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BY THE LABOR AND
IN THE HOUSE COMMERCE COMMITTEE

CS FOR SPONSOR SUBSTITUTE FOR HOUSE PILL NO. 258 (fcftC)
Res® wrc-«»s
IN THE LEGISLATURE OF THE STATE OF ALASKA
THIRTEENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act establishing a special investment tax credit;
and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. LEGISLATIVE FINDINGS AND INTENT. The legislature finds
and declares that
(€8] there exist areas of the state sUM- ifc.t > in
which the factors of established population centers, established infra-
structure, access to ice-free ports, and substantial uncommitted reserves
of natural gas combine to provide an optimum Dbasis for gas processing
development for an export market;

(2) development of gas processing facilities in the areas will
minimize adverse population and environmental impacts on the other areas of
the state;

(3) development of gas processing facilities in the areas will
promote full and stable employment, promote the creation of export markets
for the natural energy resources of the state, and promote the long-term
development of other natural resources in the state;

(4) it is in the statewide public 1interest, and 1is declared to
be a public purpose, to promote the prosperity and general welfare of all
citizens of the state by stimulating the development of gas processing
facilities in such areas;

(5) it is further in the statewide publicinterest, and is
declared to be a public purpose, to promote the exploration, drilling of

wells, development, and mining of minerals and other natural deposits

-1- CSSSHB 258 (L&C)
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(other than oil and gas) in the state, tc assist the state by diversifying
its economy, to make it less dependent on oil and gas, provide increased
employment opportunities and provide an in"- ntive for investment in the
state; and
(6) the establishment of a special investment tax credit is
necessary 1in order to promote and accomplish the objectives listed in (1) -
(5) of this section.
* Sec. 2. AS A3.20.021(d) 1is amended to read:
(d) Where a credit allowed under the Internal Revenue Code is
also allowed in computing Alaska income tax, it is limited to 18
percent for corporations of the amount of credit determined for fed-
eral 1income tax purposes which 1is attributable to Alaska. This limi-

tation shall not apply to the credits allowed by AS A3.20.036(]) and

*Sec. 3. AS A3.20.036 is amended by adding new subsections to re~d
(J) F=r purposes of calculating 1income tax pryabl : under this
chapter the taxpayer may apply as a credit against a tax liability
100 percent of the 1investment iredit allowed as to federal taxes
under Internal Revenue Code Section 38 (26 U.S.C. 38 P.L. 87-83A)
on the first $500,000,000 of qualified investment put 1into wuse
the state for each taxable year for gas processing facilities;
tor the purposes of this paragraph, "gas processing facilities™"
means plants and facilities for processing any product, other
than crude oil, of an oil or gas well, including but not limited
to liquefied natural gas, methanol and urea processing plants
and facilities, excluding any pipelines from oil and gas wells
to any plants and facilities. The amount of credit allowed
under this subsection shall not be subject to the limitations

imposed by (b) of this section, but any credit which 1is allowed



( under this subsection shall not also be allowed wunder (b) of

2 this section. No credit shall be allowed under this subsection

3 for any investment credit which 1is allowed as to federal taxes

N for leased property by reason of section 168(f)(8) P.L. 97-34

Nas) of the Internal Revenue Code (26 U.S.C. 168(f)(8) P.L. 97-34).
5 (k) For purposes of calculating income tax payable under this
6 chapter the taxpayer may apply as a credit against a tax liability 100
7 percent of the investment credit allowed as to federal taxes under
8 Internal Revenue Code Section 38 (26 U.S.C. 38 P.L. 87-834) on the
9 full amount of qualified investment put into use in the state for each
10 taxable year for exploration, drilling of  wells, development, or
11 mining of the natural deposits listed in Section 613(b) of the
12 Internal Revenue Code (26 U.S.C. 613(b))(P.L. 89-809 and P.L. 88-571);
13 for the purpose of this subsection, "mining" has the meaning given in
14 Section 613(c)(2) of the Internal Revenue Code (26 U.S.C. 613(c)(2)
15 P.L. 85-866). The amount of credit allowed wunder this subsection
16 shall not be subject to the limitations imposed by (b) of this
17 section, but any credit which is allowed under this subsection shall
18 not also be allowed under (b) of this section. Credit shall not be
19 allowed under this subsection for any investment credit which is
20 allowed as to federal taxes for.leased property by reason of Section
21 168(f)(8) of the Internal Revenue Code (26 U.S.C. 168(f)(8) P.L.
22 97-34).
23 * Sec. 4. This Act applies to tax years beginning after December 31,
24 1983.

