n s  p rov id e  d ed u c t io n s ,  c red i t s ,  exc lu s ions , exemptions , d e ­
fe r ra ls . a n d  p re fe re n t i a l  ra te s ,  a n d  se rv e  e nd s  s im ila r  in nature 
to  tho se  se rved  by  d i r e c t  g o v e rnm en t  e xp end i tu re s  o r  loan p ro ­
g ram s . In  a n y  specific fu n c t io n a l  a r e a  th e  G ov e rnm en t  m ay  use 
d i r e c t  exp end i tu re s ,  in te re s t  sub s id ie s ,  d i r e c t  federa l  loans, and 
federa l  in s u ra n c e  o r  g u a r a n t e e  o f p r iv a te  loans as  a l te rna tive 
m e th o d s  to accom p lish  tire p u r  ( 'uses wh ich  th e  spec ia l tax  p r o ­
v is ion seek s  lo  ach iev e  o r  en cou rage .

T h e  use o f the p h r a s e  “spec ia l  p rov is io n s ’’ c le a r ly  involves a 
m a jo r  def in i t iona l q u e s t io n :  which tax  ru les  a r c  specia l p rov i­
s ions a n d  th e re fo re  tax  e x p en d i tu re s ,  a n d  wh ich  tax  ru les are 
j u s t  tax  ru ies ; s im p ly  p a r t  o f the  w a rp  a n d  woof of a  tax  s t ru c ­
tu r e ?  T h e  d e sc r ip t io n  a n d  an a ly s is  o f tax  e x p en d i tu re s  con ta ined 
in th e  fiscal ipdS  re p o r t  to  th e  S e c re t a ry  o f th e  T r e a s u r y  used 
th e se  gu ide l in es : 1

|T h e  analysis] lists the m ajor  respects in which the current 
income tax bases deviate from widely accepted definitions of 
income and s tandards of business accountine and from the gen­
erally accepted .structure of an  income tax . . . .

* * *
T h e  s tudy  does not a t tem p t  a  complete listing of all the tax 

provisions which vary  from a s tr ic t  definition of net income. 
Various items tha t  could have been added have been excluded 
for one or more of several reasons:

(a )  Some items were excluded where there is no available 
indication of the precise magnitude of the implicit subsidy. This

1 1963 S e c ’v  T h u s .  A n n . R e p . on  h i e  S t a t e  or rnr. F in a n c e s  see
Statement, ot Josrph \V\ Harr, Secretary of lire Treasury, ia 11 tarn igs on the jqC'O 
Economic Report 0/  the President lie/ore the Joint Economic Comm., 9 1st Com;., 
1 st Scss. 8—.14 ( 19(19) (containing a "Comparison of budget Outlays ami Tax Ex­
penditures by Function Fiscal Year 1970"). Sec also Statement by Stanley 5. 
Surrey on the Tax Expenditure budget, in Hearings on Economic Analyses ami 
Jlficieney in Government Refute the Sub com m. on Economy in Government of the. 
Joint Economic Comm., 0 1st Cong., 1st Suss. (Sept. 16 , 1969). For a discussion 
of the definitional task, see Hittkcr, Accounting for Federal ''Tax Subsidies" in the 
S'atinntil IIudget, 1 2  N a t . T a x  J. ;44 ( 19 (19) , -and Surrey >k licllmulh, The Tax 
Expenditure End get — Response to Professor Tinker. - : N a t . T a x  J. (to be pub­
lished). The latter article also discusses the relevance of the tax expenditure con­
cept to taxes oilier than the inrnme tax. See also Wolfman, Federal Tax Policy 
and llic Support of Scicnie, 1 14  U. Pa. L. Rev. 1 7 1 , 173 - 7.; ( 19 (13 ).
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is the case, for example, with depreciation on machinery and 
equipment where the accelerated tax methods may provide an 
allowance beyond tha t appropria te to the measurement of net 
income but where it is difficult to measure tha t difference be­
cause the true economic deterioration or obsolescence factor can­
not be readily determined.

(b) Some items were excluded where the case for their in­
clusion in the income base stands on relatively technical or 
theoretical tax arguments. This is the case, for example, with 
tiic imputed rent on owner-occupied homes, which involves not 
only a conceptual problem but difficult practical problems such 
as those of measurement.

(c) Some items were omitted because of their relatively small 
quantita tive importance.

Other features of our income tax system are considered not 
as variations from the generally accepted measure of net income 
or as tax preference bu t  as part of the structure of an income 
tux system based on ability to pay. Such features include per­
sonal exemptions and the rate >cln <lules under the individual in­
tome tax, including the income splitting allowed for married 
couples filing join t re turns or fur heads of households. A dis­
cussion of income splitting ami the dependent’s personal ex­
emption is thus considered outside the scope of this study on 
tax expenditures.

Ii must be recognized tha t these exclusions are to some extent 
arbitrary . . . .  T he  immediate objective, however, of this study 
is to provide a list of items tha t would be generally recognized as 
more or less intended use of the lax system lo achieve results 
commonly obtained by government expenditures. The design of 
ihe list seems best served by constructing what seemed a mini­
mum list rather than including highly complicated or coulmver- 
,-ial items that would becloud the utility of this special analysis.

♦ V *
. . . The assumption inherent in current law, tha t corpora­

tions arc separate entities and subject to income taxation inde­
pendently from their shareholders, is adhered to in this analysis.

These guidelines readily identify a significant number of pro- 
visions in existing law which we can all agree arc "special" and 
represent lax expenditures: tax benefits for the aged, natural re- 
Mirces provisions such as percentage depletion allowances, the 
■.vestment credit, excessive real estate depreciation. These pro- 
i-ions are identifiable as tax expenditures for the additional 
tason that they have been defended, either by their beneficiaries 
r by Congress in adopting them, on the grounds that they achieve 

a particular purpose, claimed to be desirable, other 'be 
measurement of net income under air income lax.

On the basis of these guidelines, the Treasury analysis idea-
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t il led a  long li.st of t a x  exp end i lu ro s .  w i th  e s t im a te s  in terms oi 
fiscal y e a r  1 0 6 S. 'I 'lie expend i t i i re s  were c lassified acc«»r«iina m 
the  func t ion a l  c a tego r ie s  o f  g o v e rnm en t  e xp end i tu re s  used in tr.c 
b u dg e t ,  w i th  th e  add i t io n  of two sp v ia l  ca tego r ie s :  Aid to Stau’ 
and  Loca l  G ov e rnm en ts ,  a n d  C ap i ta !  G a in s :  ■

a Statement ul Joseph W. li.irr, J»/<r.i iu.e • Knot note* an' In rv omitted d 
Tax Reform Act of 1961.1, Pub. L. No. 01 - 1 ;* * I'cc. ;.c, io/w)), cut b.wk a ii'ir.r 
of these expenditures, and added a few m w nius. s< »• p. ; tad pp. 7.10-57 nn,
41 infra.

N’o significant tax  expenditu res arc  m ade In I im budget categories of Space, 
in te re st, an d  G eneral G overnm en t.

The Treasury analysis contained the following comments on revenue estimates: 
All estimates of tax expenditures touiting from special tax provi-mns represent revenues lost on an annual basis. I he estimates of revenue toie- gnne are, in e.etieral, based on the assumption ihat such provisions never 

existed, or, alternatively, that such provisions have been withdrawn sum- ciently long ago that we are now lieyond the period needed m permit an 
v'|uilable transition to a new lax situation.The revenue cost estimaled for these special provisions is not in many 
1 .eis the revenue rhangc winch would tisult iti the first nil! year if these provisions were withdrawn. Replacement of some or ail of these provisions iiy ditcct expenditures or lending programs might change the level and com­position of economic activity. The revenue cost of each special tax provision presented for tubs would, of course, gcmo.dly vary over time, with growth iu the ecnm iny and changes in various put of the tax base. Also, .1 realistic apptuach to any change in these provisions would provide in many situations 
trttii-.iiion arrangements which would 1 : . I tiic revenue change gradually 
over a period of years.Another key assumption is that economic activity l o r  the year would riot have been affected by Ihe ab-eme of lin e p r u . i t  provisions. This, of course, is a simplifying assumption lor tax expenditures undimbti tty have significant effects on i 'm cnmposiliim and perhaps the level of economic activity. Also, 
in lin* absence ul these tax benefits, there would doubtless have been change* in Government direct spending and net lending to aintmplish some oi the objectives of the existing provisions. No attempt has been made to specu­late how the budget and Ihe economy might differ ii none u( these provisions were iu the law.

Statement oi Joseph W. Harr, supra note t, at .t p Thus, in effect the estimating 
tediniriues used are similar lo the "liist elicit" estimates typically given by the 
Treastity to indicate the revenue effect of any proposed change.

Professor H en ry  A aron has com piled a n o th e r  in v en to ry  of existing tax incen­
tives, a rran g ed  according  to  th e  types o f  econom ic decisions w hich th e  lax p ro­
vision influences. A aron , Inventory of FAstine, Tax Incentives: Federal, in T ax  
iN s r i r u n ;  o p  Ami'aik a , S y m p o siu m  <>s T ax  I m tn t iv c .s  ( to  be pub lished) I herein­
a f te r  cited as In 'lt.n 'Iivi::; S y m p o s iu m ). H e its*s the  term  tax  incentive to denote 
an y  lax  provision w hich is "defended  o r  advo ca ted  p rim arily  because it so alters 
resource allocation  as to  im prove econom ic efficiency." l ie  excludes “ tax  provisions 
defended p rim arily  because they  are alleged to  have  favor 'M e effects on the  d is­
tr ib u tio n  of incom e by  incom e class, fam ily  s ta tu s , age groups o r  o th e r  socio­
econom ic categories." T h u s, he would exclude tax  expenditu res fo r the  aged 
an d  the b lind . I lis  lax  incentives fall in to  th ree  m ain  categories: tiiose im hicncing 
household behavior—  spending  p a tte rn s  ( fo r  exam ple the  charitab le  con tribu tions 
d ed u c tio n ), place of em p lo y m en t ( fo r  cxam | te th e  exem ption  of certain  incom e 
earned  a b ro a d ) , o r po rtfo lio  choice (fo r  exam ple cap ita l g a in s ) ;  business behavior 
—  investm en t in cap ital ( fo r  exam ple th e  investm en t c re d it) , com position o f the 
wage offer ( fo r  exam ple the exclusion o i em ployer co n trib u tio n s lo  pension p lan s), 
in dustria l com position  (fo r  exam ple he tax  benefits to  ag ricu ltu re  an d  n a tu ra l
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T a x  E x p en d i tu re s  by 

I!rncr.r Frsenox
Ri.vr.xuK C o s t  

M i l l io n 's  o k  D o l l a r s

Rational Defense 
Exclusion of Military bcnciits and allowances........................

International A fairs and Finance 
individual taxation:

Exemption for certain income, earned abroad by U.S.
citizens ...................... ................................................................

{exclusion of income carnet! in U.S. possessions..................
Corporate taxation:

Western Hemisphere trade corporations................................
Exclusion of gross-up on dividends of less developed country

corporations..............................................................................
Exclusion of controlled ioreien subsidiaries..........................
Exclusion of income earned in U.S. possessions..........

Total
Agriculture and Agricultunit Rcsoure's 

Farming: Expensing and capital gains treatment . 
Timber: Capital gains ticatment (or certain income

T o ta l ..................  ........................
Xatural Resources 

Expensing nf exploration am! development costs 
Excess of percentage over cost depletion 
Capital gains treatment oi royalties mi coal and iron ore

T o ta l............................  ......................................................
Commerce and Transportation 

Investment credit
Excess depreciation on buildings ................................
Dividend exclusion .. . . . . . . .
' a pit til gains: Corporations (other than agricultural rod

natural resources) ..........................................
Excess bad debt reserves of financial institutions..................
Exemption of credit unions  .............................. .......... ..
Deductibility of interest oil consumer credit 
Expensing of research and development expenditures
f.'.s.oco surtax exemption . ....................................
Deferral of tax on shipping companies..........................

Total ....................................................................................
Community Development and Housing 

O w ner-occupied  hom es, deductib ility  of:
Interest on mortgages ..............................................................
l’ roperty taxes .......... ..................................................................

•1=
10

SO
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150
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130
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.too
t,tco

5

1/ .0 5

JRCO
Sen

500
(lOO
40 

1,(00 
500 

t ,Soo 
10

7.77S

1,900
1,800

iifourcc'), business location (for example the Western Hemisphere Trade Cor­
porations provision)! and state and local government belie.vitir- sources of finance 
tier example deductibility of slate and local taxes).

For an inventory of incentives in state and local taxes, see Slater, in Inks.niiviis
f . Mt'oSIUM.
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iiUDOET FUNCTION MiiT.MNS OF DoltARS

Rental housing-excess d e p r e c ia t io n ............................................ -

T ota l..................................................  7-o
Health, end Welfare 

Aged, Mind, and disabled:
Additional exemption, retirement income credit and exclu­

sion of OASDHI for aged................
Additional exemption for b lind ..........................

Exclusion for sick pay .................. ................................................
Exclusion of unemployment insurance benefits . . .  3 0.3
Exclusion of woikmen's compensation benefits 1 P
Exclusion of public assistance benelits   Sc
Exclusion for employee pensions . . . .  . .1 ,0 :0
Deduction (or self-employed retirement . :
Exclusion of oilier employee benefits: 

i’ remiums on group term life insurance pa
Accident and death benelits..............     : :
Medical inriiranre premiums and medical care j.ics
I’rivately iinanrcd supplementary unemployment benefits .’ 5
Meals and lodging ........................  150

Exclusion of interest on life Insurance savings .................... 90a
Deductibility by individuals of charitable contributions (other 

than education) including untaxed appreciation :,soo
Deductibility ot medical expenses t,<co
Deductibility of child and dependent can- expenses . .. JJ
Deductibility of casualty losses   70
Standard deduction ........................     .vco

T ota l....................................................................................... i .'iSJo
Education and Manpower

Additional personal exemption for students..............................  300
Deductibility of contributions by individuals lo educational

institutions .. ..........................................................  . .. .. 170
Exclusion ol scholarships and fellowships..................  50

Tota l..............................................    7 :0

Veterans Benefits
Exclusion of certain benefit'.................................  . . . . .  550

Aitl to State and Local (lovernwent Financing 
Exemption nf interest on State and local debt obligations 1,800

Deductibility of wmbusiness Stale and local taxes (other than 
on owner-occupied homes):
Individual income tax ..............  ................  1,350
General sales taxes.......................... . , ,  77?
Gasoline taxes   ..................................  geo
Personal property taxes ..................     ijo
Other taxes................................................  125

T o ta l.........................    j.-Soo
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TAX IXCEXT IVES
T ax Kxri-xtiiTURES by Ur.vKXt’E C ost

IU.nr.tr F c n c t i o v  M n .u o .v s  o r  D o l l a r s
Property taxes on owner-occupied homes (.included under 

community development and housine) ............................  i.Sco
Total, ail State and local nonbusincss taxes 

Capital Cains — Individual Income Tax
Special provisions (increase in basis at death; exclusion of 

onc-hali oi lone-term gains; maximum tax rates of a5 ',T 
on long-term gains) ................................................................  5,51:0- 5,500

T h e  an a ly s i s  a lso show ed  the  r e la t io n sh ip  of tax  exp en d i tu re s  
to d ire c t  e x p en d i tu re s  fo r the se  b u d g e t  ca tego r ies . I n  som e cases 
the tax  e x p en d i tu re s  exceeded  o r  w e re  close to b u dg e t  exp end i ­
tu res  (C om m u n i t y  D ev e lo pm en t  a n d  H ou s in g ,  20 4 ‘/, ; C om m erce  
and T r a n s p o r t a t i o n ,  1 1 4 '.* ; N a t u r a l  R e sou rce s ,  oo'/f ; H ea l th  
and  W e lfa re . 3 7 ( c )  ( fiscal r o 6 o f igu re s ) .  In  none  o f lho c a t e ­
gories l is ted  above  excep t fo r N a t io n a l  D e fen se  an d  V e te ran s  
were the  tax  e x p en d i tu re s  less t h a n  1 0 C o f b u d g e t  exp end i tu re s .  
T h e  to ta l o f th e  e s t im a te d  tax  exp end i tu re s ,  in a  ro und  num be r ,  
was $ 4 5  b il l ion .

I f  we t a k e  a s  ou r  def in it ion  o f  tax  in cen tiv e  a  tax  ex p end i tu re  
which induces  c e r ta in  ac t iv i t ie s  o r  b eh av io r  in response to the 
m o n e t a n  benefit ava i lab le , a lm o s t  all of the  tax  e xp end i tu re s  
inc luded in th e  above  an a ly s is  c an  be cons ide red  tax  incen tives . 
M an y  o f the tax  e xp end i tu re s  w ere  exp ress ly  a dop ted  lo induce 
action which the  C ong re ss  con s id e red  in th e  n a t io n a l  in te re s t ,  
f o r  example , the  in v e s tm en t  c r e d i t  w as in tend ed  to en cou rag e  
(lie p u rch a se  o f m a ch in e ry  a n d  e q u ipm en t ;  excess ive b ad  d eb t 
reserves for some financia l in s t i tu t io n s  w ere  a l lowed  to en cou rag e  
the g row th  o f s av ing s  a n d  loan  a s so c ia t io n s  and  m u tu a l  sav ing s  
b ank s ;  th e  c h a r i t a b le  d edu c t io n  w as  in tend ed  to fo s te r p h i l a n ­
th ropy ; th e  p re fe re n t i a l  tax  t r e a tm e n t  of qua lif ied  pen s ion  p lan s  
was in tended  to fo s te r  b ro ad  p en s ion  p la n  cove rage ;  and  the 
corpo ra te  s u r t a x  exem p t ion  w as  in te n d ed  to  fos te r sm al l  b u s i ­
ness .11 O ilie r tax  e xp end i tu re s  w ho se  o r ig in s  a r e  c loudy  a re  now 
defended as  incen tiv es  to home ow ne rsh ip ,  a s  in the  case  of the  
deduction fo r m o r tg ag e  in te r e s t  a n d  p ro p e r ty  taxes , o r  a s  a id s  
to s ta te  a n d . lo c a l  g o v e rnm en t s ’ ta x  b ases ,  a s  in the  case  o f the 
deduction fo r s t a t e  a n d  local taxes . O th e r  tax  e x p en d i tu re  p ro -

3 Other tax expenditures in this class iticludo the treatment under the foreign 
lax credit »( dividends paid by the corporations nf less developed countries, capital 
pins treatment in r.eueral, the cveiuptiun of credit unions, the special treatment of 
timber capital gains, the hundred dollar dividend exclusion, and the deduction for 
ene-li.df of medical insura; ce premiums, pronp term life insurance, and income 
. ! . '  road, decelerated depreciation on real estate probably is another example,
althoiiidt it was adapted lamely a s  a happenstance along with accelerated deprecia­
tion provisions designed to encourage investment in personal property.



v is ions w ere  a d o p te d  as re l ie f p rov is ions  to  ease  ‘‘l a x  hard sh ip s , 
o r  w ere  a d o p te d  to s im p li fy  tax  c om pu la t io n s .  Some of these 
p rov is ions  have come to be d e fend ed  on the  bas is  o f th e ir  incen­
t ive effects: for exam ple , tlu* in tang ib le  d r i l l ing  expenses  deduc ­
t ion , the  p e rc en tag e  d ep ic t ion  a l lowance , th e  W es te rn  H em isphe re  
T r a d e  C o rp o ra t io n  p re fe re n t i a l  ra te , and  th e  r e s e a rc h  and  de­
v e lopm en t expense  d e d u c t io n . 4 M oreove r ,  to the  e x te n t  th a t  such 
tax  re lief —  i.e., lax  t r e a tm e n t  t h a t  is spec ia l and  no t required 
b y  the  co n cep t  a n d  gene ra l  s t a n d a r d s  o f a n e t  incom e tax  —  is 
g ra n te d  fo r an  a c t iv i ty  t h a t  is v o lu n ta ry ,  the  relief is in effect an 
inc en t iv e  to  engage  in t h a t  ac t iv i ty ,  even though  the p rov is ions

.y n o t  be d e fend ed  on incen tiv e  g round s . Fo r example , ii meals 
nd lodg ing  fu rn ish ed  an  em ployee  on the  p rem ises  o f an em ­

p loye r  a re  no t tax ed , th e  effect is to m ake  em ployees  m o re  likely 
to choose such  em p loym en t .  If coal an d  iron roya l t ie s  receive 
cap i ta l  g a in s  t re a tm en t  and  o th e r  roya l t ie s  do  no t. inves tmen t 
p re fe ren ce s  will he affected .

T h e  on ly  tax  exp end i tu re s  th a t  a re  no t tax  incen tives , as we 
a r c  u s ing  th e  exp ress ion , a re  exp end i tu re s  re la ted  lo invo lun ta ry  
ac t iv i t ie s  o f ta x p a y e rs .  M o s t  such  prov is ions a re  des igned  t" 
p rov id e  tax  reduc t ion  in o r d e r  to relieve m is fo r tun e  o r  h a rd sh ip  
—  s i tu a t io n s  invo lv ing  ‘‘p e rsona l  h a rd sh ip s .” as co n t r a s te d  w ith 
the “tax  h a r d s h ip s” th a t  have  b ro u gh t  ab o u t  o th e r  sp cc 'a l  tax 
prov is ions , ch ie lly  for bu s in ess  ac t iv i t ies . T h e  e x t r a  exemption  
for the b lind  is one  exam ple . T h e  e x t r a  ex em p t ion  for the  noi-d 
is a n o th e r  —  we c a n ’t g row  old a n y  fas te r becau se  o f Ihe e>a - 
l io n .'1 Spec ia l p rov is ions  n f th is  c h a ra c te r  a r e  re la t iv e ly  few in

4 Additional examples include llic bad debt reserves for banks, the cash inclin'd 
of accounting for farmers, and the special personal exemption for s'ndents.

8 Incentive effects arc also produced by the exemption of military p y earned 
in combat zones.

"Perhaps the other tax benefits for the aged— (lie retirement credit and the 
social security exemption — also fall in this non-incentive category, though tiiis is 
not so clear. The lelitement credit provides some incentive to retire. Also, favor­
ing retirement income may encourage savins for retirement. The employee sick 
pay exclusion may be in the non-incentive class, since si*'kucss is presumably in­
voluntary, yet the provision ran have the incentive effect of inducing employers 
lo provide such plans or unions to negotiate 'or suck plans. The general medical 
expense deduction similarly has non-inrcntive i haraclcrhiiiyet the presence of 
the deduction does lend to induce I hi: purchase i f health insurance and the greater 
use of medical services and equipment. The exclusion of unemployment insurance 
and public assistance benefits also lias nun-incentive characteristics, if we regard 
unemployment and need for public assistance as essentially involuntary conditions. 
Vet for some individuals the eeneratilv will not bold, and the tax result will add 
lu the monetary inducement which makes the condition acceptable. The casualty 
loss deduction is also generally not an incentive, though in paiticular cases it nny 
induce lertain action that would otherwise lie loo risky, such as scli-iimn.iticc, or 
ownership oi a house in a hurricane area.
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number. Hy and large. therefore, the classification guidelines in 
the Treasury Analysis which separate tax expenditures from other 
tax provisions also serve to identify existing tax incentives.

The recently considered tax expenditures are all in the tax 
incentive category. They include pollution control machinery 
credits, manpower training credits, educational expense credits, 
tax benelits for investing in low income housing, and tax bene­
lits for business investment in central cities or rural areas, hi 
all these situations the direct purpose of the proposed tax change 
is to provide monetary assistance or benefit through the tax 
laws so as to make the desired course of action financially more 
palatable to taxpayers im.wived, and thereby induce them to take 
that action. Whatever the purpose of the economic benefit in­
volved — bo it to make an expensive activity less costly, to reduce 
its risk, or to increase tin* rale of after-tax profit— the incentive 
effect is the desired effect.

11. C oM iuK iso .N  ok T a x  I x c k n t x v e s  w i t h  
1 >uu < r K x p k n d i t u r e s

This section of the discussion is concerned with criteria for 
evaluating the use of tax incentives as compared lo the use of 
direct government expenditures. This evaluation does not in- 
...!ve the issue whether we should seek to achieve the particular 
goals for which tax incentives are now used or suggested. We can 
assume it is understood that each incentive must serve purposes 
which the nation wants to achieve and is willing to finance, rather 
than let the marketplace determine the extent lo which the result 

obtain. This is not to say that every proposal for a tax in­
centive is presented or defended with a careful analysis along 
these lines. Far from it — many sponsors of tax incentives sim­
ply assume that if the benefit sought i.. helpful to them in reach­
ing a desired result, the incentive is in the public interest. Hut 
this discussion assumes that these issues have been decided. 
Therefore, we are assessing the use of tax incentives as a tech­
nique to provide the government assistance. The discussion is 
applicable to those tax expenditures intended to alleviate personal 
hardships, although we have indicated that they might not be 
classified as tax incentives.

There are, of course, as stated earlier, a variety of ways to 
provide government financial assistance — direct grants, loans, 
interest subsidies, guarantees of loan '.'payment or interest pay­
ments, insurance on investments, and so on. These methods arc 
here called budgetary or direct expenditures. Skilled tax tech-
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n ic ian s  a n d  b u d g e t a ry  exp e r ts  c a n  ta k e  a n y  tnx exp end i tu re  and 
d ev ise  a  b u dg e ta ry  ex p en d i tu re  a p p ro a c h  to se rv e  th e  sam e  goal; 
a s  a  d i r e c t  e x p e n d i tu re . 7 F o r  ex am p le , ' h e  B r i t ish  for some years  
u sed  a n  ap p ro a ch  u n d e r  th e ir  t a x  law som ew h a t  s im i la r  to our 
7 /o in v e s tm en t  c re d i t  to  en cou rag e  th e  acqu is i t ion  of m ach ine ry  
a n d  equ ipm en t .  The* s u b s eq u en t ly  d ro p p ed  the  tax  techn ique 
and  su b s t i tu t e d  d i r e c t  c a sh  p a ym en t s . s 'Flic ex is t ing  tax  incen­
tive fo r c h a r i t a b le  g iv ing cou ld  a lso  b e  s t r u c tu r e d  as  a d irec t 
ex p en d i tu re  p ro g ram , u n d e r  wh ich  the G ov e rnm en t  wou ld  ma tch  
an  in d iv id u a l ’s c o n t r ib u t io n  to  c h a r i t y  w i th  a p ro p o r t io n a l  con ­
t r ib u t io n  o f i ts  own to th e  s am e  c h a r i t y / ’ 'Fax c re d i t s  to  an e m ­
p loy e r  for m anp ow e r  t ra in in g  cou ld  be s t r u c tu r e d  as g ra n ts  or 
c o n t r a c t  p aym en t s  to  the em ploye r .  'Fax benefits to th e  aged can 
b e  s t r u c tu r e d  as cash  to th e  aged . And 0  on.

I t  follows t h a t  a  m ean ing fu l  c om p a r is o n  b e tw een  th e  tax  in­
cen t iv e  techn ique  a n d  the d ir e c t  ex p en d i tu re  te chn iq u e  m u s t  in ­
volve similar substantive programs. T h e r e  is »o p o in t  to  say ing  
t h a t  in a  p a r t i c u l a r  s i tu a t io n  a  ta x  in cen tiv e  is a  m o re  useful 
a p p ro a c h  b ecause  it invo lves 110 g o v e rnm en t  supcrvisi>*n over 
the d e ta i l s  o f the a c t ion  to be induced , w he rea s  a  d ire c t  e xp end i ­
tu r e  invo lves d e ta i led  supe rv is ion . T o  s a y  so is n o t  to com pa re  
a  tax  in cen tiv e  w ith  a  d ir e c t  exp end i tu re  b u t  s im p ly  to com pa re  
a loosely con tro l led  m e thod  of p ay in g  ou t  g o v e rnm en t  f e n d s  w ith 
a  t ig h t ly  con tro l led  m e thod . D i re c t  e x p en d i tu re s  can  involve 
loose a s  well as t ig h t  supe rv is ion . O n e r  we dec ide  wh ich  s u b ­
s ta n t iv e  p ro g ram  we w an t  then  we can  go on to d ec id e  wh ich  
t e chn iq u e ,  tax  incen tive  o r d ire c t  ex p en d i tu re ,  is p r e fe ra b le  for 
t h a t  p ro g ram .

T h e  m a t t e r  o f w h a t  typ e  o f s u b s t a n t iv e  p ro g ram  is b e s t  c a l ­
cu la te d  lo  ach ieve  th e  d e s i red  goal lies iu th e  fields o f cos t-benc f i t  
a nd  cost-effec tiveness an a ly se s . T h e s e  m e th o d s  a r e  be ing  used 
m o re  a n d  m o re  to d ev ise  a n d  te s t  d i r e c t  exp end i tu re s ,  a n d  they  
shou ld  a  p r io r i  be equ a l ly  app l icab le  to p ro g ram s  us ing  a  tax  itt-

7 Sec Stone, Tax Incentives us 11 Solution to I'rbitn Problems, so W.sr. &• M.vitv 
L. Ukv. G.17 , 651-53 ( 1969) (describing possible assistance devices for urban hous­
ing). See also Slilnr, Tux Incentives and Urban I die 1st, in lxci:snVRS S ym p o s iu m  
f generally defending tax Incentives). For oilier discn sions of tax inecntives, see 
lilum, T'edetal Income Tax R eform —■ Twenty Questions, ,|t Taxis 67.' (m fit); 
Kurtz, Tux Incentives: Tlseir Use and Misuse, P. So, C\t.. 11/ 1,5 Tv.v Issnn'TF. t.

“ The tax provision was the Finance Act of 105 .1 , 1 >1' 3 Idiz. 1 , c. .pi, 5 16 , 
repealed bv the Finance Act of to66, c, IS, 5 3 ;. I tirecl mants were in diluted by 
the Industrial Development Act of 1066, c. 33 , 3 1 .

11 Where the charily was a religions institution, a direct government contribution 
would raise serious questions under ttic establishment of religion clause of the first 
amendment. But such a direct subsidy should be considered constitutional if the 
picscnt tax provision is, since there is no practical difference between the two.
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cen tivc techn ique . ” F o r  [ 're sen t  pu rpose s  I am  a s sum ing  th a t  th e  
s u b s ta n t iv e  ana ly s is ,  a s  respec ts  m e thodo log ica l a p p ro a ch ,  use  of 
econometr ic  te chn iq u e s ,  and  th e  like, s h ou ld  be o * the s am e  o rd e r  
w he the r  a  ta x  in c en t iv e  o r a d ire c t  ex p en d i tu re  is invo lved . T h is  
is not to s a y  t h a t  th is  has been  t ru e  w i th  reg a rd  to tax  inc en t iv e s  
in the p as t .  F a r  f rom  it —  and  the re in  lie m any  o f  the  p rob lem s 
with tax  incen tiv es .  can  we s ay  t h a t  it will be t r u e  a s  to 
fu tu re  tax  incen tiv es ,  no r  c an  we s a y  t h a t  all d i r e c t  ex p end i tu re  
p ro g ram s a re  c a re fu l ly  th o u gh t  th rough .

A m ean in g fu l  c om pa r ison  b e tw een  th e  two techn ique s  m u s t  
also b e  realistic. T h u s ,  it m u s t  recogn ize t h a t  a  tax  inc en t iv e  
does invo lve th e  e x p end i tu re  o f g o v e rnm en t  funds, i t  is o f ten  
said t h a t  a  t a x  inc en t iv e  m o re  u se fu l t h a n  a  d i r e c t  ex p en d i tu re  
b ecause  peop le  do no t .i!:e o r  will no t  re spond  to  “su b s id ie s .” 
Such s ta tem en ts  a lw ay s  a s sum e t h a t  the  d i r e c t  ex p en d i tu re  is the  
“su b s id y ,” w he rea s  the  tax  benefit o b ta in ed  in the  tax  in cen tiv e  —  
the lower tax  —  is no t  so reg a rd ed .  P e rh a p s  we m ay  And that, 
this fiscal illusion h as  its use fu lness , b u t  we shou ld  a t  le a s t  be 
aware  o f w ha t is the tv a l i tv  a n d  w h a t  is the  i l lu s ion . 11

. ! .  Some Assertc,! Virtues of Tax Incentives 
—  Tnhcly Claimed

Aga in s t  th is  gene ra l  b a ck g ro u nd  we c a n  now  con s id e r  some 
of the v ir tu e s  and  defect:; g enera l ly  c la im ed  for tax  incen tives 
and, on th e  o th e r  s id e  of the co in , for d i r e c t  e xpend i tu re s .  T h e  
first level of con s id e ra t io n  re la te s  to v i r tu e s  c la imed for tax  in ­
centives. b u t .  in light o f the above  b a ck g ro u nd ,  fa lse ly c la im ed .

i. Tux Incentives Encourage the. P riva te Sector to Partic ipate  
in Social Programs. —  F req u e n t ly  a  ta x  incen tiv e  is u rged  on the 
g round th a t  th e  p a r t i c u la r  p rob lem  to ' 2 m e t  is g r e a t  and  th a t  
the G ove rnm en t must a ss is t  in i ts  so lu t ion  by  en l is t ing  th e  p a r -

!:<>r recent examples r. such similes applied to tax incentives relating lo 
natural resources, sec Cun.-ai, . search Corp., Tht' Economic Parlors A jf feting the 
/ . e v i l  « / Domestic Petroleum A'(serves, in Hot si. W ays St Miwns C om m . Si Sknatb 
Com m. on Finance, otsr Com;., isr Suss., United Status Tiik.vsciiy D k im k im k n t, 
T an  Kki'okm  S tv m k s  and PnornsALS (Comm. Print 1969) ;  Mid-Continent Oil 
and Gas Association, Analysis ami Comment Rclatln/ to the Cnnsad Report on 
the lullucncc of U.S. Petroleum Taxation on the Level of Reserves, April 25, 19 (10 ; 
Cunsad Research Corp., Comments on Mid-Continent (.l/C) Oil and (las Assoeia- 
lion Critique, 1 1 5 Com;. Kkc. S 14290-91 (daily ed. Nov. i.t, 19 (19). As to build­
ings, see i.mliman and Rausche, The Income Tax and Real Estate Investment, in 
Incentives Sym I'O SIvm ; Taubmnn and Rumhe, Economic and Tax Depreciation 
ol (nlice. Haildiags, 2 : Nat. T a n  J. ( 1969). As lo the investment credit, see 
Brannon, .1 Requiem / or ihe Investment Tax Credit, in In c e n t iv e : ;  .Sym posium  
(describing existin. studies on the credit).

"Sneed, The Criteria <>/ Ecdernl Income Tax Policy, 17 S ta n .  L, Kt.v. 567, 
( i o j - o s  ( 1965).



tidpation of (he private .sector — genera!!}1 business. The need tor 
Government to participate can be fulfilled by a tax incentive, and 
this is asserted as a virtue of lax incentives — they provide gov­
ernment assistance. Thus, a tax incentive for manpower training 
proposed in the Senate was defended in tiicse terms: :*

T ax  incentives [are proposed j to encourage the fullest par­
ticipation of the private sector in employment, upgrading, and 
training of loss skilled people.

. . .  A tax incentive program shonid (snakeI . . .  it eco­
nomically possible for American hiishtc*s M play an important 
role in our manpower program.

I understand the objections that sire sit tones put forward to the 
use of tin! tax system for socisil purpose.- However. 1 think it is 
time we realized that in orde1- to encourage bn-iness to partici­
pate  in programs oi his nature. Government must he willing lo 
meet business half wav. The most ronvena nt form for subsidiz­
ing a businessman is through his income tax.

. . . [This  bill |  enlists the job-creatine '•oieiiiial of private 
enterprise hy realistically recognizing die I;ivI» initial costs in­
volve*1 in hiring, training, and providin ■ stip| ortivc services for 
I**'.-skilled individuals.

Jiut. till this is a lum-seriuittir; it points n"t to the virtue of 
tax incentives but to the need for government assistance. The 
existence of that need has no relevance to dm question whether 
the need should be met by an incentiv- of by a direct expenditure.

j. Tax Incentives rl/v Simple cun' Involve P'e.r Less Ciovrrn- 
menlul Supervision mul Detail. — A whole -•*.» irl of virtues claimed 
for tax incentives is summed up in the general observation that 
they keep Government — that is. the government bureaucracy — 
out of the picture: that they involve less negotiation of the ar­
rangements, less supervision, less red tape, no new bureaucracy, 
and so on. The manpower proposal referred to above was sup­
ported by this argument: ,:i

T he  a !vantages to a tax credit approach are numerous. The 
most important,  however, is that the program can go into effect 
immediately upon enactment, Kmplovnmnt programs in the past 
have taken months and years to become operative. . . . Ian- 
plovers who participate in the p togram will receive a tax credit 
of 7 5  percent of the wages paid to the employee for the first 4

HARVARD LAW REV IEW

tts l.ViNii, Use. S-i.to daily o.l. May r>. iigHp lU iteiiuiit of Senator
I'm y ). The hill is S. j 10 j , yet Cong., 1st Scm. 1 1 .,u«i).

1 1 1 15  I 'u .s o . K i.e . S .v t.’ n , S .i .i .jo  d a i i v  oil. M a v  16 . ojO 'p 1 s ta tem en t o f Senator 
Percy).
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months of employment. 50 percent for the next 4 months, and 
25 percent for the balance i f the individual's first year of em­
ployment. This is an uncomplicated program with the minimum 
of redtapc. Any employer who hires a certified employee is 
eligible for the tax credit — it is as simple as that.

But this merely comes down to saying: “Let’s have a man­
power program under which the Government pays an employer 
who hires a certified employee an amount calculated as a per­
centage of the employee’s wage.” There is nothing so far that 
indicates whether the payment should be hy way of a tax credit 
or a direct expenditure. If the employer can obtain government 
funds (i.e., a reduction in tax through the tax credit) for his em­
ployment activities hy filling out a schedule on a tax return, a 
manpower program cottid be devised instead under which he 
would receive the same monetary assistance hy filling out the 
exact same schedule on a piece of paper that had ••Department 
of Labor” at the top in place of ’‘Internal Revenue Service.”

A government that decides it is wise to pay out. tax credit 
money via a simple tax schedule would be highly irrational if it 
also decided that, it would be unwise to pay ‘he same amount 
directly on the same basis. A dollar is a do* • both for the 
person who receives it and the government tine vs it. whether 
the dollar comes with a tax credit label or a di ct expenditure 
label. Nor is a new bureaucracy needed to pay out these amounts 
as a direct expenditure • ■ a check-writing process is all that would 
he needed in keeping with the parallel to the tax credit. Nor, 
similarly, must there he long negotiations, complex contracts, and 
the like. It !s not the tax route that makes the program simple 
— it is a substantive decision to have a simple program. In 
many cases, it i- true, direct expenditure programs are orobably 
overstrainured and the urging of tax incentives is a reaction to, 
and a valid criticism of. badly designed expenditure programs. 
The cure lies of course in better designed 0. penditure programs.

It should bo added, parenthetically, that the alleged simplicity 
of tax incentives is likely to be illusory. Thus, the argument 
quoted above states that " |a |n y  employer who hires a certified 
employee is eligible for the tax credit — it is as simple as that.” 
But this is not really so. because the legislation actually proposed 
would liavo required the employer to he certified by the Secretary 
■ if Labor, and to be eligible for certification an employer would 
have had to prove that the employment program would not im­
pair or depress the wages, working standards, or opportunities of 
present employees; that the business was nol affected by strike, 
lockout, or similar conditions; that Ihe employees in the program 
would be afforded an equal opportunity for full-time employment
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a f t e r  th e  exp ir a t io n  o f th e  c re d i t  p e r io d :  t h a t  a  fo rm al on-the-mb 
t r a in in g  p ro g ram  would be av a i la b le :  a n d  t h a t  the re  would be 
no d is c r im in a t io n  on accoun t  o f race , color , religion , or national 
orig in . F u r t h e r  complex it ie s  wore invo lved in tho p roposed sys­
tem  fo r d e te rm in in g  the  c re d i ta b le  w age  b ase , wh ich  was to be 
defined as  th e  high,or o f the  m in im um  wage o r  the wage cus tom­
a r i ly  p a id  b y  the  em p lo y e r  for such  se rv ic e s . ’ ’ S im ilarly , the Kuv 
income hous ing  tax  incen tiv e  leg is la tion d iscussed  in 1 0 0 7  and 
1 9 6 8  w as  s tu d d e d  w ith  r e q u i r e m e n t  of “app ro v a l  by  the Secre­
t a r y  of H ou s in g  a n d  U rb an  D eve lopm en t ."