25 *Sec. £* This Act is repealed December 31, 1993
*Sec. 6. This Act takes effect immediately in accordance with

AS. 01.10.070(c).
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STATE OF ALASKA
DEPARTMENT OF REVENUE

M EMORANDUWM

TO: R. D. Stevenson
Special Assistant

FROM: Robert R. Kessel
Director, Audit Division.§"

DATE : April 26, 1282

RE: "HB 866 am

The bill would substantially expand the InvestmentTax Credit
for certain corporations. However, the bill Tfallsshort of its

intended purpose to promote the development of farming, Ffish-
ing, timber and mining and,-in addition, 1is potentially very
expensive.

I am not aware"of anyestudy-which supports®the conclusion that
state income tax credits are a strong encouragement for invest-

ment in a particular st< :e. Most studies, in fact, reflect

that state income taxes nave a low importance ranking when
investment appraisalsrare made . In fact, supply of labor,
financing, marketability, supply of raw materials,etc., are of

the most relevancy.

Experience has shown that when a social or economic problem

arises, often the first - and not carefully considered - answer
is to use the tax system, whether the proposal comes Tfrom
government or the private sector. However, tax credits seldom
solve the social or economic problem. In fact, tax -credits are
useful only to those who have 1income taxes to pay (profitable)
and who can therefore make use of the credi ts. Hose who don’t
pay taxes- those with sufficient or no tax liability - thus
receive no assistance from the tax credit program. If a tax
credit were to cover these groups - the ones who really need it-
- it must be refundable; i.e., paid by the state even 1in the

absence of tax liability, and a refundable credit realty
involves direct spending or subsidy.

It is questionable whether the Federal |Investment Tax Credit
has provided businesses the incentive to make investments and
whether <";he credit has provided an accelerator effect on the

economy as a whole. - -



R. D. Stevenson 2 April 26, 1982

Questions that have been asked at the Federal level 1include:

Does L:.e credit flowythrough-to stockholders 1in the
form of dividends ratHferH.ha"n® used for capital.‘expendi-

?
tures- 4. WV t

Has the credit been uslIS*™"for foreign investment rather
than domestic investment thus exporting more jobs \

overseas?" . N

H>S the investment, tax credit actually increased
investment in capital projects?

These very same questions must be asked i1if Alaska allows the
investment tax credit to the extent of.HB 866 am.

The extent of the investment tax credit in HB 866 am appears tol
be grossly misunderstood. The bill would al-low the same amount
of iInvestment tax cred.it as ..is allowed on the Federal return.
This is in spite of the tremendously large differentials in tax
liabilities at the two levels. For.example, if a taxpayer
invested $5,000,000-in qualified investment property with the
resulting investment credit of $500,000 (10%), the Alaskq
taxable income needed to absorb that amount would be about

$5,400,000. In other words, not a cent of Alaska 1income tax
would be paid if the corporation had a .taxable income of
$5,400,000. Conversely, the Federal tax liability on that
amount,, even with the investment tax credit, would be about

$2,000,000

IfT a corporation invested $50,000,000 in qualified property,
the Alaska taxable income needed to absorb the iInvestment tax
credit would be in excess of $50,000,000 whereas the Federal
tax Uliability on the $50,000,000 would be about $18,000,000.

Since only profitable companies could utilize the 1investment
tax credit, the reduction iIn Alaska State Income Taxes result-
ing from HB 866 am would increase Federal taxable 1income by a
like amount. In essence, up to 46% of what 1is saved at the
State level would simply be transferred to the Federal Govern-
ment in the form of a higher Federal 1income tax liability.

In addition, Alaska already"has an investment tax credit for
all .industies but limited to 18% of the Federal Tax Credit and
a further“limitation of $20,u00, 000 for qualified property
eligible for the credit. The 18% directs itself to the fact
that the _.tax rates are so different; 1i.e., maximum State rate -
9.4%, maximum Federal rate - 46%.



R. D. Stevenson . April 26, 1982

There are more qualified farrae-rb than there is farmland avail-
able. The additional 1investment-tax credit would give.the
existing Ffarmers additionar ™.ak” 5"ehefits but would do little to
expand ownership to a new ibfiux bf,;.:farmers.

Most timber related companies al"ready have more tax credits and
carry-over losses than they can utilize. It is markets that
are needed. .— * He

For fisheries, all except bottom Tfishing 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. n

Mining, 1in general, 1is a highly capital intensive industry.
The expanded investment tax credit would serve the purpose o
providing almost permanent assurance that no “tax would be du
because of the Tfifteen year parry-over provision available f
the investment tax credit.