Ih e  t a p e  w as thus p re s e n t  a th e  tax  c red i t  p ro g ram  and  its 
co lor was red . T h is  is no t to c r i t .c i / e  the  p a r t i c u la r  p rog ram s , hut 
r a t h e r  to ob se rv e  th a t  tho se  who des ign  tax  incen tive  programs, 
j u s t  as tho se  w ho  des ign  d ire c t  e x p en d i tu re  p ro g ram s ,  m ay find 
: h a t  comp lex  req u i r em en ts  becom e des irab le .

Tax hicculivi ' r  Promoh: I 'r in i t t  /  >< risionwiikiir; ITitln'r 
VIni 11 (hn rn i iH t Ht-Cciilcn l  D cf ishww ikh i" .  -  - Ii is sa id that 
b e t t e r  p rog re ss  will be m ade  tow a rd s  the so lu t ion  o i  m any  social 
p ro b lem s if ind iv idua l d e c is io nm ak ing  is p rom o ted ,  and  that 
s ince tax  incen tives  p rom o te  th is  th ey  shou ld  he p re fe r red  to 
ap p ro a ch e s  Ihat u nde rsco re  g o ve rm uvn t- ron to rc  ! d ec is ionm ak ­
ing. S e n a to r  Ribicoff, for ex am p le , lias exp ressed  the  view tha t 
“ ft J c cogn it ion  th a t  tax  in cen tiv es  can  accoun t  for rea l Fede ra l 
e x p en d i tu re s  shou ld  no t ob scu re  the  fact tha t su ch  p rog ram s can 
e l im in a te  th e  need for ad d i t io n a l  b u re a u c ra t i c  a p p a r a tu s  while 
p rom o t in g  th e  use o f p r iv a te  c ap i ta l  and  in i t ia t iv e  tow a rd  socially 
usefu l p ro je c ts ,” 15

Wo need not d iscuss  th e  m e r i t s  o f p r iv a te  e n te rp r i se  as  a  
device for so lv ing  socia l p rob lem s , except to no te  in pass ing  tha t 
m any  bu s in ess  g roup s  who in u rg ing  tax  incen tives s tre s s  the 
v ir tues  of p r iv a te  e n te rp r i s e  over look  the  fac t t h a t  they  a r c  rea lly 
s tre s s ing  p r iv a te  e n te rp r i s e  f>lim g o v e rnm en t  a ss is tan ce . Hut wise 
o r unw ise . Ihe con ten t ion  t h a t  p r iv a te  en te rp r i s e  shou ld  be allowed 
free p lay , w i th ou t gove rnm en t in te r f e ren ce ,  tells u s no th ing  as to 
the choice b e tw een  tax  incen tiv es an d  direct, e x p en d i tm o s ,  given 
the s am e  su b s ta n t iv e  p ro g ram . T h i s  con te n t ion  is rea l ly  a v a r i a n t  
o f the  p rev iou s  ‘‘red ta p e "  a rg um en t .  J u s t  as we could design a  
d ire c t  e xp end i tu re  p ro g ram  th a t  p rov id e s  for reduc t ion  of red 
tape , so  we cou ld  des ign one  th a t  p rov id e s  m o re  flexibility for 
p r iv a te  d ec is io nm ak ing  an d  less, scope for g o v e rnm en t  con tro l .

14 S. in )} , (list Cong., 1 -t Sess. (iof'()b .SYr |». 7 1ft tufini,
15 J o i n t  IY o n oM 'ii : C om m ., moo J o i n t  K co n om ic  K u 'i i i i t ,  li It. Itr .i '. No. 141 , 

9 1 st Conn., 1 st Scss . 30 <;oitorisk footnote). Niv i l l to i d .  at So (.views 01  Senator 
Tatmadge); 3 Citv, April, 1969, at 5 (t|iiotim: Norman Ture to  the  effect that 
"incentives can brim: into play previously unused or under-utilized resources most 
efficiently").
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For example, the deduction for charitable contributions is some­
times cited as a method of government assistance that promotes 
private decisionmaking — the taxpayer, and not the Government, 
selects the charity and determines how much to give. But a di­
rect expenditure program under which the Government matched 
with its grants, on a nn-questions-asked and no-second-thoughts 
basis, the gifts of private individuals to the charities they selected, 
would equally preserve private decisionmaking. Similarly, the 
freedom of choice that states and local governments have as to 
how to use the funds they borrow with the assistance of the tax 
exemption for the interest on their bonds can he preserved by a 
direct expenditure program in which the federal government pays 
a part of the interest rost."‘

It is true that many of the existing tax incentives are less 
structured than direct expenditure programs. But in part this 
reflects lack of scrutiny and foresight when the tax incentives 
were being planned or considered. It after a careful considera­
tion it is decided that a simple structure is wise, then it would 
assume considerable irrationality to say that the simple structure 
will necessarily he kept if a tax incentive is used hut scrapped 
in favor of a more complicated structure if a direct expenditure 
is used.

Ii. Some Assert'-1 Dejec ts o j Tux Incentives
i . Tax Incentives Tenn it Wind ja ils by Faying Tax payers for 

Doing What They Would Do Anyzoay. — It is generally argued 
that tax incentives are vastelul because some of the lax bene­
fits go to taxpayers for activities which they would have per­
formed without the benefits. When tills happens, the tax credit 
or other benefit is a pleasant windfall, and stimulates no addi­
tional activity. With respect lo many existing and proposed in­
centives this criticism is well taken, and indeed it is often diffi­
cult to structure a tax credit system which avoids this problem 
without increasing complexity and introducing arbitrariness. But 
this also is a problem not unique to the tax incentive tech­
nique. A direct expenditure program similarly structured would 
be equally open to the charge, ’or example, grants or contract 
payments made to employers \>ho hire unskilled employees as 
part of a manpower program may go to employers who for one 
reason or another would have hired those employees anyway.

"'.SYr Surrey, Federal Infante Vuxalion •>/ State anil I.ve.at Government Oblie,a- 
linns, 36 Tw  l'oi.rev, M.iv-Jmie i |Mi. at 1 ; 1 [ealy, Tim Assault nn Tnx-Jixempt 
Hands, sb T a x  I'hik y, July Ae.-.ti'i, 1 al Surrey, The Tux Treatment r f 
St.tle unit f.ix.lt tinvem m cnt Obligations— Some further Observations, ,r0 T a x  
l'< i.tr.v, Sept.-Oil. 1969.



-20 h a r v a r d  / . .n r  A’/ : r / / ; i r [Vo! .  3.5:70?
IL m ay  be d e s i r a b le  in p a r t i c u l a r  p ro g ram s  to  to le ra te  this 

inefficiency o r  w ind fa l l .  O r  it m a y  be d e s i r ab le  to  a t tem p t  to 
e l im in a te  it, p e rh a p s  b y  co n s t ru c t in g  1 p ro g r am  u n d e r  which tax ­
p a y e r s  b id  for the  g o v e rnm en t  a s s is ta n ce  needed  an d  the  ass is t­
an ce  goes to th e  lowest b id d e r s  if o th e rw ise  qualif ied , j u s t  as in 
direct, g o v e rnm en t  p u rc h a s in g ,  i t  m a y  be that, such  a  subs tan t iv e  
p ro g ram  is difficult to  o p e r a t e  th ro u g h  th e  lax  techn ique , bu t 
o th e r  w ays  of re a ch in g  on ly  th e  m a rg in a l  dec is ion  cou ld  be built 
in to  a  tax  in cen t iv e . T h e  s ign if ican t quo.- 'ion is w h a t  so r t  of 
.•ubsianlive p ro g ram  is d es ired .

Tux Incentives Arc Inequ itab le : They Arc Worth More to 
th e  High Income Taxpayer than the Line Income Taxpayer: 
T h e y  Do i\o t Benefit Those Who A r e  Outside, the Tax System 
/'•■•muse Their Incomes Are farm, / 'h ex  Have Losses, or They Are 
h'.xroipt from Tax. —  T h is  c r i t ic i sm  o f  'a x  in cen tiv es  in te rm s of 
Ih e i r  in equ i ta b le  effects is p ro p e r ly  levied a g a in s t  mos t of the 
ex is t ing  tax  incen tives , and  p ro b a b ly  most o f  the p roposed  incen- 
i i v o s .  T h e  ex is t ing  in cen tiv es  w ere  never rea l ly  c a r e fu l ly  s t r u c ­
tu red  an d  in m an y  in s tan ce s  ju s t  g row  up. w i th o u t  se r ious  though t 
ev e r  h av ing  b een  given to th e  q u e s t io n  w h e th e r  th ey  w ere fa ir in 
th e se  te rm s . T h e  e n t i r e  p rocess  was mo lded  by  the  fac t th a t  the 
po s i t iv e  tax  s t r u c tu r e  w as b e ing  aftci tc I, a n d  w ith in  th a t  s t r u c ­
tu r e  (a: b ene l i ts  —  d edu c t io n s  and  rx r lu  ions —  had  these effects 
as a m; t te r  of course . T h e  d ed u c t io n s  and  exc lu s ions o f  th e  tax 
incen tiv e  p rov is ions a n d  th e ir  in equ i ta b le  effects tool; nn th e  p ro ­
tec t iv e  co lo ra t ion  o f th e  d ed u c t io n s  and  exc lu sions t h a t  w ere  a 
p a r t  o f the  ba s ic  tax  .s truc tu re .

T h e  fac t t h a t  tax  b ene l i t s  for the  aged an d  the  sick p rov id e  
no bene l i ts  for tho se  ag ed  or ill who a re  ton poo r to p a y  income 
tax es  was no t  even th o u gh t  o f as  a d ifficulty , s ince th e  focus was. 
as in a n y  pos i t ive  tax  sy s tem , o n  w r i t in g  the ru les  for taxpayers. ' ' ' 
T h e  p rob lem  was som e t im es  though t abou t in th e  co n te x t  o f  an 
ind iv idua l  who fell o u ts id e  th e  tax  sy s tem  becau se  o f c u r r e n t  
losses, a n d  a t  t im es a  c a r ry - fo rw a rd  of in cen tiv e  benefi ts  was 
p rov id ed .  T h o u g h t  w a s  occa s iona l ly  g iven t<i the fac t th a t  the 
d edu c t io n  of m o r tg ag e  in t e r e s t  o r  c h a r i t a b le  co n t r ib u t io n s  is 
w o r th  m o re  to the  to p  b r a c k e t  t a x p a y e r  th a n  the  low b ra c k e t  
ta x p a y e r ,  bu t  th e  d i s p a r i ty  was g en e ra l ly  d ism issed  on the  
g ro und s  t h a t  all d e d u c t io n s  h ad  th a t  effect. Som e tim es  th is  m a t ­
te r  was reg a rd e d  as wo rr isom e , a n d  a lax c re d i t  was used in s tead

17 Tlic fact tlial deduction? and exemption- ttenieit only taxpay rs is, to l ike 
tlic 1 1 rue view, a product of the tart that we l o ne  only a (unilfae income tax 
system. Ii wc had a negative ir onto lax a- n o l ,  then d irec t expenditures would 
In-nr fit those whose incomes were below the level oi positive tax, and a continuum 
in treatment would prevail.
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nf a  d e d u c t io n ,  as  in  the  c a se  o f  th e  r e t i r e m e n t  in c o m e c re d i t  
for th e  aged .

T h i s  u n f a i r n e s s  p e r s is ts  e v e n  in rec en t ly  p ro p o se d  tax  i n c e n ­
tives. T h e  p ro p o se d  ta x  c r e d i t  for e d u c a t io n a l  e x p e n se s  w ou ld  
not h a v e  h e lp ed  p o o r  fam ilies  w i th  incom es  l.>eiow th e  t a x a b le  
level. T h e  p ro p o se d  m a n p o w e r  t r a in in g  c r e d i t ''' w o u ld  n o t  h e lp  
a  new b u s in e s s  ex p e r ien c in g  in it ia l  losses a n d  s t ru g g l in g  to  s t a y  
alive, o r  i t  w o u ld  h e lp  on ly  b v  d e f e r r in g  in to  th e  f u tu re ,  th r o u g h  
a  c a r r y - f o r w a r d  p rov is ion ,  bene f i ts  n ee d ed  a t  n.-.cc."" X o  a s s i s t ­
ance is p r o v id e d  to  a  ta x -e x e m p t  o r g a n iz a t io n  o r  local g o v e r n ­
m en t i n c u r r in g  a d d e d  ex p e n se s  u n d e r  i ts  p a r t i c ip a t io n  in m a n ­
pow er t r a in in g  a c t iv i t ie s . - 1

T h u s ,  th e  le sson  is h a rd  to  le a rn .  T h e  r e c e n t  ta x  r e fo rm  leg is ­
la tion  c o n ta in e d  a  ta x  in c en t iv e  for  th e  r e h a b i l i ta t io n  o f  tow  in ­
come h ous ing ,  u s in g  th e  dev ice  of  f ive-vea r  a m o r t i z a t io n  oi c a p i ta l  
e x p e n d i tu r e s "2 w h ich  o th e rw is e  w o u ld  be  d e p r e c ia te d  o v e r  a  
longer p e r io d .  T h i s  dev ice ,  w h ic h  w a s  p ro p o se d  b y  th e  T r e a s u r y  
D e p a r tm e n t ,  h a s  these  in te r e s t in g  effects  for  in d iv id u a l  t a x p a y ­
ers: for a t a x p a y e r  in th e  7 o 'T  b r a c k e t ,  th e  bene f i t  is th e  e q u i v a ­
lent o f  a  1 o'..' i n v e s tm e n t  c r e d i t  ( a s s u m in g  an  e x p e n d i tu r e  w i th  
a 2 0 -y ea r  life a n d  d is c o u n t  r a le  o i  t o 1,' ) ;  for a t a x p a y e r  in the  
2 0 ' !  b r a c k e t  it is th e  eq u iv a le n t  o f  a 5 '.I c re d i t .  In  t e rm s  of 
in te rest c o s ts  on  a  lo a n  m a d e  for r e h a b i l i ta t io n  p u r p o s e s ,  the  
benefit of f ive-yea r  a m o r t iz a t io n  is e q u iv a le n t  fo r  tin- 7 o'/i b r a c k e t  
taxpaye r  to  re d u c in g  a n  S 'T  in te r e s t  c h a r g e  to  3 ' ,  ; fo r  th e  2 0 ' f  
b racket  t a x p a y e r  it is e q u iv a le n t  to  r e d u c in g  the  c h a rg e  to  

r i te  in e q u i ta b le  effect o f  th is  ta x  in c e n t iv e  d ev ice  is n o t  
m entioned e i th e r  in the  p ro p o sa l  o r  in th e  com m it  Lee r e p o r t s  ex ­
plaining.

It is tint., c l e a r  t h a t  m o s t  ta x  in c e n t iv e s  h av e  d e c id e d ly  a d ­
verse effects on  e q u i ty  a s  b e tw e e n  t a x p a y e r s  on  llic s a m e  in c o m e 
level, and  a lso , w i th  r e s p e c t  to  th e  in d iv id u a l  in c o m e  tax ,  b e tw e e n  
taxpayers  on  d i f fe re n t  incom e levels. As a  c o n s e q u e n c e  of  th e se  
inequitable effects ,  m a n y  tax  in c en t iv es  look, a n d  a re ,  h ig h ly  ir-

IBTax Reform Hill of 1 ifm, U.K. 1 .1 ,270, otsl Com;,, isf Sens. J 917 ( 1969). 
The provision was nol retained in llic final leuirl.iiion.

‘"A similar unfairness existed in I lie proposed deduction for transportation ex­
penses of liandirapped persons. Tax Reform Kill of u)fu), H R. 1 .1 ,270, pis' Cong., 
ist Sess. § 915 dyCo)). This piovision was not retained in the final legislation.

s"S. 2 1*1-, yist Cone,, ist Sess. futby).
“'Canada appears lo lie shifting from tax incentives lo direct expenditures in 

providing government assistance to regional economic expansion, Regional De­
velopment Incentives Act ol inO.S fiy, c. 56. One reason given i* llic ineffectiveness 
»i tax incentives when new ventures are involved.

•■Tax Reform Act of ujby. I“nb. I.. No. 11 1- 172 , <i *1 2 1 ( 1 ) (U.S. Com. Cu.vt;. 
., \t», Nr.ws No. 12 t Dec. .to, ii;fi<))), iwinuliiiK Int. Ri.v, Coin' or ups.) S 1 t\7.

.SVe //cum'iix'J i>n U.K. v.i.c/o /•V/orc llic Senate Cumin. 011 I'iimnce, 9 1st 
Cone., tsl Hess., |it. 5, at .pjo,i-cS ( 1969) (statement of Charles Davenport),
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r a t io n a l  w h e n  j»hrasc«l a s  d i r e c t  e x p e n d i tu r e  p r o g ra m s  s truo tu red  
th e  s a m e  w ay. rn tleed ,  it is d o u b t f u l  th a t  m ost o f  o u r  twist in? 
ta x  in c en t iv es  w ou ld  e v e r  h a v e  been  m i r n d tu v d .  le t  a lone  ac­
c e p te d ,  if  so  s t r u c t u r e d ,  a n d  m a n y  w ould  b e  la u g h e d  ou t nt C on­
gress .  W h a t  J lb 'W  S e c r e ta r y  w ou ld  p ro p o se  a  m ed ica l  assistar.ee 
p ro g ra m  for  the  aged  t h a t  c o s t  . ' : c c  m illion ,  an d  u n d e r  w hich  S.;o 
m illion  w ould  go to  p e r so n s  w i th  incom es o v e r  .‘- '5 c.cc c .  an d  only 
$8 m il lion to  p e rso n s  w i th  incom es  u n d e r  w  T h e  tax  p ro ­
posa l  to rem o v e  th e  3 C iloor u n d e r  tl;o tn-dii  ,d expen.-e d ed u c ­
t ions  of  p e rso n s  o v e r  6 5  w o u ld  h a v e  h ad  just th a t  e f fec t . - 1 W h a t  
IT MW S e c re ta ry  would  in t r o d u c e  a  p r o m o m  :;, ;der w b ii i i  Social 
s e c u r i t y  b en e l i t s  w ould  b e  unaffec ted  if t he  : n  ip ien t s to ta l in ­
co m e  in c lu d in g  th e  benef i t  w ore  u n d e r  •• "u id  b e  a u to m a t i ­
cal iv  in c re ase  b y  1 4 7 * if th e  r e c ip ie n t ’s  in co m e wore b e tw e e n  f o o e  
a n d  S i , .1 0 0 , by  r 5 ‘ ii b e tw e e n  S t . 4 0 0  a n d  d i . 1 . 0 . a n d  so on tip 
to  7 0 ' .' if o v e r  A to o ,c o o ?  T h a t  is th e  eifcci o f  th> p re s e n t  ex­
c lusion  from  incom e of  Socia l S e c u r i ty  benef i ts .  W h a t  H i;  I) 
S e c r e ta r y  w ou ld  suggest  a h o u s in g  r e h a b i l i ta t io n  sub .-id i/cd  loan 
p r o g ra m  u n d e r  w h ich  a  w e a l th y  p e rso n  could  b o r ro w  the  funds 
a t  y'< in te re s t  b u t  a  p o o r  p e rso n  w o u ld  h a v e  to  n ay  or  ? 
T h a t  is th e  effect o f  tl ic f ive-year  a m o r t iz a t io n  of re h a b i l i ta t io n  
e x p e n d i tu re s  c o n ta in e d  in the r e c e n t  T a x  l l c f o rm  Act.  ’

T h i s  c r i t ic ism  —  t h a t  ta x  in c e n t iv e s  p r o d u c e  in e q u i ta b le  e f ­
fects  and  u p s id e -d o w n  b en e l i t s  is va l id  as to  the  g en e ra l  run  
o f  tax  incentives. '-’" I i  d e m o n s t r a te s  w h y  ta x  in c en t iv es  m a k e

“■‘ T a x  Kcfnrm Hill <»( 19(10, U.K. i.i.-’ 70, 91st Co:.-;.. 5 91;  ( t ' / a i ) .
T l  e provision was not i-nnctcd.