Finally, the expanded credit, could be very costly particularly
in one 1instance. If U. S. Borax develops its Ketchikan Mo"lyb-
denum mine to the extent publicly indicated, the investment tax
credit to that corporation could be as high as $100,000,000
(based on investment cost of $1 billion). Wi th the Ffifteen
year carry-over provision for the investment tax credit, the
investment tax credit of $100,000,000 could equate to the
following revenue loss to Alaska (assuming U. S. Borax had
sufficient taxable 1income to absorb):

Investment Credit applied against tax
liability - per current law

$1,000, 000,000
X 10% Investment Credit amount
X 18% currently allowed for Alaska
corporations $ 18,000,000

Investment Credit applied against tax

liability per this bill -
e $1 000,000.,000
ix 10% TorY V:®100,000,000
ee  §¥ | &
Net.Loss 1iIn Revenue $ 82.000.000
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The above assumes that the entire $1 billion would be eligible
for the 1investment tax credit,..-:-The. portion actually available

could vary from 65-100%.

Borax activity will not impa“c-t£t "heimmediate future Tiscally
since production from the KeTcKik.arvmine 1is not anticipated

until the la\e 1980°"s. rn

eThe bill also creates a carry-back problem The investment tax
credit can be carried back and would affect prior year taxes.
Therefore, 1iIn essence, this bill provides for the potential of
a refund of"past years, taxes. This potentially creates a con-
stitutional question.

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

"(K) No Credit shall be allowed under ((.) of this
section for any investment credit which 1is allowed as
to federal taxes foi leased property by reason of
Section 168(F)(8) of the Internal Revenue Code (26
. U.s.c.. LGS(F)(S))r"_/ . me .
One consequence of the Accelerated 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 disadvantage 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 characterizing transactions as leases rather than as

sale. A lease transaction permits the lessee-user of property
to transfer tax benefits to a lessor-investor, a sale trans-
action does not. IT a lessee-user 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 transferability and its pro-
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 1law hs “changed

and provides fTor the ease in transferability of the tax benefits
from lessee to lessor..

Section 2(K) of HB 866 am provides for an unworkable administra-
tive process TfTor the Department of Revenue. The Department
does not have the staffing to determine il the pre-ERTA Federal



R. D. Stevenson

lease arrangement to be con-

law provision .would have caused.a
would

sidered a sale. The taxpayer..”as under pre-ERTA,
obviously class certain tra/ns”acti.ons as a lease rather.t.ian a

sale and await our challengqg.-~v"ajs' they previously® did with the
..decrease in the fiscal note

Federal Government. There for&v” no .
wrulo.be impos-

developed for HB 866 is foresef”and, if any,
sible to determine.

<RRK/gb



Speaker of the House of Representatives St i

Juneau. Alaska WSII
Offict.il Business (H7) 415-3720

fiIB ..
SPECIAL INVESTMENT TAX CREDIT LEGISLATION

As projections of declining revenue loom in Alaska“s
near future, we must begin to diversify our economy so that
both state government and local economies are not so heavily
dependent on oil derived revenues. | have 1introduced
legislation which would accomplish this goal by establishing
a special investment tax credit. Such a credit would apply
for investments to develop gas processing facilities South of
the Arctic Circle and to investments for exploration,
development and mining of minerals other than oil and gas
throughout Alaska. A major priority of both myself and the
House Majority 1is diversification of our economy. 1| believe
enactment of this legislation would go a long way towards
achieving that goal.

Currently state law limits the amount of investment tax
credit (ITC) which is allowed to corporations 1in computing
their Alaska income taxes to 181 of the amount of investment
tax credit which is allowed for federal income tax purposes.
So while the Federal ITC is 109., the Alaska investment tax
credit is only 1.8?,. Current law also limits the ITC which 1is
allowed in computing Alaska 1income taxes to the first $20
million of qualified investment put into use in the state for

each taxable year. That limitation would be removed by this

The Alaska tax credit would only apply to investments
which also qualify for the federal credit. This is primarily
personal p: orty such as trucks, machinery and manufacturing

equipment.



1J. t include roads, build-ngs, mine sites and such

thi. isibility studies. Using the $1 billion Quartz
Hill jject for example, a very limited amount of that
develop.-..-- would qualify for the tax credit. But enough of

an incentive would be created to attract industry to Alaska
that currently 1is lacking.

The promotion of exploration, development and mining of
minerals and other natural deposits in the state will
encourage development of Alaska®"s non oil and gas mineral
resources. This legislation would also accelerate the
diversification of the state"s economy and employment base.