” T a x  Koiorm Art  nt 1069, 1‘iiii. I.. No. 91—172, > 1  1 I S. Con:: C1 :>"(!.
It* An. Nr.w s No. 1: ( J) ie.  to, 10(19)).

Professor H en ry  Aaron  uses this example:
Yesterday on the floor of  C om m as ,  Sena tor  11 lino • in n  oil iced legislation 

to provide cash allowances for most of the need. Sen.iior pdimp's plan i* 
unique,  however,  in Ihat  it excludes the poor. The largest benefits, S70 per  
m on th ,  are payalvlc to  aged couples w here  real income exceed- s .c a .0 7 0  Per 
year .  Tlic smallest benefits, S i . |  per  moillh , would lie payable to  couples 
with income between $ 1 ,(ico and  S j / ioo ,  Widows, widoweis, and  unm arried  
aged persons would receive half as m uch  as coupler . N o  benefit ' would he 
payable to  those w ith  very  low incomes.

Professor  Aar .1 sta les this is a  w ay  of  dosrr lbing the ( th e n )  addit ional  $fioo p e r ­
sonal exemption for the aped. Aaron,  Tux Exemptions —  Tin' .1 rtlnl / n , T u a n s *  
a c t i o n ,  M arch ,  1069, at

an In the case of the  corpora te  income tax, the absence of  the p r o g r . d v e  rate 
s t ruc tu re  of th e  individual  income lax makes the tax incentive le-s inequitable 
than  in the individual income tax situation .  Nevertheless,  inequities  dn  exist when 
a tax incentive deduction  is used, since the  larger  corpora tions receive a S',f- benefit 
(absen t  the surcharge)  an d  the smaller  corpora tions only a 2 : ' !  benefit. C o rp o ra ­
tion's incurring losses m ay  receive no benefit. T h e  use of a tax  credit  ra ther  than  
a deduction would el iminate the first aspect , h u t  would probab ly  leave the loss 
corpora tion w ithou t  assistance, since tax incentive credits in e.xce-:s of  tax liability 
typically are n o t  paid ou t .
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h ig h - in c n m c  in d iv id u a ls  still  b e t t e r  off a n d  r e s u l t  in the  p a r a d o x  
t h a t  w e ac h ie v e  o u r  so c ia l  goals  b y  in c re a s in g  th e  n u m b e r  o f  tax  
m i l l iona ire s .  T h e  m a r k e tp la c e  d o es  no t  w o rk  th is  w a y  —  for  the  
in d iv id u a l  w ho  e a rn s  his  p rofits ,  e v e n  h ig h  p ro f i t s ,  b y  m e e t in g  a  
need  o r  d e s i re  o i  so c ie ty ,  finds h is  r e w a r d s  s u b je c t  to  th e  p r o ­
g ress ive  in c o m e  tax .  T h e  eco n o m ic  s y s te m  is th u s  f u n c t io n in g  
as it. is in te n d e d  it  sh o u ld ,  a n d  th e  ta x  s y s te m ,  w h ich  a c ts  a s  a  
co n t ro l ,  is a lso  fu n c t io n in g  as in te n d e d .  H u t  w hen  r e w a r d s  a re  
in th e  fo rm  o f  ta x  in c en t iv es ,  th e  la tte*  co n t ro l  is e l im in a te d ,  a n d  
tax  m i l l io n a ire s  a r e  p ro d u c e d .

T h e  f inanc ia l  a s s i s ta n c e  a f fo rd e d  b y  th e  in c en t iv e ,  w i th  the  
p u r p o s e  o f  m a k in g  p ro f i t s  h ig h  e n o u g h  to  in d u c e  the  d e s i re d  
a c t io n  b y  th e  t a x p a y e r ,  is n o t  i tse lf  in c lu d ed  in incom e.  The 
tax  in c e n t iv e  th u s  p ro v id e s  bo th  f inanc ia l  a s s i s ta n c e  a n d  f re ed o m  
from  ta x a t io n .  T h a t  f re e d o m  itse lf  m e a n s  m u c h  m o r e  to  the  
w ell- to -do  in d iv id u a l  t h a n  to  o n e  in  th e  low er  b r a c k e t s .  T h e  ta x  
in c e n t iv e  is th u s  a  m e th o d  o f  r e w a r d  a n d  a s s i s t a n c e  th a t  is j u s t  
u p s id e -d o w n  from  th e  w a y  lhe  c o u n t r y  d e c id e d  —  w h en  it a d o p t ­
ed a  p ro g re s s iv e  in c o m e ta x  —  t h a t  th e  r e w a r d s  of  tl ic m a r k e t ­
p lace  sh o u ld  o p e r a te  in c o m b in a t io n  w i th  th e  in c o m e tax .  T h e  
use t h a t  h a s  been  m a d e  — a n d  is b e in g  m a d e  —  o f  ta x  in c en t iv es  
is th u s  d e s t r u c t iv e  of  the  e q u i ty  o f  a  ta x  sy s te m .  T h i s  is i l lu s ­
t r a te d  b y  th e  T r e a s u r y  D e p a r t m e n t ' s  f irs t  p ro p o s in g  a  h o u s in g  
r e h a b i l i t a t io n  ta x  in c e n t iv e  and  th e n  h a v in g  lo  suggest  t h a t  the  
incen tive  is a ta x  p r e f e r e n c e  w h ic h  m u s t  be  g u a r d e d  a g a in s t  b y  
inc lud ing  it iu a m in im u m  tax  s t r u c t u r e  d e s ig n e d  to p re v e n t  th e  
w e a l th y  f rom  r . r a p i n g  all tax  b u r d e n s . - 7 T h e  use  o f  th e  d i r e c t  
e x p e n d i tu re  ro u te  w ou ld  h a v e  p r e v e n te d  th is  p a r t i c u l a r  u n d e r ­
m in ing  o f  th e  tax  sy s te m .

In  so m e  cases ,  ho w ev e r ,  tin; t a x  in c en t iv e  co u ld  he fa sh io n e d  
to avo id  th is  c r i t ic ism ,  th o u g h  the. r e su l t  w o u ld  he  a  d if fe ren t  
p ro g ra m  a n d  o n e  s t r u c tu r e d  m ore  c lose ly  a lo n g  d i r e c t  e x p e n d i tu r e  
lines. F o r  e x a m p le ,  m p o - v  in th e  ca se  of  th e  exc lus ion  of  S o ­
cial S e c u r i ty  bene f i ts ,  th a t  a  u n i fo rm  tax  c r e d i t  w a s  used  in s tea d  
of th e  exc lu s ion ,  th e  lax  c re d i t  w as  in c lu d ed  in ta x a b le  incom e,  
and  a n y  u n u se d  c r e d i t  w as  paid  to th e  t a x p a y e r .  T h i s  w ou ld  he 
the eq u iv a le n t  o f  a  d irec t  e x p e n d i tu r e  p r o g ra m  for  all a g e d  on  a  
per  c a p i t a  b as is ,  w i th  p o s i t iv e  t a x p a y e r s  rec e iv in g  a d im in ish in g  
final s h a re  d e p e n d in g  on th e i r  tax  b r a c k e t ,  an d  th o se  aged  o u t ­
side th e  tax  sy s te m  rec e iv in g  the ir  full s h a re .  T h e  e le m e n ts  o f  in ­
equ ity  w ou ld  h e  rem o v e d  a n d  the  ta x  in c e n t iv e  te c h n iq u e  w ould

•7 .SVr :iitide by Rilecn Sli.tii:il>.in 111 N.Y. Times, Ike. 19119, :it 5, col. 9 
("Tlnne lie four oilier major new las loelerences in flic bill: tax incentive* (which 
is what |)ie(ercnces always arc ;a iln-ii Imth) aimed at stimulating . . . the rc 
iuhililatiun of old residential housing . . .").
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be  on  th e  s a m e  foo ting  a s  a  d i r e c t  e x p e n d i tu r e  u n d e r  w hich  each 
aged  p e rso n  rece ived  th e  s a m e  p e r  c a p i t a  a m o u n t ,  fndccel. this 
is how  ta x  in c e n t iv e  p r o g r a m s  shouhl h e  s t r u c tu r e d  if  they  are 
to  In* e q u i ta b le  a n d  not invo lve  th e  u n fa i rn e s se s  d esc r ib ed .  B ut 
th is  a p p r o a c h  m a y  on ly  r a r e ly  lie feas ib le  g iven  its  n o v e l ty  and  
th e  difficulties invo lved  in co n v in c in g  th e  b u s in e s s  co m m u n ity  
a n d  o th e rs  w h o  a r e  the  bene f ic ia r ies  o f  tax  in c en t iv es ,  let alone 
th e  p o l ic y m a k e r s  in G overnm ent. ,  o f  the  a p p r o p r ia t e n e s s  of m a k ­
ing such  c h a n g e s  a s  in c lu d in g  th e  ta x  in c en t iv e  a m o u n t  itself  in 
ta x a b le  income.-"*

As a n  as id e ,  w e  can  h e re  see  th e  im p o r ta n c e  of  d is t ingu ish ing  
ta x  e x p e n d i tu r e s  a n d  tax  in c en t iv es  - —so-ca lled  spec ia l  ta x  p ro v i­
s i o n s — from  th o se  p ro v is io n s  co n s id e re d  a p ro p e r  a n d  necessary  
p a r t  o f  the  s t r u c t u r e  of  a n  in c o m e  tax .  If a n  item  is properly 
d e d u c t ib le  in th e  la t t e r  sense ,  it. does  co m e  off at th e  ta x p a y e r  .- 
to p  tax r a te ,  an d  its benef i ts  a r c  con f ined  to  th o se  w h o  are  ta x ­
p a y e r s .  G iv en  th e  dec is ion  to  h a v e  tin incom e tax  tit til!, the  re 
suit, is e q u i ta b le ,  w i th in  th e  c o n c e p t  o f  a n  in co m e tax. An income 
tax  is a tax  on  net- in c o m e a n d  n o t  a tax  on  g ross  r e c e ip ts ;  th e re ­
fore  th e  d e d u c t io n s  from  gross  in c o m e re q u ire d  to  p ro d u c e  the 
n e t  incom e b a s e  m u s t  he  a l low ed .  T h o s e  d e d u c t io n s ,  generally  
s p e a k in g ,  a r e  th e  ex p e n se s  a n d  cos ts  in c u r re d  in th e  p rocess  of 
p ro d u c in g  o r  e a r n in g  th e  g ro ss  in c o m e tece ived  by  th e  tax p ay e r .

T im s ,  c o n s id e r  the  d e d u c t io n  for  m ov ing  e x p e n se s ;  it is a 
d e d u c t io n  a n d  so bcnel 'us  a ta x p a y e r  ( re d u c e s  lii> t a x )  in ac ­
c o r d a n c e  w i th  his  m a rg in a l  ta x  ra te .  It a lso  benef i ts  on ly  t a x ­
p a y e r s :  an  e m p lo y ee  w h o  in c u rs  m o v in g  expenses ,  h u t  whose 
incom e is so low as  no t  to  leave  h im  ta x ab le ,  d o cs  not o b ta in  any  
bene f i t  o r  a s s is ta n ce .  T h i s  is th e  c o r re c t  re.-ailt u n d e r  a  posit ive  
incom e tax  sy s te m  if Hie m o v in g  ex p en se  sh o u ld  p ro p e r ly  he 
t a k e n  in to  a c c o u n t  in th e  m e a su re m e n t  o f  net incom e, a s  it .m- .od 
be if it is a n  ex p e n se  in e a r n in g  in c o m e r a th e r  th a n  a  p e rsona l  
expense .  I f  it is th e  l a t te r ,  th e  d e d u c t io n  is a  su b s id y  or  tax 
e x p e n d i tu re ,  in e q u i ta b ly  c a s t ,  to  in d u c e  labo r  m o b il i ty .  A c tua l ly ,  
the  m ov ing  e x p e n se  d e d u c t io n  is a t  th e  f ro n t i e r  o f  th e  pos i t ive  
incom e ta x  s t r u c t u r e ;  a  g r a d u a l  s h i f t  is o c c u r r in g ,  a n d  such ex-

■H Where I tie In x incentive amount is similar to a lOiitriliuiion lo capital, il 
would lint In- in, Iu<Im| in mcmnc lull would rc-diuc I tie ha.sii of property related 
lo the- contribution. ( '(iiH/uoii Int. 1<i:v. Ou>r. ur not {S 1 1 S, .pOtc).

There arc oilier ways lo slutrliire a special lax pi ivlsimi lo eliminate iiu'ijuiiii*, 
loir example, llic .-vstcm of .special had debt le-e.-vos *ur nnano il institutions could 
lie handled hy allowin'! (lie ileihnlinn of ihe sp, cial iim-ivi- h then leijuirimt Ihe 
tax savings In lie invested in .special icderal lionds ih.ii do not carry interest. This 
approach is now used iu the lax treatment of spei i ll n .-erves for mori .MKC in-ur- 
ame companies. » c  Horst. Wavs & Mia.ns Ciimm . msl Cunit., ial S Cnitmi 
Stati-s Thkasphv l)i.i'AiiTMt..vr, Tax Kuoum Sm uts \Nn I'lmrosti.s, |ii at 
(Comm. Print 1969),

, , . n iiw ,w r s o " : r . t i t -*i-wy—t v .i'w m  rm—n —er.iiir e s  -I a c e *  I-V .HO'.'. -eaW-1 ■ ’VT! v ,
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p en scs  art* co in ing  to  b e  r e g a rd e d  a s  a  f a c to r  p r o p e r  a n d  n e c e s sa ry  
to th e  m e a s u r e m e n t  o f  n e t  income.*"'

j .  Tax Incentives D istort the Choices o i the Marketp lace  
and Produce Unneutralit ies in the Allocation of Resources . —  
T h is  c r i t ic is m  is in one se n se  a lw a y s  va l id ,  b e c a u s e  t h a t  is w h a t  
the  ta x  in c e n t iv e  is d e s ig n e d  to  do .  G e n e ra l ly ,  th e  c r i t i c  is a lso  
f a y in g  o r  im p ly in g  t h a t  th e  d i s to r t i o n  in t r o d u c e d  b y  th e  p a r t i c u l a r  
incen t ive  is u n d e s i r a b le  fo r  v a r io u s  r e a so n s .  In  la rg e  p a r t  th is  
c r i t ic ism  is t r u e  o i  m a n y  ex is t in g  in c e n t iv e s  fo r  r e a so n s  e a r l ie r  
desc r ib ed .  T h e  c r i t ic is m  h a s  r e le v a n c e  b e c a u s e  th e  d i s to r t i n g  e f ­
fects o f  tax  in c en t iv es  o f te n  p a s s  u n n o t ic e d ,  b u t  th e  c r i t ic ism  is 
of c o u rse  e q u a l ly  a p p l i c a b le  to  d i r e c t  e x p e n d i tu r e s ,  so m e  o f  w h ich  
c e r ta in ly  a r e  unw ise .  A g a in ,  we a r e  n o t  h e re  c o n c e rn e d  w ith  th e  
overall  ro le  o i  g o v e r n m e n t  o r  th e  e x t e n t  to  w h ic h  a n d  u n d e r  w h a t  
c i rc u m s ta n c e s  f inanc ia l  a s s i s ta n c e  is d e s i r a b le  to  in d u c e  p r iv a t e  
ac tion  d if fe ren t  f ro m  w h a t  th e  m a r k e tp l a c e  w ou ld  p ro v id e .  T h i s  
cr i t ic ism  th u s  d oes  n o t  p e r  se tell us  w h en  one  «>r the  o th e r  t e c h ­
nique sh o u ld  b e  used ,

I t  is in te r e s t i n g  to  n o te  t h a t  e v e n  w i th in  th e  a r e a  s o u g h t  to 
be benef i ted  b y  the  ta x  in c en t iv e ,  th e  des ig n  o f  th e  in c e n t iv e  m a y  
push  o r  pull  in u n n e u t r a l  d i r e c t io n s ,  w h ic h  m a y  or  m a y  n o t  be 
des irab le .  T h u s ,  a  tax  c r e d i t  for  p o l lu t io n  c o n t ro l  fac il i t ies  fo ­
cuses on  e x p e n d i tu r e s  for  m a c h in e ry  a s  th e  m e th o d  of  c o n t ro l  
lo th e  exc lu s ion  o f  o th e r  m e th o d s ,  su c h  a s  a  d if fe ren t  cho ice  o f  
m ater ia ls  invo lved  in th e  m a n u f a c tu r in g  processes .""  A ta x  c r e d i t  
for bu s in e sse s  lo c a te d  in u r b a n  s lu m s  m a y  focus  concen t ra t io n  011 

m o n e ta ry  a s s i s ta n c e  to  th e  n eg lec t  o f  th e  p ro v is io n  o f  te ch n ic a l  
assistance.

./. Tax Incentives Keep Tax Rates I / i t ’h hy Constrictin ': the. 
Tax Rase an ' Thereby Reducing Revenues. —  T h i s  c r i t ic ism  of  
lax incen tives  s t a te s  a  fac t  t h a t  m a n y  o v e r lo o k  in  th e i r  a d v o c a c y  
of tax incen tives .  I iie lack  of a n  e x p l ic i t  a c c o u n t in g  in the  f e d ­
eral b u d g e t  fo r  th e  ta x  e x p e n d i tu r e s  inv o lv e d  in  tax  in c en t iv es

-".S'lt* T;i\ Reform Act of n/nj, I'ttb. I.. No. 0 1 - 1 7 .*, :> -tt d'.S . Com: Ciino. 
X As*. Ni.ws No. 1 : (Doc. so, lyfiip (expanding (lie deduction and extending it to 
include self-employed individuals). Then* is a hazy line lieHtccn business expenses 
properly deducted from income inr the purpose oi an income lax, and personal ex­
pellees, which should not lie d ducted. Thus, cnmmuliiu: expenses are personal, lull 
the expenses oi providing comfortable Wotkiim conditions iu an office are business; 
wcariiu: nice clothes at tvm , U a personal expense hut wealinu uniforms is a busi­
ness expense. Tho bordcilines that evolve are a part of the "generally accepted 
strtictute of an income tax" that is used as a standard In identify tax expenditures, 
We sometimes speak of tax cli.iu;:cs designed to provide incentives for taxpayers 
when v.hal is really involved i> tin* removal of imperfections in the (hsiitn nf a 
proper tax structure that inhibit their activities. See, e.g., the discussion of the 
| uremit Investors Tax Act ol iijfifi, in Stone, sufita note 7, at fi.px.

w Sir Wilson, Tax liiinithi< ami Pollution, in I n c i .n t i v i .s  S y m p o s i u m .



am i the  l a c k  in  m o s t  ca ses  of  a n  a c c o u n t in g  in the  fax  s ta t is t ica l  
data. c o m b in e  to  c a u s e  m a n y  to  forge t th a t  l io l lars  a r c  being  spent.  
A s  a  co n se q u e n c e ,  th e  c r i t ic is m  th a t  is m a d e  a g a in s t  d i re c t  ex­
p e n d i t u r e s —  t h a t  th e y  k ee p  o u r  lax  r a te s  h i g h —  is o f ten  lost 
s ig h t  o f  w h en  ta x  in c e n t iv e s  a r e  invo lved .  T h i s  c r i t ic ism  o f  tax 
incen t ives  is th u s  a  u se fu l  r e m in d e r  t h a t  g o v e r n m e n t  funds are 
b e in g  sp e n t ,  an d  th a t  t h e re fo r e  w h a te v e r  d eg re e  of  s c ru t in y  and 
ca re  sh o u ld  be  a p p l ie d  to  d i r e c t  e x p e n d i tu r e s  sh o u ld  a lso  be  a p ­
p lied  to  tax  in c e n t iv e s ."1 T a x  in c e n t iv e s  a r e  u su a l ly  o p en -e n d ed :  
th e y  p la ce  no  l im it  on  how  m u c h  ta x  bene f i t  a  t a x p a y e r  can  earn .  
H e n c e  it is d ifficult to  fo re te l l  how  m u c h  will be  s p e n t  b y  the 

( G o v e r n m e n t  th r o u g h  a p a r t i c u l a r  in cen t iv e .  I t  is d ifficult in tne 
n a t u r e  of  t i l ings to  s t r u c t u r e  m o s t  tax  in c en t iv es  in o r d e r  to p ro ­
v ide  a l im it  on  th e i r  use. T im s ,  tax  in c e n t iv e s  a re  m u c h  like the 
u n c o n t ro l la b le  d i r e c t  e x p e n d i tu r e s  in th e  b u d g e t .

in  th e  e n d ,  th e  issue is w h e th e r .  a.-* to  a n y  p a r t i c u la r  a re a ,  
we w a n t  d i r e c t  g o v e r n m e n t  p ro v is io n  o f  se rv ices  or  goods, gov­
e r n m e n t  f inanc ia l  a s s i s ta n c e  ( s u b s id ie s )  to  e n c o u ra g e  an d  a ss is t  
p r iv a t e  ac t io n  to  p ro v id e  th e  se rv ic es  o r  goods,  o r  re l iance  on 
p r iv a t e  ac t io n  u n a id e d  b y  th e  G o v e r n m e n t ,  i f  we choose  g o v ­
e r n m e n t  p ro v is io n  o r  a s s is ta n c e ,  th e n  d o l la r s  m us t  lie sp e n t ,  and  
w h e th e r  t h e y  arc* d o l la r s  fo rg o n e  th r o u g h  lost lax rev e n u es  or 
d o l la r s  s p e n t  d i r e c t ly  th r o u g h  d i r e c t  e x p e n d i tu re s ,  tire effect on 
tax  r a te s  will lie th e  s a m e .  So a lso  will the  effect on  th e  e c o n ­
o m y  if the  governm ent,  p r o g ra m  su c ceeds ,  a ml t he r e s u l t a n t  effect 
on  th e  re v e n u e  b a s e  an d  ta x  r a te s  o f  th e  in c re ase d  econom ic  
a c t iv i ty  th a t  such  success  m a y  m ean .

C. Sinn Diary of Asserted V i r tw . and  i 'ices 
of Tax Incentives

T h i s  d e s c r ip t io n  of  tho  v i r tu e s  a n d  v ices  o f  ta x  in c en t iv es  
these  c o n c lu s io n s :  tho  a: .cried disadvantages —  w aste ,  in ­

efficiency, a n d  in e q u i ty  —  a r c  ' r u e  of  m o s t  ta x  in c en t iv es  ex is t ing  
o r  p ro p o se d  b e c a u s e  o f  tho w ay  th e y  a r e  s t r u c t u r e d  o r  g rew  up. 
T h e  w hole  a p p r o a c h  to  ta x  incen t ives  —  o n e  of  r a t h e r  ca re le ss

at Sen: tor Percy's statement on llic manpower traini.ii! bill included, in llic 
section cl .imiin; tl'at the proposed program was uncomplicated, the sentence: "This 
bill wotil I require mi Federal appropriations." 115 Cost.. Ki.c. S53.10 (daily ed. 
May .(>, 900) If this is intended lo convey the idea that covernmtsil funds are 
not licintr it■ ■.I. it is subject to the criticism o.l this pace of the test. If it is in­
tended to convey the thoui*ht that such legislation can he passed more quickly 
than direct expenditure leyi.-lalion because no appropriation bill is needed, it is 
really an attack on the whole process of appropriation bills. Ii It is intended to 
convey ti e llioupht that tiie t.'onyress will spend lax e.xpet* ' turn dollars hut not 
direct expenditure dolluis, it appears to charge the Cornu with bciu.q irrational, 
as to which see pp. 7J.'-.5.i injr.i.

HARVARD L.IH' R E V I E W  [Vol. 3 3 : 7 0 5



TAX IXCEXTWES

o r  loose an a ly s is ,  f a i lu re  to  rec o g n ize  t h a t  d o l la r s  a r e  b e in g  sp e n t ,  
o r  to  recogn ize  the  d e fe c ts  in h e r e n t  in w o rk in g  w i th in  th e  c o n ­
s t r a in t s  o f  th e  p os i t ive  l a x  s y s t e m  —  h a s  p r o d u c e d  v e r y  p o o r  
p ro g ra m s .  B u t  i i  th e  p r o b le m s  w e re  rec o g n ize d  a n d  ij  c a r e  w e re  
t a k e n  to  d es ig n  tax  in c e n t iv e  p r o g r a m s  t h a t  one  w o u ld  b e  w ill ing  
to d e f e n d  in  s u b s t a n t iv e  t e r m s  w e re  th e  p r o g r a m s  c a s t  a s  d i r e c t  
e x p e n d i tu r e  p r o g ra m s ,  th e n  th e se  d i s a d v a n ta g e s  w o u ld  n o t  be  
invo lved , e x c e p t  to th e  e x t e n t  t h a t  • hey  a r e  i n h e r e n t  in  g o v e r n ­
m en t a s s i s ta n c e  itself .  T h e s e  a re  la rg e  c o n d i t io n s ,  a n d  in so m e  
cases w o u ld  b e  h a r d  to  b r in g  a b o u t .  F o r  ex a m p le ,  i t  w ou ld  n o t  
be e a sy  to  g iv e  tax  benef i t  a s s i s t a n c e  to  g r o u p s  o u ts id e  th e  ta x  
s y s te m  b u t  p e r f o rm in g  d e s i re d  ac t iv i t ie s ,  su c h  a s  local g o v e r n ­
m en ts  o r  t a x -e x e m p t  o r g a n iz a t io n s  h i r in g  th e  d i s a d v a n t a g e d  —  
d irec t  p a y m e n t s  o u ts id e  the  t a x  s y s t e m  w o u ld  he  n e e d ed .  A n d  i t  
would n o t  b e  ea sy  to des ign  ta x  in c e n t iv e  p r o g r a m s  w h ic h  w e re  
no t in e q u i ta b le  as  be tw e en  t a x p a y e r s  in  h ig h  a n d  low b r a c k e t s  
and  b e tw e en  t a x p a y e r s  an d  n o n ta x p a y e r s .  I n d e e d ,  th e re  is no  tax  
incen tive  in ex is tence  o r  p ro p o s e d  t h a t  m e e ts  th e  a b o v e  s t a n d a r d s .  
B u t  for p u r p o s e s  of c o m p a r i s o n  w e  a r e  h e re  a s s u m in g  t h a t  th e  
s t a n d a r d s  cou ld  be  m e t  u n d e r  so m e  ta x  in c e n t iv e  p r o g ra m s .

.Similarly, t h e  asserted advantages  o f  t a x  in c e n t iv e s  —  g r e a t e r  
reliance on  p r iv a t e  d e c is io n m a k in g  a n d  less d e ta i l e d  r e q u i r e ­
m e n t s —  to  th e  ex ten t tha t  th e y  a r c  t r u e  in f a c t  ( a n d  th e y  a re  
often o n ly  i l lu so ry^  a re  r e a l ly  c r i t ic ism s  o f  the  c o m p l ic a t io n s  
and su p e rv is io n  b u i l t  in to  d i r e c t  e x p e n d i tu r e  p r o g ra m s ,  o r  e lse  a 
reflection o i  th e  s t r u c tu r a l  w e a k n e s s e s  oi th e  tax  in c e n t iv e  p r o ­
gram. d e p e n d in g  on the  a m o u n t  o f  d e t a i l  an d  su p e rv is io n  a p ­
p ro p r ia te  i .j  t h e  p a r t i c u la r  p r o g ra m .  In  a  ra t io n a l  w o rld ,  o n e  
should ass ttnu  th a t  if a l t e r  c a r e f u l  s t u d y  it is co n s id e re d  th a t  
certain com plex i t ie s  a n d  d e t a i l s  a r e  n o t  n e e d e d  a n d  ca n  b e  le f t  
out of a  ta x  in c en t iv e  p r o g ra m ,  then  th e y  s h o u ld  a n d  can  s im p ly  
he d ro p p e d  f ro m  the  d irec t  e x p e n d i tu r e  p r o g ra m .  A g a in ,  th is  m a y  
he a  m o re  difficult con d i t io n  t h a n  a p p e a r a n c e  su g g e s ts ,  b u t  i t  is 
p robab ly  less d i t t icu l t  to  b r in g  a b o u t  t h a n  tho  c o n d i t io n s  fo r  r e ­
pairing t a x  incen t ives ,  o r  a t  l e a s t  no  m o re  difficult .  A g a in ,  fo r  
purposes  o f  c o m p a r iso n ,  we tire a lso  h e re  a s s u m in g  i t  c a n  b e  d o n e  
in d irec t  e x p e n d i tu r e  p r o g ra m s .

I). What I  a Lost by Using a Tax  Incentive. Rather 
Than a Direct Expenditure

G iven, u n d e r  the  a s s u m p t io n s  j u s t  m a d e ,  t h e  s a m e  s u b s t a n t iv e  
program, u n d e r  w h ich  g o v e r n m e n t  a s s i s ta n c e  in th e  s a m e  a m o u n t  
is being g iven  in w a y s  a n d  to  p e r so n s  I h a t  w ou ld  be  e q u a l ly  
acceptable w h e th e r  lax  in c e n t iv e s  o r  d i r e c t  e x p e n d i tu r e s  w ore  
used, w h a t  f a c to rs  shou ld  d e t e r m in e  th e  ch o ice  of  f r a m e w o r k  for
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a  p a r t i c u l a r  p r o g r a m ?  W e  c a n  a p p r o a c h  1 h :s  rjmisti*ut hv  asking: 
w h a t  is lo s t  if th e  ta x  in c e n t iv e  t e c h n iq u e  is u se d ?  T h e re  are 
s e v e ra l  a n sw e rs .

i . Tax  Incentives, by D iv id in g  the ( 'onsidcration end Admin­
istration o j Government Programs, Contuse end Complicate that 
Consideration in  the Congress, in Adm in istration, and in the 
Cudgel Process. —  L et  us  s t a r t  w itli  tin* co n g re ss io n a l  cons idera ­
t ion  o f  ta x  in c en t iv e  p r o g ra m s .  Rv d e i in i i i im .  -u ch  p ro g ra m s  are 
d e s ig n e d  to  in d u c e  a c t io n  to  m eet a  p a r t i c u l a r  soc ia l goal —  m a n ­
p o w e r  t r a in in g  o f  the  d i s a d v a n ta g e d ,  e d u c a t io n ,  ho u s in g ,  pollution 
c o n tro l ,  o r  b u s in e s s  lo c a t io n  in d e s i re d  a r e a s ,  to  use  som e recent 
e x a m p le s  —  a n d  w ould  n o t  lie a  p a r t  o f  the  tax  s t r u c t u r e  were 
th e y  not d e l ib e r a t e ly  c a s t  as  tax  in c en t iv es .  Such  g o v ernm en ta l  
p r o g r a m s  w ou ld  n o r m a l ly  be  c o n s id e re d  by  the  a p p r o p r ia t e  con ­
g ress io n a l  c o m m it t e e  c h a r g e d  w i th  tin* leg is la t ive  a r e a  involved: 
th e  H o u se  E d u c a t io n  a n d  l . a b o r  a n d  S e n a te  L a b o r  a n d  I'ublic 
W e l f a r e  C o m m it te e s ,  th e  H o u se  a n d  at m ile  R a n k in g  an d  C u r ­
r e n c y  C o m m it te e s ,  th e  H o u s e  a n d  S e n a te  In te r io r  a n d  Insu lar  
A ffairs  C o m m it t e e s ,  th e  H o u s e  I n t e r s t a t e  an d  F o re ign  C om m erce  
an d  S e n a te  C o m m e r c e  C o m m it te e s ,  a n d  so on.  T h e s e  co m m ittee s  
a re  r e sp o n s ib le  for  o v e rse e in g  a m i  d e v e lo p in g  leg is la t ion  in their  
j u r i s d ic t io n a l  fields, a n d  so  a r c  a b le  to  c o o rd in a te  th e  ( iovern -  
m e n t ' s  p r o g ra m s  a n d  polic ies .  T a x  legi hit ion. h o w ev e r ,  goes to 
the  H o u s e  W a y s  a n d  M e a n s  C o m m i t t e e  a n d  th e  S e n a te  F inance  
C o m m it te e .  T h e s e  c o m m it te e s  w ou ld  n o rm a l ly  n o t  c o n s id e r  the 
s u b s t a n t iv e  a r e a s  invo lved  in ta x  in c e n t iv e  p ro g ra m s .  T a x  incen ­
tives  s u d d e n ly  c h a r g e  th e m  w i th  a c t in g  on M ib s tan t iv e  m a t te r s  
o u ts id e  th e ir  fields o f  re sp o n s ib i l i ty  si- >lv I x ra i i - c  t h e  p ro g ra m  
uses the  ta x  s y s te m .  A l th o u g h  ta x  c o m m it t e e s  a re  h ig h L  c o m ­
p e te n t  in ta x  m a t te r s ,  th e y  do  n o t  h a v e  as  m u c h  insight, in to  these 
p r o g ra m s  a s  th e  leg is la t ive  c o m m it t e e s  n o rm a l ly  h a n d l in g  the  
p r o g ra m s .  A s im ila r  s i tu a t io n  w ou ld  p rev a i l  ii the  l a t t e r  c o m ­
m it te e s  w ere  s u d d e n ly  to  leg is la te  o n  te ch n ic a l  tax  m a t t e r s .  M o r e ­
over ,  th e  ta x  in c e n t iv e  p r o g ra m  c o n s id e re d  by  th e  lax c o m m it te e s  
w ould  he  iso la ted  f rom  t ’.te r e g u la r  (low o ' legis la tion  a n d  a c t iv i ty  
in th e  field invo lved ,  a n d  th is  iso la t io n  could m a k e  c o o r d in a t io n  
an d  th e  c o n s id e ra t io n  of  p r io r i t ie s  d itTuuit,  T h e  p u r p o s e  of  the  
co n g ress io n a l  c o m m it t e e  s y s te m  is to  d i s t r ib u t e  e x p e r t i s e  am o n g  
the  m e m b e r s  of  C o n g res s .  T o  e a s t  so lu t io n s  to  social p ro b le m s  
as  ta x  m e a su re s  a n d  e x c h a n g e  e x p e r t i s e  in those  p r o b le m s  for 
u n f a m i l ia r i ty  is, to  s a y  the  leas t ,  b o th  d i s r u p t iv e  an d  u n p r o d u c ­
tive."* M o re o v e r ,  th e  ju m b l in g  o f  a  n u m b e r  of  d if fe ren t  in c en t iv e

•IJ'tin' out refillm act is an ol ihe to ly jmtymenis tir.u may re-
M i l t  from lliis li'iu. Without any .study at all tin* W o am! Means thmimitt-.v, in 
ilealiuj; wit Ii that measure, cnmnultcii llie Govemmi nt to an uxs'emliluri: of nearly
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p rog ram s in th e  tax  comm it tees  wou ld  in ev i tab ly  se t  in m o t ion  a 
‘dog-ro ll ing ’1 p rocess , in wh ich  c a r e fu l  con s id e ra t io n  would be 
d isp laced by  t ra d in g  for s u p p o r t  am ong  m em be rs .  Such  a  p rocess  
is difficult to  con tro l once a  c om m it t e e  is o p e ra t in g  o u ts id e  o f its 
a rea  of exp e r t is e  and  with no c le a r  l im its  o f su b je c t  m a t t e r  to 
re s t ra in  it.

T h e se  difficulties could p e rh a p s  b e  ove rcome . T a x  com m it te e s  
m ight re f e r  incen tive  p roposa ls  to  th e  a p p ro p r i a t e  leg is la t ive  com ­
mittees an d  a cc ep t  the ir ju d gm en ts ,  o r b o th  g roups  o f com m it te e s  
could con s id e r  th e  m a t t e r  jo in t ly .  A pp ro ach e s  like the se  a re  som e ­
times used in a re a s  where  a t r u s t  fund h av ing  e a rm a rk e d  taxes 
exists, b u t  th e  sy s tem  is aw kw a rd  a n d  leaves un an sw e red  q u e s ­
t io n s—  for example , which c om m it t e e  wou ld  ex e r t  con t inu ing  
overs igh t ove r  the  p rog ram ? G iven  all the t roub le  an d  ca re  th a t  
must be t a k en  to p a tch  up  an  a r r a n g em e n t  b as ic a l ly  a t  v a r ian ce  
with the no rm a l p rac t ice , w ha t is g a ined  by  choosing  th a t  a r r a n g e ­
ment in the  first in s tance and  th e r e b y  d iv id in g  the  gove rnm en ta l  
considera tion of the  p ro g ram ?

M uch  th e  s am e  can he sa id  a b o u t  the  p ara l le l  effect a t  the 
a dm in is t ra t iv e  level. Social p ro g ram s  a r e  no rm a l ly  a dm in is te red  
by execu tive d ep a r tm en t s  su ch  a s  I .a h c r ,  H E W . IIL’ I), a nd  In ­
terior. Taxes a re  adm in is te red  h y  th e  In te rn a l  R evenue  Service . 
A social p ro g ram  cast in tax t e rm s  m u s t  in th e  first in s ta n c e  lie 
adm in is te red by  the IRS , w hose  expe r t is e  does  not ex tend  to 
these o th e r  a re a s . P rob lem s o f lack  of coo rd in a t ion  w ith  o th e r  
subs tan t ive p rog ram s would a lso  a r ise  becau se  o f the iso la t ion  of 
tax incen tive p rog ram s . Again , the se  d ifficult ies could be p a tch ed  
up to some ex ten t -— and  p ro b a b ly  would have to be —  by hav ing  
the ap p ro p r ia te  execu tive d e p a r tm en t  p rov id e  some, g u id ance  to 
IRS. bu t  w hy  th e  d iv ided a r r a n g em en t  in the  first p lace?

At the b u dg e ta ry  level su ch  a  d iv is ion  of respon s ib i l i ty  m ake s  
oversight and  con tro l more  difficult. B u d g e ta ry  p ro b lem s ex ist 
even where severa l re levan t ex ecu t iv e  d e p a r tm e n t s  have  a  h and  
i'> the same p rog ram  m- a rea . T h e  difficulties tire com pounded  
when one o f the  agencies ( I R S )  rea l ly  d o e sn ' t  be long th e re  in 
the first p lace, and  when it d i s t r ib u te s  th e  funds by lax  reduc t ion  
i at her than  d i r e c t  e xp end i tu re . :t:t O u r  p resen t b u dg e ta ry  p rocess

; ,lt a tuition dollars on pollution outttol facilities installed hy industry. Without 
.me >only ••• I I  tin* I ' i c . i s i i u  induced (lie committee to imiunit t lie (iiivcrnmcnt 
1,1 ,ui expenditure of over s i-vo million for the rehabilitation of rental housinc. 
Wither action war taken whii snv icitard to llic overall piioritics in the pollution 

Tit; I ami hoipinu areas. .Vi S u m y ,  lnhr i i l  Tiix unit /•';>,.</ /hi/rVv; .Some , h/ici/i
• ■ /•','/ in  / ’• |.s -| .IMS .; i < 1.170).

"One tie fed ill lliu administration of lax incentives h.v the IRS is I hat the 
il S aa ' i t l s  .ue "Income or le l ll 'd" am! tend (o look askance at tledinliomt and 
, r,ihts liiviiie no i.lation to the mraxuiemcnt of income. This attitude could 10-
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b ad ly  com pounds  the se  difficulties b y  g iv .ng  no recognition or 
a c coun t in g  to w h a t  is b e ing  s p e n t  nn  ex is t ing  t a x  expenditures . 
U n ti l  iq6S , w hen th e  T r e a s u r y  D e p a r tm e n t  pub l i shed  its analysis 
01 t a x  ex p en d i tu re  p ro g ram s  an d  a  T a x  Uxpend i tu re  budget, 
th e re  was no a c coun t in g  for the  ex is t ing  ta x  incen tives . The 
n ece s sa ry  d a t a  were not av a i la b le  to th e  pub l ic  a n d  not compre­
hended  w i th in  the  G ove rnm en t .  N o  one  rea lly  knew  w ha t  was 
be ing  s p e n t  th ro u gh  th e  tax  sy s tem  o r  for w h a t  p u rp o s e s . '1

An add i t ion a l  p ro b lem  is the  difficulty o f coo rd ina t ing  the 
t r e a tm e n t  o f tax  incen tives  w ith  d ie  ove ra l l  h and l in g  of direct 
e xpend i tu re s .  F o r  example , w hen  overa l l  ex p en d i tu re  limits are 
d ire c ted  by  th e  C ong re ss  or w hen  die P re s id en t  decides to cut 
e x p en d i tu re s  it is e s sen tia l ly  imposs ib le  to a pp ly  the. restrictions 
to tax  incen tives . So far none  o f tho v a r iou s  exp end i tu re  control 
tax  incen tives . So fa r  none o f the v a r io u s  exp end i tu re  control 
dev ices , su ch  as those vo ted  in recent y e a r s  b y  the  Congress , Dive 
in any  way  affected tax  exp end i tu re s .  V< t h ad  these  tax programs 
been s t r u c tu r e d  a s  d i r e c t  exp end i tu re s ,  th e y  wou ld  have had no 
such im m un i ty .  In s u b s ta n t iv e  te rm s  they  do  not m e r i t  tha t 
im m un i ty  an y  m o re  th a n  the  d i r e c t  exp end i tu re s ,  ye t the ir tax 
c lo th ing  sh ie lds them . F o r  s im ila r  r* 1 'ms. tax  incen tives a re  not 
covered  by  the annu a l  b u d g e ta ry  rev iew  p rocess ; d ie  b u r e a u  oi 
the  b u d g e t  d o e sn ' t  even know  abou t m any  o ’ t h a n ,  o r how much 
th ey  c o u .  W e do  have  ‘ u n con t ro l la b le "  a re a s  in the  budget, 
s u ch  as in te re s t  on the pub l ic  d eb t ,  a nd  s in ce  th ey  can  p lay  havoc 
w ith  a  budg e t ,  an  effort is m ade  to keep  them  to a  m in im um , and

suit in uneven administration of incentive prner.ur.*. The .went.*, not seeim: the 
purpose behind the deductions and credits, since they are not tax purposes ard so 
are outside tlic central expertise and h.uketound <>i the avents, are likely to \iew 
the benefits as loo generous and to raise audit pm!,Ivins for claimants. Tilts is 
less likely to occur in the administration of a diiect expenditure program since it 
would he in the hands of an agency interest* d in the success of the program. Thus 
the existence of an IRS audit system is not necessarily, contrary t, the claim 
sometimes marie, an arimment for usim? tax incentives. Moieover, nth*r agencies, 
such as the Department of I.ahor, have inspection or audit systems, and still others 
could develop them.

•14 See //i'(iiiii);j on Economic Annlvn't tint! Efficiency in (iovcrnnn nt hV/ore the 
Suhromin. on Economy in (ioVfrnincnt oj !ke Join! Etonomic Comm., out Cone., 
isl Sess. (I'jfiip (statement of Stanley S, .Surrey on the Tax Kr.penditure liudeet).

It is sometimes said that n tax incentive has the advautace of “permanency’1 
since tax provisions generally are only infrequently reexamined, where it direct 
expenditures are usually reviewed annually, and that some programs to he effective 
require such permanency. However, if, as a yenei d matter, periodic review »f 
government expenditures is considered desirable, no provram should he removed 
from that scrutiny except for cumpcllim; reasons. If in a particular case such 
reasons are determined to exist, then devices to postpone review are available under 
the direct expenditure route: for example, louver appropriations nod trust funds. 
There need he no resort In the tax system simply to prevent periodic review



a t  le a s t  to  id en t i fy  them  and  t r y  to e s t im a te  th e i r  effect, Hut in 
the b u d g e t  p rocess  this is no t  d one  fo r tax  incen tives .

O vera l l ,  th e re fo re ,  a  r e so r t  to tax  in cen tiv es  g r e a t ly  d ec reases  
the a b i l i ty  o f th e  G ov e rnm en t  to m a in ta in  con tro l  ove r  the  m a n ­
ag em en t  of its p r io r i t ie s .  T h is  is t ru e  b o th  as to  th e  s u b s ta n t iv e  
p ro g ram s  to be in t ro d u c ed ,  modif ied , o r d ro p p e d  and  as to the  
am oun ts  to b e  s p e n t  in p a r t i c u l a r  p ro g ram s  and  a re a s .  T h e s e  
consequences  run  c o u n te r  to the  whole t h r u s t  o i  o u r  conce rn s  w ith  
the o rd e r in g  of n a t io n a l  p r io r i t ie s  an d  w i th  th e  wise a l lo ca t ion  of 
ou r re sou rces , w h ich  we h a v e  come to see as  l im ited  a n d  th e re fo re  
in need o f c a re fu l  m anag em en t .

Some of th e se  d ifficulties cou ld  be m e t .  T a x  inc en t iv e s  cou ld  
be identif ied , am oun t s  e s t im a te d ,  and  th e  d a t a  in c o rpo ra te d  in 
the  b udge t .  Unless th is  is done , com pa r iso n s  o f ta x  e x p end i tu re s  
and d i r e c t  e x p end i tu re s  m u s t  be com pa r iso n s  o f  h id d en  p ro g ram s  
w ith  open  ones . B u t  even a f t e r  su ch  c la r i f ica t ion , f u r th e r  diffi­
cu lties would  rem a in . P e rh a p s  th e  P r e s id en t  cou ld  be g iven a u ­
th o r i ty  to  t r e a t  the tax  inc en t iv e  funds as d ire c t  e x p en d i tu re s  for 
b u d g e ta ry  con tro l  pu rpo se s ,  a nd  the inc en t iv e s  cou ld  b e  .struc­
tu red  a s  fa r as  po ss ib le  to have  th em  f ill in the  con t ro l la b le  r a th e r  
th an  the  un con tro l la b le  ex p en d i tu re  p i l l e rn .  P e rh ap s  Ihe lax  i n ­
cen t iv e  p ro g ram s  cou ld  be gi\ u ye; r lv  o r b ia nn u a l  exp ir a t io n  
da te s ,  so th a t  th ey  cou ld  be rev iewed in ihe s am e  way  as d i r e c t  
e xp end i tu re s  u n d e r  the  a p p ro p r ia t i o n  a n d  b u d g e t a r y  p ro cedu re s .

B u t  the se  so lu t ions , l ike those  av a i la b le  for ih e  p rob lem s of 
cong ress iona l con s id e ra t io n  and  adm in is t r a t iv e  o p e ra t io n ,  ra ise  
the  qu es t io n , w h a t  is ga ined  by tu rn in g  w h a t  wou ld  no rm a l ly  b e  
a d ire c t  ex p en d i tu re  p ro g ram  in to  a  tax  in cen tiv e  p ro g ram  an d  
then  t ry in g  to s t r u c tu r e  the  p ro g ram  so  tha t it r a n  neve r th e le ss  
be h an d le d  as a  d i r e c t  e x p en d i tu re  p ro g ram ?  W h y  the  d e to u r  
th rough  the  tax  sy s tem ?  W hy  in jec t th e  lax sy s tem  in to  the p r o ­
g ram . when the p ro g ram  c an  be effectively s t r u c tu r e d  w i th ou t i t?

v. 'l 'ax Incentives Will Not Improve, the Tax System mitl Arc 
Likely To Damage I t Significantly. —  C e r ta in ly  th e  tux sy s tem  
does no t ga in  when  ex p en d i tu re s  a re  m ad e  th rough  lax  incen tiv e  
p ro g ram s . W e have a l r e a d y  seen  th a t  tax  incen tiv es  a re  in im ica l 
lo the e q u i ty  o f  a  ta x  s y s t e m —•indeed, in a  sen se  t h a t  is neces­
sa ry  lo th e ir  p u rp o s e  and  func t ion . M oreove r ,  the  tax  sy s tem  is 
complex  enough  as it is, a n d  to have a  la rge n um b e r  of tax  in ­
cen t iv es  s ide b y  s ide  w ith  ihe p rov is ions  m ak in g  up  the s t r u c tu r e  
o f the ta x  i tse lf can  o n ly  cau se  con fu s ion  a n d  a  b lu r r in g  o f c o n ­
cep ts  a n d  objectives."'*' T a x  incen tives  m ak e  i t  m o re  an d  more

Il tins turn pointed out th.it |>hr:tbinK tlic itsslslaiuc' in tm io of ta t Icnclils 
may in some cases make it so ilinii nit ior potential ticndiciarios to determine tln-ir
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difficult to d is t ingu ish  b e tw een  w h a t  is s u b s id "  am i w h a t  is p roper 
s t r u c tu r e .  T h is  is e spec ia l ly  so w he re  the  tax  incen tiv e  is not 
iden t i f iab le  as  su ch  b u t  is m e rge 'i  in to  a  p rov is ion  th a t  has a 
g enu in e  re la t ion sh ip  to  the  m e a su rem en t  o f ne t income —  as is, 
for exam ple , th e  sub s id y  invo lved  in acc e le ra ted  d ep rec ia t ion  for 
rea l e s ta te ,  s ince some d eg ree  of d ep re c ia t io n  is a p p ro p r ia te .

Tt is no an sw e r  to say , as  d a  som e cyn ics , th a t  s ince  the tax 
sy s tem  to d ay  h as  so m a n y  spec ia l p rov is ions  th e re  shou ld  he no 
ob jec t ion , when w o r thw h i le  p ro g r am s  a rc  invo lved , to a dd in g  still 
m o re  to  the  heap . R a th e r ,  th e  effor t shou ld  pe rs is t  to con tra c t  
tho se  ex is t ing  specia l p rov is ions  t h a t  a re  im p rop e r  a n d  wastefu l. 
W e  k now  from long exper ience th a t  p rov is ions  can  he ensh rined  
in tax  laws far p a s t  th e i r  u se fu lness  and  long a f t e r  th e i r  defec ts  
b ecom e clear . W e shou ld  no t ,  w hen  a l te rn a t iv e s  a re  p resen t , 
freeze in m o re  spec ia l p rov is ions , espec ia l ly  .mih c p ro g ram s  in the 
comp lex  a re a s  o f social po licy  to wh ich  m any  tax  incen tive  p ro ­
posa ls  re la te  a re  e s sen tia l ly  exp e r im en ta l  in na tu re .

W'lmt Is Gained  — . I Hcgedly -• W* I.'si in; a Tax
Incentive Rather Titan a Oirei t l-.xpeniH/me

T h u s ,  a  g r e a t  dea l is los t  w hen tax  im . o lives a re  used . W h a t  
is to  b e  ga ined  by  th a t  a p p ro a c h  cnm pm v  I w ith tlic d i r e c t  ex ­
p e n d i tu re  a p p ro a c h ?  Some have  adv an ced  an sw ers  which are 
e ssen t ia l ly  po li t ica l in n a tu r e ,  and ,  T th ink , roo ted  in illusions or 
i r ra t ion a l i t ie s .  P ro fe s so r  A aron  lias ob se rved  tha t the  p o pu la r i ty  
o f  the tax  dev ices “der iv es from  a  p ecu l ia r  a l l iance am ong  con ­
s e rv a t iv e s ,  w ho find a t t r a c t iv e  the a lleged reduc t ion  in th e  ro le of 
g o v e rnm en t  t h a t  would follow from  ex tens ive  use o f tax  c red i ts , 
an d  l ib e ra ls  anx iou s  to so lve socia l a n d  econom ic p rob lem s —  by 
w h a te v e r  m ean s  —  be fo re  il is too la te . ’' " ' ’’ W e  have  a l r e a d y  d is ­
cussed th e  illusion th a t  ta x  c re d i t s  for social p u rp o se s  a re  s im p le  
an d  removed from  the b u re a u c r a t i c  h an d  T h e  second illusion in 
th e  above  a rg um en t  is t h a t  the C ong re ss  will vo te  do lla rs  th rough  
tax  incen tiv es t h a t  it re fuses  to a p p ro p r i a t e  th ro u g h  exp end i tu re  
p ro g ram s . J u s t  why a  Cong ress  t h a t  focuses on the m a t t e r  shou ld  
b e  so in con s is ten t  is no t exp la ined . C e r ta in ly  m any  m em be r s  of 
tax  com m it te e s ,  such  as C h a i rm an  M ills , h ave recogn ized t h a t  lax  
incen tiv es  do  involve exp end i tu re s  —  “b ack -d oo r  e x p e n d i tu r e s” in 
his w o rd s  —  and  th a t  a  leg is la to r conce rned  w ith  ex p en d i tu re  
levels and  ex p end i tu re  con tro l  shou ld  no t .  while ho ld ing the  f ron t 
d o o r  sh u t ,  let h idden  e xp end i tu re s  in th rough  Ihe h ack  door . Hut 
p e rh ap s  i r ra t io n a l i ty  will g o v e rn :  p e rh ap s  a dm in is t r a to r s  and

rewards tlial they will fait lo lake ndvaniaec of ihcm. Cf. Stone. note 7,
at fi.vj.

Aaron, jh/'oi nolo at 5.
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leg is la to rs  will dev ise and  a cc ep t  p ro g ram s  s t r u c tu r e d  a s  ta x  p r o ­
v is ions wh ich  th ey  wou ld  re jec t  a s  d irec t  exp en d i tu re s ,  o r  will 
r e fu se  to im p rove  d ire c t  e x p en d i tu re  p ro g ram s , o r  wili sp end  
m oney  th rou gh  tax  incen tiv es  t h a t  th ey  wou ld  no t a p p ro p r i a t e  
as d i r e c t  e xp end i tu re s .  In  t h a t  ev en t ,  r a t io n a l  con s id e ra t io n  will 
no t  ch ang e  m a t te r s .

T h e r e  is a n o th e r  an sw e r ,  wh ich  also a p p e a r s  to he i r ra t io n a l  
o r i l lu so ry . T h i s  is the  c la im  t h a t  b u s in e s sm en  re spond  to tax  
c re d i t s  b u t  no t to o th e r  fo rm s o f g o v e rnm en t  a s s is ta n c e ;  t h a t  
th e re  is a  g lam ou r  a n d  m ag ic  po ssessed  by  do l la r s  o f  ta x  re d u c ­
tion t h a t  will a t t r a c t  th e  bu s in e s sm an  who wou ld  p a s s  up  do lla rs  
offered th rou g h  d irec t exp end i tu re s .  T o  the  e x te n t  t h a t  th is  a n ­
sw er re s ts  on th e  bel ie f t h a t  tax  in cen tiv es  a rc  r e a l ly  s im p le r , 
o r t h a t  complex it ie s  can  b e  sh e a re d  away  on ly  if lax  incen tives 
a re  used , it re s ts  on bel ie fs a l r e a d y  d iscu ssed  and  found e i th e r  
u n re a l is t ic  o r t r u e  on ly  if th e  u n d e r ly in g  g o v e rnm en t  po lic ies a r e  
them se lves i r ra t io n a l .  T o  th e  e x te n t  th a t  th e  a...a v e r  res ts  on the 
c la im t h a t  bus iness  reg a rd s  tax  in cen tiv e  do l la rs  as “c lean  do l ­
la r s1' —  ju s t  p a r t  of a  tax  c om pu ta t io n  —  b u t  sees d i r e c t  ex p en d i ­
tu re  do l la rs  as  som ehow  unc le an  b ecau se  th ey  a re  a  su bs id y ,  on* 
can  on ly  a n sw e r  th a t  bu s in ess  p ro b a b ly  does  n o t  r e spond  th is 
w ay . o r  th a t  if it does , it is b eh av in g  i r ra t io n a l ly .  Expe r ience  
w ith  d i r e c t  sub s id ie s  —  the SST  p ro g ram  for exam ple  —  sugges ts  
th a t  bu s in e s s  firms an? w ill ing to a n d  do ca lcu la te  p ro l i t  p ro sp e c ts  
in the l igh t o f g o v e rnm en t  sub s id ie s .  S im ila r ly , th e  a rg um e n t  t h a t  
business is fam il ia r  w i th  ta x  c red i t s  —  tho ugh  un ti l  the  in v e s t ­
ment c re d i t  th e re  w ere  no c re d i t s  w ide ly  used in th e  c o rp o r a te  lax  
sy s tem  —  b u t  no t  w i th  o th e r  fo rm s of g o v e rnm en t  a s s is ta n c e  is 
c e r ta in ly  no t  a lw ay s  t ru e . L a ck  o f  bu s iness  fam i l i a r i ty  cou ld  be 
overcome by pub l ic iz ing  d ir e c t  subs id ie s . T h e  m an p ow e r  t ra in in g  
c red i t  p roposa l  q u o ted  ea r l ie r  sugges ted  t h a t  " t h e  D e p a r tm e n t  
of L a b o r  . . . b e  requ i red  to m ak e  | the p ro p o s a l ' s ]  p rov is ions  
known to the  u n em p loyed  an d  p o ten t ia l  em p loye rs  in the  bu siness  
c om m un i ty . ’' :|7 Such  a  d u ly  could equ a l ly  well be p la ced  on t h a t  
D ep a r tm en t  if it w ere  adm in is t e r in g  a  d i r e c t  ex p en d i tu re  ’p ro ­
g ram .

T h e r e  m a y  bo an  a sp e c t  o f th is  a s s e r te d  p re fe ren ce  fo r tax  
incen tive p ro g ram s  th a t  is n o t  illusion o r i r r a t io n a l i ty ,  b u t  m ore  
serious. I t  m ay  be t h a t  leg is la to rs  and  the  bene f ic ia r ie s  o f tax  
incen tive p r o g r a m s— businesses  rece iv ing  a c c e le r a te d  d e p re c ia ­
tion o r  p e rc e n ta g e  d ep le t io n ,  s t a t e  a n d  local g o v e rnm en ts  rece iv ­
ing tax  ex em p t ion  on  th e i r  b o n d s  —  fea r t h a t  once  th e  p ub l ic  is 
fully aw a re  o f  th e  am ou n t s  invo lved  an d  can  weigh  ex p end i tu re  
costs ag a in s t  benefi ts  rece ived  by  th e  n a t io n ,  tlu: tax  in c en t iv es

a'n S  Cono. Ki.e. S53  ̂j, S j.uo (daily cd. May 16 , 11)69).
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will b e  found w an t in g  in m a n y  re spec ts . I n  th is  view , the deeper 
the  incen tiv e  is bu r ie d  in ta x  techn ica l i t ie s  a n d  tax  term inology , 
the  m o re  it looks like a n y  o th e r  techn ica l  tax  p rov is ion , the 
m o re  it p a r t a k e s  o f the  p ro te c t iv e  co lo ra t ion  of the  tax  law th a t  
c an  he ob ta in ed  by su ch  o u tw a rd  s im i la r i ty  to o rd in a ry  tax  p ro ­
vis ions, then  th e  more  d e s i r a b le  the  ta x  in cen tiv e  becomes. The 
pub l ic  m u s t  die: h a rd  and  d eep  to find the  su b s id y  a n d  eva lua te  U. 
l in t  such  an  a p p ro a c h  to g o v e rnm en t  e xp end i tu re s  —  the  p re fe r ­
ence fo r the h idden  s u b s id y  o v e r  the open  s u b s id y  —  is con tra ry  
to ail expe r ience  w ith  b udg e ts ,  a n d  to effor ts lo  ach ieve  a  ra t iona l 
use o f resou rces . If th is  is th e  a r g um e n t  fo r tax  incen tives , it 
shou ld  no t be a c c ep ted .

none
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after
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W ha t ,  then , is th e  b a lan ce  s h e e t  reg a rd in g  the se  two m e thod s  u»r-
o f g o v e rnm en t  a s s is tan ce , d i r e c t  e x p end i tu re s  an d  tax  incen tives? ?i<.i
1 conc lude  from the abov e  o b se rv a t io n s  th a t ,  a s  a  genera l iza t ion , n -
the  b u rd en  of p roo f shou ld  re s t  h eav i ly  on those  p ropos ing  tiie \vi<
use of t 1 ■ tax  in cen tive  m e thod . In a n y  p a r t ic u la r  s i t u a t i o n —  pen
c e r la in h  v new  s i tu a t io n  —  th e  first a p p ro a c h  shou ld  h e  to ex- p.y
p lo re  the v a r io u s  d i r e c t  e x p en d i tu re  a l te rn a t iv e s .  O nce  the  most 
d e s i rab le  o f the se  a l te rn a t iv e s  is d e te rm in ed ,  ii one still w ishes s i r
to  con s id e r  the tax  in cen tiv e  m e thod  for the sam e su b s ta n t iv e  ta:
p ro g ram , the q u es t io n  must, he w h a t  c le a r  a d v an ta g e s  c an  be ob- 
ta in ed  by using th e  lax  m e th o d .  Aga in , as a  g ene ra l iza t ion , I poc
thin!; it un l ik e ly  t h a t  c le a r  a d v a n ta g e s  in the tax incen tiv e  m c th -  sli,
od will be found. M oreove r ,  I s t r e s s  s t rong ly  th a t  the  a d v an ta g e s  of ‘
m us t  he c lea r  a n d  compel l ing  to ove rcom e the  losses t h a t  accom - cxr
p a n y  th e  use of the  tax  incen tiv e , even  the w e l l - s t ru c tu red  iticen- lo;
t ive. T h e  p rob lem s o f ach iev ing  a  w e l l - s t ru c tu red  incen tiv e  a rc  of
in them se lve s  fo rm idab le , l iv e n  a s sum ing  Ih a t  su ch  p rob lem s as do
un fa i rn e s s  a n d  w ind fa l ls  a re  ove rcom e , th e re  a re  s ti l l the losses 
a nd  d raw b ack s  we have  d e s c r ib ed :  con fu s ion  a n d  d iv ided  a u th o r -  a!
i ty  in the leg is la tive a n d  a dm in is t r a t iv e  p rocesses , d ifficulties in a
m a in ta in in g  b u dg e ta ry  con tro l ,  c on fu s ion  in pe rce iv ing  a n d  se t- nv
ting  n a t ion a l  p r io r i t ie s , a n d  d an g e r s  to th e  tax  s t r u c tu r e  itself.

I t cou ld  be th a t  a  p ro g ram  o f go ve rnm en t  a ss is tan ce  t h a t  is |e
b ro ad ly  based , re la t ive ly  s imp le , a n d  p ro p e r ly  s t r u c tu r e d  can  be lo
more  read i ly  adm in is te red  if jo in ed  to th e  tax  sy s tem . Some luive _
de fended  th e  d edu c t io n s  for c h a r i t a b le  c o n t r ib u t io n s  a n d  pe rsona l  
in te re s t  and  taxes 011 th is  g ro und , though  po in t in g  to the need Vr
to co r re c t  abu se s  a n d  recogn iz ing  th a t  the co r re c t ion s  wou ld  ae
m a k e  the tax  incen tive  more  like a  d ire c t  e x p end i tu re  p ro g ram .
O the rs  h ave  d e fend ed  th e  in v e s tm en t  c re d i t  for the  s am e  reasons,
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aga in  w i th  a  recogn i t ion  t h a t  im p ro v em en ts  can  b e  m ade .39 B u t  
none of these  in c en t iv es  h a s  h ad  to m e e t  t h e  te s t  of c om pa r iso n  
w i th  a  c a re fu l ly  s t r u c tu r e d  d i r e c t  ex p en d i tu re  p ro g r am .  O n ly  
a f t e r  t h a t  is d one  c an  we re a ch  th e  p o in t  of w e l l- in fo rm ed  choice.

T h e s e  a re  g en e ra l  gu id e l in e s ;  th e re  m a y  be p a r t i c u l a r  cases 
to w h ich  th ey  do n o t  a p p ly  b ecau se  spec ia l con s id e ra t io n s  a re  i n ­
volved. E v en  so. c a t e  m u s t  be ta k e n  to look h a rd  a t  spec ia l  co n ­
s id e ra t io n s  a d v an c ed  as re a son s  fo r an  ex cep t ion  to be m a d e  " in  
th is  p a r t i c u l a r  c a se .” T h e  leg is la tive ha lls  a re  c row ded  w i th  a d ­
voca tes sk il led  in ty in g  th e i r  p rob lem s to th e  la s t  ex cep t ion  a n d  
in dev is ing  te chn iq u es  to m a k e  each  s te p  f rom  tire l a s t  p re c e d e n t  
a p p e a r  to  be on ly  sh o r t ,  logical , a n d  h a rm le s s .  O u r  gaze c a n  thu s  
be a v e r te d  from  the  c o n s ta n t ly  w iden ing  g a p  b e tw een  p ro p e r  t a x  
s t r u c tu r e  a n d  each  a d d i t io n a l  spec ia l p rov is ion .

One q u es t io n  ra ised  b y  th is  d iscu ss ion  espec ia l ly  m e r i t s  m o re  
research  and  though t .  J u s t  w hy  is it th a t  in m a n y  cases leg is la ­
tors a p p e a r  willing, w i th  h a rd ly  a n y  though t ,  to a c c ep t  a n  exp en ­
sive tax  in cen tiv e  p ro g r am  when  th e y  wou ld  j u s t  a s  q u ic k ly  r e je c t  
a s im ila r  d irec t e x p en d i tu re  p ro g ram , even  a  m u ch  sm a l le r  one? 
W hy do  th e y  re q u i re  le ng thy  s tu d y  and  an a ly s is  o f  d i r e c t  ex ­
pend itu re  p ro g ram s  b e fo re  leg is la tive a n d  a p p ro p r ia t i o n  c om m it ­
tees while  they  a re  re a dy  lo e n a c t  tax  incen tiv es 011 no m o re  th an  
g ene ra l iza t ion s  a n d  h unche s?  I s  i t  t h a t  th e y  do n o t  rea lize , o r  
s top  to th in k ,  t h a t  do l la rs  a r e  sp e n t  b y  tax  incen tiv es?  Is il t h a t  
tax bills a r e  so  c om p l ic a te d  t h a t  h a rd ly  a n yon e  s tu d ie s  th em  u n ­
less p ro d d ed  b y  :m in d u s t r y  o r  t a x p a y e r  t h a t  is h u r t ,  in his lax  
p ockc tbook , a n d  th a t  th e re fo re  p rov is ions  d isp en s ing  la rgesse 
slide b y  —  a l th ough  th is wou ld  he a  case  o f the  p ro p e r  concess ion 
of tax  expe r t is e  to the  lax com m it te e s  p a p e r in g  o ve r the ir  lack of 
expert ise in the a r e a s  invo lved in tax  incen tives . Is it t h a t  the 
legislators know  full well w h a t  is invo lved , d e sp i te  the  com p lex i ty  
of lax  bills, b u t  bel ieve the  pub l ic  will no t pe rce ive  w h a t  is be ing  
done becau se  o f the com p lex i ty  o f tax  hills a n d  b ecau se  tax  e x ­
pend itu re s  do  no t  show  up  in the  b udg e t?  T o  c la im  th is  wou ld  
almost be to c la im  th a t  a n y  ex p en d i tu re  o f funds is a c c ep ta b le  to 
a leg is la to r - - ti e m o re  m o n ey  to  c o n s t i tu e n t s  the  b e t t e r  —  b u t  
most lcg isk . 'o rs  do  not fo llow th is  p r inc ip le .

W e cou ld  a sk  s im ila r  q u e s t io n s  a b o u t  a dm in is t r a t iv e  agencies . 
Just w hy do  a dm in is t r a to r s  of d i r e c t  ex p en d i tu re  p ro g ram s  a l ­
low tax incen tiv e  p ro posa ls  to  be p u sh ed  when the  fu nd s  invo lved

Indrril, the relative simplicity of lliu investment credit, which is applied with 
very little Kipeivision, in iv have misled businessmen into lliinkinu all tax credits 
;ue simple in structuie S'.:. as stated earlier, the tax credit proposals in social 
areas have far more details and complexities. On tlic investment credit generally, 
>rc Uranium, supra note 10.
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in su ch  p ro g ram s  cou ld  be used, a n d  p ro b ab ly  m uch  b e t te r  used, 
as  coo rd in a ted  p a r t s  of the  d irec t ex p en d i tu re  p ro g r a m s ?  Is it 
t h a t  the ir  po licy  is to  a cc ep t  g ra te fu l ly  con t r ib u t io n s  from any 
sou rce?  Is it th a t  th e y  will n o t  f a r e  up to tho need  e i th e r to im­
p rov e  the  d i r e c t  ex p end i tu re  p ro g ram  o r s q u a re ly  demons tra te  
the  e r r a t i c  a n d  w as te fu l  c h a r a c te r  o f  tho tax  incen tive  proposal?
I s  it th a t  they  a rc  som e t im es  neg ligen t in th e ir  leg is la tive intelli­
gence a n d  a r e  s im p ly  le f t a t  the  leg is la tive s t a r t i n g  ga te  when the 
lax  in cen tiv e  is a d o p te d ?  And w hy  shou ld  a  T r e a s u ry  D epa r t­
m en t wh ich  is ch a rg ed  w ith  p re se rv ing  th e  in teg r i ty  of the tax 
sy s tem  ever will ingly p ropose  o r accep t a tax  incen tive  solution 
excep t in the  u nu su a l  a n d  ra r e  s i tu a t io n  when a tax  c red it may 
poss ib ly  be p ro p e r ly  ta i lo red , a n d  b e t t e r  su i ted  to th e  purpose - 
cond it io n s  wh ich  do  no t a p p e a r  lo exist a s  tit a n y  o f the recent 
p roposa ls?

W itl i  new s i tu a t io n s  —  th a t  is, new o r e x p and ed  government 
p ro g ram s  —  we a rc  in a  posi t ion  to  follow a ra t iona l  course in 
choosing  b e tw een  these m e thod s . D u r ing  the  lo b e 's ,  as a t ten t ion  
tu rned  inc reas ing ly  to  g o v e rnm en t  financia l a s s is tan ce  to meet 
u rgent social p rob lem s , a lmost ev e ry  p rob lem  b rough t proposals 
of a  lax  incen tiv e  as the  so lu t ion ;  o f ten  the tax incen tive  was the 
first so lu t ion  to be a dv an ced .  T h e  T r e a s u r y  D ep a r tm en t  r e ­
sponded  by  p ress ing  the  W h ite  U nu -e  . u i f  a nd  o th e r  agencies 
to devise , w ith the  T re a s u ry ,  non - tax  a l te rn a t iv e s  for comparison 
on a cost-effec tiveness basis . Fo r ex am p le , the T r e a s u ry ,  with 
11 MW. developed th e  federa l g u a ra n te ed  s tu d e n t  loan p rog ram  
and expanded  scho la r sh ip  and  work  p ro g ram s , so tha t they  could 
bo pu shed  in oppos i t ion  to  a  tax  c red i t  for college tu i t ion . In the 
m anpow e r liold, the  T r e a s u r y  u rged  s t r o n g  and  exp and ing  fed­
e ra l ly - suppo r ted  t ra in ing  p ro g ram s  wh ich  cou ld  b e  adv an ced  in- >
s te ad  o f a  tax  incen tive . T h e  sk ep t ic i sm  w ith  which specia lized 1

tax  incen tives for socia l p rob lem s were reg a rded  by tlie T re a su ry  
tog e th e r  w ith  a  rea l iza t ion  t h a t  a  nega t iv e  an sw e r  to  p roposa ls  of 1
tax  incen tives did no t  so lve the  p rob lem s , thus led the T re a su ry  
to be a  s t rong  force w ith in  th e  ("lovcrnmont in d eve lop ing  and 
pu sh ing  d irect exp end i tu re  p ro g ram s , bo th  to c o u n te r  lax incen­
t ive p roposa ls  and  to move fo rw ard  to meet th e  p rob lem s in o ther 
ways .

W i th  existing tax  incen tives , the  ta sk  is one tha t falls in the 
c a tego ry  of '‘t ax  re fo rm ,” where  p rog re ss  is difficult and slow?11’

•'"'Tlii1 updo T ax  Unroll m Snintui and I’iioi'o-.m.s. $u/>ra nolo 10, relate-*! in the 
i.ii»c of lin: income tax almost entirely In lax iiu. iiiivc and involved vat,vine de­
crees of r.ralioi; down and rcstructurim;. Only a few of the proposals related to 
•Infects in the fit I in-.; loeollter of the tax structure proper (for example, multiple 
corporation provisions ami mineral proiiuriioo painnnt provisions) or ilianires in 
lire application of I hat structure, such as elimination or reduction of lax for lliose
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Th is  is espec ia l ly  so w ith  incen tiv es  wh ich  h av e  long h is to r ie s . W e 
do lea rn  as  th e  tax  y e a rs  p a s s  b y :  th e  newer tax  p rov is ion s  a re  
in gene ra l m o re  c a re fu l ly  ta i lo red  w i th  a n  eye  to m any  o f these 
p ro b lem s th an  th e ir  p redece sso rs .  F o r  ex am p le , c om p a re  the  
mov ing  expense  and  m edica l expen se  d edu c t io n s  w i th  tho se  for 
pe rsona l  in te re s t  and  taxes as o r ig in a l ly  ad op ted .  O r  com pa re  
the s t r u c tu r e  o f  the 7 '/< in v e s tm en t  c re d i t  w i th  the p rov is ion  for 
acc e le ra te d  d ep rec ia t io n  fo r real e s ta te  as it a p p e a r e d  in i o j g .'10 

U n fo r tu n a te ly ,  we a lso  can  fo rge t w h a t  we have  lea rn ed , as the 
ear l ie r  d iscuss ion  o f th e  up sid e -down  s t r u c tu r e  of th e  n ew  five- 
y e a r  am o r t iz a t io n  for hous ing  reh ab i l i t a t io n  e x p en d i tu re s  ind i­
c a te s .1’

I t seem s l ike ly  t h a t  tax  re fo rm  fo r m any  ex is t ing incen tives 
will be in the d ire c t ion  o f c o n t r a c t in g  the  a r e a  of in cen tiv es  by  
reduc ing  the n um b e r  o f tho se  elig ib le for benefi ts , redu c in g  the 
ex ten t o f  the benefits-, a nd  rem ov ing  th e  u n du e  a d v an ta g e s  g ran ted  
uppe r incom e g roups . T h e  d eg ree  of ch ang e  will p re s um ab ly  
v a ry  w ith  the b r e a d th  o f llic incen tiv e : those  t h a t  invo lve spec i­
fic a re a s  and  p rov id e  lax  benefi ts  fo r a  r e s t r ic ted  g roup  —  for 
example , acc e le ra ted  d ep re c ia t io n  fo r rea l e s t a te  and  the n a tu r a l  
resource p rov is ions  - will, o r  a t  lea s t  shou ld , lie su b je c t  to ser ious 
cu tba ck s  in scope  a n d  benefi t , w h e re a s  incen tives  w ith  b ro ad  
r e a c h —  for example , th e  ch a r i ta b le ,  in te re s t ,  a nd  tax d educ t ion s  
—  will b e  sc ru t in ized  for p a r t i c u la r  abuses .  T h is ,  in gene ra l ,  is 
the teno r o f the 'Pax R e fo rm  A c t  o f 1 9 6 9 .

Once we beg in  to recogn ize t h a t  the  ex is t ing  tax  incen tives 
rep re sen t exp end i tu re s  o f fund s  th a t  in m any  cases  sh ou ld  be 
d ispersed d irec t ly ,  we m u s t  d eve lop  leg is la tive an d  a dm in i s t r a ­
tive te chn iques  lo move th e  funds invo lved  —  to the ex ten t  th a t  
g ove rnm en t a s s is tan ce  is s ti l l con s id e red  d e s ir ab le  —  from  the tax

n en t 
-e in 
U ion 
meet

icies

la-low or around poverl" iniome levels. This helps place in perspective llic whole 
matter oi lax reform Thu t t a x  reform act also follows lliis pattern, and most 
of its major reforms c> isist of reducing tho scope of existing lax incentives, such 
as those u-latiiig la n I estate, financial institutions, capital gains investment, 
natural resources, and la in activities.

4"The investment cu; it stiuctnre itself pointed to problems, such as the prece­
dent effect of a credit of this nature.

Another problem involved under the investment credit is related to the difficul­
ties caused hy confining the credit to taxpayers and placing a limit on the credit in 
terms oi tax liabilities, thereby inducing concerns which could not use their credits 
lo "barter" them to others and enlarge the tax abuses in leasing syndicates and 
similar arrangements. While the ‘‘bartering" may have widened the use of the credit 
hy avoiding the limitation based on tax liability and thus corrected what may 
have been the undesirability of the- limit, the detour ton generously compensated 
the middleman lessor.

41 The i960 Act introduced other undesirable tax incenlives, also using the five- 
year amortization technique; the provisions for pollution control facilities, railroad 
tais, and mine safety equipment.
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expenditure budget to the regular budget. The tax committers 
or tlic bu reau  of the budge t could indicate to the Congress and 
the administrative agencies concerned the amounts involved in 
particular tax incentive programs. A period of time would then 
be allowed for the appropria te  legislative committees and ad­
ministrative agencies to develop direct expenditure programs, 
and a  time limit could be pu t on the dura t ion of the tax incentive 
programs. At the end of this period the lax incentive would be 
ended and the new direct expenditure program funded with the 
dollars returned lo the revenue side of tho budget. Certainly, 
new tax incentive programs, if any are to be adopted, should 
have a time limit set on their operation, to permit such a shift 
to a direct expenditure program, or at least to permit evaluation 
of the effectiveness and operation of the tax incentive.'*

For the present, a de-escalation of existing particular incen­
tives would be progress, though it would leave a set of tax incen­
tives tha t probably would not he used a t  all if %ve were able to 
trea t the problems fully as new problems. Hut this is the path 
of tax history and indeed all legislative history. Knowing ail this, 
lot us a t least a ttemp t not to repeat pas t mistakes in future solu­
tions.

The 19mi tux reform art puls five-year termination dates 011 the now five- 
year amortization incentives for pollution control laiiliiic, rehabilitation of low 
income iiou.-ina', railroad cars, and nrine-safcty equipment. Tax Reform Act of 1069 
Pub. I.. Nn. «n—1 7?--t s 70, (Int. Ki.v. Com: or 195.1 . 5 in...), $ 5.M 'Int. Rkv. Cone 
or 195.1 , § 167(b )) , $ 705 (Int. Ki.v. Conn or 195 .1 , 5 i.\i), 5 7c? ( Ini. Rt.v. Com: 
or 1954, j 1S7) (U.S. Coin: CoNii. \  An. Nr.ws No. 1 (lice. 30, 191.9 1 ) . The more 
generous ptovision for recapture of depreciation ol federally assisted housing 
projects also lias a five-year termination provision, hi. “ 5: 1 , nmfin/ing 5 
i ; 50(a ) ( i ) (c ) ( i i ) .
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R O B E R T  H. Z IE G L E R , SR., V ico  C hairm an
DICK E LIA S O N
PA U L F IS C H E R
V IC  F IS C H E R
BOB M U L C A H Y
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m i n u t e s

M a y  16, 1983 
3:08 p.m.

B e l t z  R o o m  
R o o m  211, C a p i t o l

M E M B E R S  P R E S E N T

S e n a t o r  F a h r e n k a m p ,  C h a i r  
S e n a t o r  Z i e g l e r ,  V i c e  C h a i r  
S e n a t o r  E l i a s o n  
S e n a t o r  P. F i s c h e r

S e n a t o r  V. F i s c h e r  
S e n a t o r  M u l c a h y  
S e n a t o r  S t u r g u l e w s k i

C A L E N D A R

H B  258 A n  A c t  e s t a b l i s h i n g  a s p e c i a l  i n v e s t m e n t  tax credit;
a n d  p r o v i d i n g  for an e f f e c t i v e  date.

SB 272 A n  A c t  m a k i n g  a s p e c i a l  a p p r o p r i a t i o n  for p a y m e n t  as a
g r a n t  to t h e  M u n i c i p a l i t y  of A n c h o r a g e  for e x p a n s i o n  of 
the S h i p  C r e e k  T r e a t m e n t  P l a n t  a n d  p h a s e  II d e s i g n  a n d  
c o n s t r u c t i o n  of  the E k l u t n a  W a t e r  Pro j e c t ;  and p r o v i d­
ing  for an e f f e c t i v e  date.

T h e  C o m m i t t e e  a g r e e d  to s e n d  a l e t t e r  to t h e  S e n a t e  P r e s i d e n t  
a p p r o v i n g  t h e  g o v e r n o r ' s  a p p o i n t m e n t s  to v a r i o u s  b o a r d s  and 
p o s i t i o n s ,  r e s e r v i n g  the r i g h t  to v o t e  a g a i n s t  c o n f i r m a t i o n .

SB 2 72

S e n a t o r  S t u r g u l e w s k i  m o v e d  t o  r e p o r t  the c o m m i t t e e  s u b s t i t u t e  o u t  
o f  c o m m i t t e e  w i t h  i n d i v i d u a l  r e c o m m e n d a t i o n s .  The m o t i o n  p a s s e d  
w i t h o u t  o b j e c t i o n .

HB 258

S e n a t o r  E l i a s o n  m o v e d  to a d o p t  the p r o p o s e d  c o m m i t t e e  s u b s t i t u t e  
for d i s c u s s i o n .  The m o t i o n  p a s s e d  w i t h o u t  o b j e c t i o n .



C o m m i s s i o n e r  B o b  H e a t h , D e p a r t m e n t  o f  R e v e n u e ,  w e n t  o v e r  the 
c h a n g e s  in t h e  c o m m i t t e e  s u b s t i t u t e  a n d  e x p l a i n e d  h o w  the 
p r o p o s e d  s t a t e  i n v e s t m e n t  t a x  c r e d i t  w o u l d  w ork.

S e n a t o r  S t u r g u l e w s k i  f e l t  t h a t  v e r y  f e w  c o m p a n i e s  w o u l d  b e n e f i t  
f r o m  t h e  b i l l ,  a n d  s a i d  t h a t  t h i s  w o u l d  r e d u c e  t a x  r e v e n u e s .  She 
f e l t  the b i l l  w o u l d  n o t  h e l p  t h e  s t a t e  in t h i s  t i m e  of d e c l i n i n g  
r e v e n u e s ,  a n d  s a i d  t h a t  n o  g o o d  c a s e  h a d  b e e n  m a d e  for p a s s a g e  of 
the b ill.

S e n a t o r  V i c  F i s c h e r  s a i d  t h e  b i l l  w a s  d e s i g n e d  to p r o m o t e  e c o n­
o m i c  d e v e l o p m e n t ,  b u t  t h a t  the b i l l  as w r i t t e n  w a s  an a b o m i n a­
tion. He f e l t  it c o u l d  b e  a m e n d e d  t o  b e  a g o o d  b i ll, b u t  as it 
s t a n d s ,  it p r o v i d e s  u n d e s e r v e d  w i n d f a l l s .

S e n a t o r  M u l c a h y  m o v e d  to r e p o r t  t h e  c o m m i t t e e  s u b s t i t u t e  o u t  of 
c o m m i u t e e  w i t h  i n d i v i d u a l  r e c o m m e n d a t i o n s . T h e  m o t i o n  p a s s e d  
w i t h o u t  o b j e c t i o n .

T h e  m e e t i n g  w a s  a d j o u r n e d  at 3:25 p.m.
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STATE C A P ITA L 

JU N E A U , A L A S K A  99811 
(907) 465-3834 
(907) 465-3835

M I N U T E S

B e l t z  R o o m  
R o o m  211, C a p i t o l

M E M B E R S  P R E S E N T

S e n a t o r  F a h r e n k a m p ,  C h a i r  S e n a t o r  V. F i s c h e r
S e n a t o r  Z i e g l e r ,  V i c e  C h a i r  S e n a t o r  M u l c a h y
S e n a t o r  P. F i s c h e r  S e n a t o r  S t u r g u l e w s k i

C A L E N D A R

H B  284 An  A c t  d e s i g n a t i n g  t h e  b o w h e a d  w h a l e  as the s tate
m a r i n e  m a m m a l .

S C R  1.9 R e l a t i n g  to a s t a t e w i d e  s y s t e m  of trails.

H B  238 An  A c t  e s t a b l i s h i n g  a s p e c i a l  i n v e s t m e n t  tax credit;
a n d  p r o v i d i n g  for an e f f e c t i v e  date.

H B  284

R e p r e s e n t a t i v e  F u l l e r  u r g e d  t h a t  t h e  C o m m i t t e e  s u p p o r t  the bill. 
He s t a t e d  t h a t  t h e  b o w h e a d  w h a l e  r e p r e s e n t s  A l a s k a ' s  his t o r y ,  
c u l t u r e  a n d  spirit.

S e n a t o r  M u l c a h y m o v e d  the b i l l  b e  r e p o r t e d  o u t  w i t h  i n d i v i d u a l  
r e c o m m e n d a t i o n s . T h e  m o t i o n  p a s s e d  w i t h o u t  o b j e c t i o n .

S C R  19

S e n a t o r  V. F i s c h e r  sa i d  t h a t  the S t a t e  has the a u t h o r i t y  to 
c o o r d i n a t e  a s t a t e w i d e  t r a i l s  s y s t e m  b u t  h a s  e s t a b l i s h e d  no 
p o l i c y .  The r e s o l u t i o n  a s k s  t h e  G o v e r n o r  to d e v e l o p  a p l a n  for a 
t r a i l s  system. T h e r e  w o u l d  be no f i s c a l  i m p act, b e c a u s e  m o s t  
a g e n c i e s  i n v o l v e d  are a l r e a d y  w o r k i n g  on v a r i o u s  a s p e c t s  of the 
system; it w o u l d  be  a m a t t e r  of  c o o r d i n a t i n g  e f f o r t s .  F i s c h e r

A p r i l  29, 1983 
3:12 p.m.

V lasta  H>tate Hegtelature
B E T T Y E  F A H R E N K A M P , C hairm an
R O B E R T  H. Z IE G L E R , SR., V ico C hairm an
D ICK E LIA S O N
P A U L F IS C H E R
V IC  F IS C H E R
B O B  M U L C A H Y
A R L IS S  S T U R G U L E W S K I

Senate
Committee on Resources



m o v e d  t h a t  CS S C R  19 b e  r e p o r t e d  o u t  o f  c o m m i t t e e  v/ith i n d i v i d u a l  
r e c o m m e n d a t i o n s .  The m o t i o n  p a s s e d  w i t h o u t  o b j e c t i o n .

C S H B  258

D e b o r a h  V o g t , A s s i s t a n t  A t t o r n e y  G e n e r a l ,  s a i d  the b i l l  is 
c o n s t i t u t i o n a l l y  u n c l e a r ,  a n d  e x p l a i n e d  t h i s  p o i n t  o f  view.

J oe D o n o h u e ,  D e p u t y  C o m m i s s i o n e r ,  D e p a r t m e n t  o f  R e v e n u e ,  
e x p l a i n e d  l a n g u a g e  s u g g e s t e d  for a c o m m i t t e e  s u b s t i t u t e .
H e  e x p l a i n e d  h o w  the t a x  c r e d i t  m i g h t  w o r k ,  a n d  c o m p a r e d  it to 
the f e d e r a l  i n v e s t m e n t  t a x  credit.

R ov H u h n d o r f , P r e s i d e n t ,  C o o k  Inletf'fteg.ion, Inc., e x p l a i n e d  the 
b i l l ' s  p o t e n t i a l  to s t i m u l a t e  a n d  b r o a d e n  the A l a s k a n  e c o n o m y ,  
a nd u r g e d  a d o p t i o n  of t h e  bill.

D a v e  H e a t w o l e , A l a s k a  M i n e r s  A s s o c i a t i o n ,  s a i d  the Associati.on 
h a d  p a s s e d  a r e s o l u t i o n  e n d o r s i n g  the b ill, a n d  e x p l a i n e d  h o w  it 
w o u l d  b e n e f i t  the m i n i n g  i n d u s t r y .  He o p p o s e d  e x e m p t i n g  s a n d  and 
g r a v e l ,  a n d  n o t e d  t h a t  the m i n i n g  l i c e n s e  t a x  w o u l d  s t ill 
g e n e r a t e  r e v e n u e  to the State.

W a y n e  A l l r e d , N o r t h w e s t  A l a s k a n  P i p e l i n e  C o m p a n y ,  p r o v i d e d  
w r i t t e n  t e s t i m o n y .  He s u p p o r t e d  the tax c r e d i t  w i t h o u t  l i m i t a­
tion o f  t h e  l o c a t i o n  o f  f a c i l i t i e s .  lie fe l t  t h e  b i ll, as w r i t­
ten, is d i s c r i m i n a t o r y  a n d  u n c o n s t i t u t i o n a l ,  a n d  r e q u e s t e d  all 
g e o g r a p h i c a l  r e f e r e n c e s  be r e m o v e d  f r o m  the bill.

J e f f  D a y , a s s i s t a n t  to Rep. J o e  Hayes, a g r e e d  to r e l a y  q u e s t i o n s  
a nd c o n c e r n s  to Rep. Hayes.

The C o m m i t t e e  a d j o u r n e d  at 4:40 p.m.



S T A T E  O P  A L A S K A

D E P A R T M E N T  O F  R E V E N U E  

BILL ANALYSIS 

Sponsor Substitute for House Bill No. 258

Title: An Act establishing a special investment tax credit and providing
for an effective date.

General Effect of Bill: The Bill would create a special investment tax
credit on qualified investments for corporations putting into use gas pro­
cessing facilities south of the Arctic Circle and corporations engaged in the 
exploration, drilling of wells, development, or mining of the natural deposits 
listed in I.R.C. 5613(b) south of the Arctic Circle.

Effect on Current Law: Current law provides for an investment credit cf 18
percent of the investment credit allowed under the I.R.C. upon the first
$20,000,000 of qualified investment put into use in the State for each taxable 
year. Thv new Act provides that the investment credit allowed for those cor­
porations subject to the Act shall be the full amount of the investment credit 
allowed under the I.R.C. with no limit on the amount of qualified investment 
credit.

Recommendation of Department: The Department of Revenue recommends a
thorough study of the effects of the Bill be conducted. The study should 
include an analysis of the incentive the Bill will provide to the targeted 
corporations, a review by the Department of Law as to the constitutionality of 
the geographic limitations of the Bill, the projected revenue impacts to the 
State. Current Position of Department: The Department is naturally in
favor of encouraging tho best and highest use of the State's resources but
further analysis of the means proposed in the Bill is required before taking a 
position.

TECHNICAL ASPECTS OP BILL

Section 1: This section of the Bill presents the legislative findings and
intent for the Bill. It is found that the development of gas 
processing facilities south of the Arctic Circle and mineral 
development is in the best of the interests of the State. Sub­
section 6 finds that the establishment of the special investment 
tax credit is necessary in order to promote and accomplish the 
objectives listed in the first five subsections.

Section 2: Section 2 adds a sentence to AS 43.20.021(d) which effectively
states that the Alaska Investment Credit which is normally 
limited to 18% of the credit allowed under the I.R.C. would not 
apply to the special investment credit created in the Bill.

Section 3: Section 3 amends AS 43.20.036 by adding subsection (j). The new
subsection would provide that the amount of investment credit



allowed on qualified investment put into use south of the Arctic 
Circle for gas processing facilities is equal to the full amount 
of the credit under the I.R.C. Whereas the current investment 
credit is limited to the first $20,000,000 of qualified invest­
ment put into use in the State for each taxable year, this sec­
tion would remove that limitation. The section also defines what 
constitutes gas processing facilities.

Section 4: Section 4 is similar to section 3 but applies to corporations
putting into use investments south of the Arctic Circle for 
exploration, drilling of wells, development, or mining of the 
natural deposits listed in £613(b) of the Internal Revenue Code. 
The section again provides for the credit to equal 100% of the 
federal investment credit and removes the limitation of the 
credit being applicable to the first $20,000,000 of qualified 
investment put into use in the State.

Explanation of Changes frees Current law: AS 43.20.021(d) and AS
43.20.036(b) provide for an investment credit equal to 18% of the investment 
credit allowed as; to federal taxes under the Internal Revenue Code on the 
first $20,000,000 of qualified investment put into use in the State for each 
taxable year. For example, if a corporation had a qualified investment of 
$25,000,000 during tax year 1983, it would be allowed an investment tax credit 
on the first $20,000,000 of that investment. If the federal credit was 10% of 
the qualified investment, the federaL credit would be equal to $2,000,000 and 
the Alaska credit equal to 18% of that or $360,000. The corporation could 
then apply that credit to its tax liability for 1983 and reduce its tax 
payment to the State.

If the investment credit for the corporation is greater than the tax 
liability before the application of the credit, the corporation can carryback 
the excess credit to each of the 3 prior taxable years preceding the unused 
credit year and carryover the excess credit f  . each of the 15 years following 
the unused credit year. For example, if the .rporation above had a tax lia­
bility to the State of $180,000 for tax year 1983 before the application of
the credit, the credit would ' jmpletely eliminate the tax due to the State and 
leave $180,000 of credit to oe carried back or forward and applied to other 
years.

The Bill would remove the limitation that the credit would be liml ed to 
the first $20,000,000 of qualified investment put into use in the state for 
each taxable year. In addition, the amount of the credit would be equal to
the full amount of the credit allowed as to federal taxes under I.R.C. § 38.
Returning to the example above, the corporation making $25,000,000 of quali­
fied investment in the State in 1983 would be entitled to an investment credit 
of $2,500,000. Again, if the 1983 tax liability prior to the application of 
the credit was $180,000, the corporation would have $2,320,000 of unused 
credit to carry back and carry forward.

It is important to note that not all of the investment credit given to a 
corporation as a result of the Bill vould bo enjoyed on a dollar for dollar
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basis. Corporations enjoy a deduction for State taxes in computing their 
Federal income tax liability. With a tax rate of 46% on taxable income over 
$100,000, 46£ out of every dollar saved in Alaska taxes would go to the
Federal Treasury. Again using the example above, of the $180,000 credit en­
joyed by the taxpayer in 1983, 46% or $82,800 would be paid to the Internal 
Revenue Service.

The Bill would effectively increase the investment credit on the first 
$20,000,000 of qualified investment by more than 550%, from 18% of the Federal 
credit to 100%. It would also allow for the first time, an investment credit 
on qualified investment in any taxable year which exceeds the $20,000,000. 
The fiscal impact of the credit would not be limited to the year in which the 
investment was made, but may have an effect for 3 prior years and 15 subse­
quent years.

Fiscal Impacts Of Bill: The actual fiscal impacts of the Bill are indeter­
minable. The impacts are dependent on corporate decisions regarding business 
investments, the future profitability of raining and gas processing ventures in 
the State and the number of years in which the investment tax credit could be 
applied to reduce tax liabilities.

Legal Ramifications: There are several legal problems with the Bill, both
in its substance and in its drafting. In the area of substance, the Bill heis 
a geographic limitation, the new credit will only be available south of the 
Arctic Circle. There would be potential for an equal protection challenge by 
corporations operating North of the Arctic Circle. The rational basis stan­
dard would probably be the standard to be applied in such a challenge and some 
argument could be made in favor of the distinction for gas processing plants 
because of the findings in S 1  of the bill however, no findings or intent are 
supported for the limitation on the exploration, drilling of wells, develop­
ment and mining of minerals and other natural deposits. The State is cur­
rently involved in litigation with $2.3 billion at stake involving the taxa­
tion of oil producers and pipeline operators under AS 43.21. The plaintiff 
taxpayers challenged that tax on the basis of equal protection. To the extent 
that this Bill would endow a greater benefit on corporations operating south 
of the Arctic Circle a similar equal protection challenge could be expected 
from corporations otherwise qualifying for the credit but making investments 
north of the Arctic Circle.

There are drafting problems in the Bill itself. In S§ 3 and 4 the limi­
tations imposed under AS 43.20.036(b) are deemed not to apply to the new cre­
dits. AS 43.20.036(b) contains two limitations: (1) that the investment
credit is only available to the first $20,000,000 of qualified investment; and
(2) that the qualified investment must be rut into use in the State. The Bill 
should be amended and the applicable sentences changed to read:

The amount of credit allowed under this subsection shall be subject 
to the limitations imposed by (b) of this section except that the 
amount of qualified investment will not be limited to the first 
$20 , 000 , 000 .
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The Bill incorporates provisions of the Internal Revenue Code by 
Reference and sometimes problems arise where the Code changes with resulting 
impacts in Alaska law. For example, the natural deposits for which a cor­
poration must explore, drill, develop or mine are listed in § 613(b) of the 
Internal Revenue Code. That subsection has been amended several times since 
its first enactment and will probably be subject to further amendments. The 
Drafter has cited P.L. 89-809 and P.L. 88-571 as parallel authority, however, 
those Public Laws merely amended § 613(b) rather than listed the deposits 
currently in § 613(b). The better alternative would be to list those specific 
deposits which the Bill would encourage the development of through the special 
investment tax credit.

OTHER CONSIDERATIONS AND ALTERNATIVES TO THE BILL

Mining operations in Alaska are subject to three non-federal taxes, the 
Alaska Corporation Net Income Tax (AS 43.20), the hlaska Mining License Tax 
(AS 43.65) and local property taxes. A study by the Department of Commerce 
and Economic Development compared the mineral tax structure in Alaska with 
eleven other states. The conclusions were positive: 1) Alaska’s tax struc­
ture is average compared with the eleven other states in the study and pro­
vides a relatively attractive tax environment for mining; 2) Alaska's pro­
gressive tax structure is based on net proceeds, superior to gross-proceeds 
types of taxes because tax rates go down as production declines.

In February, 1983, the Resource Development Council, Inc., along with 
the Office of Minerals Development, Alaska Department of Commerce & Economic 
Development, sponsored the International Conference on Coal, Minerals and 
Petroleum. In carl Portman's "Executive summary" for the proceedings of the
conference, after recognizing that Alaska' mining activity was at an all time
high, noted three obstacles to development of mineral deposits. The major 
obstacle to development of mineral deposits is the lact of transportation 
infrastructure. Another problem was that land allocations by the Federal 
government withdrew much of the State's high potential mineral land and
restricted access to other State areas. Taxes were also mentioned, but the 
problems with taxes arose not out of the present tax structure, which was 
found to be reasonable, but out of the fear that mining taxes would be
increased as the mining industry becomes increasingly productive.

Two out of the three concerns mentioned above are in the jurisdiction of 
the Alaska legislature, transportation infrastructure and taxation. Improving 
the transportation infrastructure in the state through the development of more 
and better roads, access to the railroad, marine shipping facilities and air­
ports would benefit and encourage the industry with no leakage to the Federal 
Government such as that created by State tax credits. Improved transportation 
infrastructure also benefits the non-mining sectors because the high costs of 
transportation in the State are borne by every Alaskan who buys anything from 
bubble gum to bulldozers.

There are no current problems with taxation other than the fear that the 
structure might change with the success of mining operations. The non-petro­
leum mineral developers have not been blind to the fact that the severance tax
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