One new addition to this legislation, not included 1in
the version which passed the House last session, 1is inclusion
of gas processing facilities. South of the Arctic-Circle.
There are areas in Alaska where established infrastructure,
access to ice free ports and substantial amounts of
uncommitted reserves of natural gas combine to provide great
potentxd.- for gas processing development and export activicv.
The development of these gas processing facilities will
promote full and stable employment and minimize adverse
population and environmental impacts.

I expect the impact on state revenues upon enactment of
this legislation would be minimal. While initially there
would be be a slight loss of revenue, the long range goal to
promote investment and development would ./.crease non
petroleum related revenue in future years. The investment tax
credit is a temporary tax reduction directly tied to
profitable investment that will produce 1increased revenues 1in
the future Additionally, 1investments 1in targeted industries
may substantially expand local governments sales and property
tax bases. |If the Prudhoe bay curve 1is accurate, and oil
revenues begin to decline in the late 1980"s, it is o
responsibility to plan to offset that decline. I am
confident it will have the support of the administration,

which has stated a desire to reach this goal as well.



26 §613 INCOMB TAXI'S

exceed 50 percent of Uic taxpayer’ll taxable income from the property
(computed without allowance for depletion). For purposes of the
preceding sentence, the allowable deductions taken into account with
respect to expenses of mining in computing the taxable income from
the property shall be decreased by an amount equal to so much of
any gain which (12 is treated under section 12*15 (relating to gain
from disposition ot certain depreciable property) as gain from the
sale or exchan_%e of property which is neither a capital asset nor
property described in section 1231, and (2) is properly allocable to
the property. In no case shall the allowance for depletion under sec-
tion Gil be less than it would be if computed without reference to

this section.

(b) ~ Percentage depletion rates.—The mines, wells, and other
natural deposits, and the percentages, referred to in subsection (a) ,

are as follows: -
(1) 2%z percent—oil ind gas wells,
(2) 22 percent—
(A) sulfur and uranium; and

(B) if from deposits in the United Stales—anorthosile
clay, lalerit’, and nephelito syenite (to the extent that

alimina and aluminum compounds are extracted therefrom),”’

asbestos, bauxite, celcstite, chromite, corundum, fluorspar,-

raphite, ilmenite, kyanitc, mica, olivine, quartz crystals;
%radlo grade), rutile, block steatite talc, and zircon, andt*
ores of the foIIowm? metals: antimony, beryllium, bismuth,"],

umbium, lead, lithtum, man(l;anese, mer-y
_ l, platin _ s, tantalum,**
thorium, tin, titanium, tungsten, vanadium, and zinc. i

(s) 15 percent— kke
(A) metal mines (if paragraph (2) (B) does not apply),}

cadmium, cobalt, co _
cury, nickel, platinum and platinum group meta

rock asphalt, and vermiculitc; and

(B) 1f neither paragraph (2) (B), (G) or (G) (B) applies,&

ball clay, bentonite, china clay, sagger clay, and clay used

or sold” for use for purposes” dependent on its refractory™;'

roperlics. :
(48 10 percent—asbestos (if Faragraph (2) ﬁB) docs not ap:k?’/a

ply), brucito, coal, lignite, perlite, sodiun. chloride, and wrol

lastonite, ViL*
(s) VI2 percent—clay and shale used or cold lor use In th*";
manufacture of sewer pipe or brick, and clay, shale, mid flUkjf.

used or sold for use as sintered or burned lightweight

gates. yMt

(G) Gper cent—

A gravel, peat, pumice, sand, scoria, shale (cxcepif
shale desc_r|||bed in paragraph (5)), and stone, (except atom,
i, V.

*

L <l vy ,

. 1 NATURAL HMKSOL1UCBS- DBIWCTIONS 26 §613

(I) clay used, or sold for use, in the manufacture of
ﬂg%nagﬁdand roofing tile, flower pots, anil kindred prod-

C{? if fmm. ring wells—bromine, calcium chloride, and
magnesium chloride.

(7) 15 percent—all other minerals (including, hut not limited
to. aplilc, barite, borax, calcium carbonates, diatomaceous earth,
dolomite, feldspar, fullers earth, garnet, gilsor.itc, granite, lime-
stone, magnesite, magncsiim carbonates, marble, mollusk shells
(including clam shells and oyster shells), phosphate rock,
potash, quartzite, slate, soapstone, stone (used or sold for
use by the mine owner or operator as dimension stone or orna-
mental stone), thenrrdite, tripoli, trona, and (if paragraph (2)
(B) does not apply) bauxite, flake graphite, fluorspar, lepidolitc,
mica, spodumcenc, and talc, including pyrophyllite), except that,
unless sold on bid in direct competition with a bona fide hid to
sell @ mineral listed in paragraph ﬁ3), the percentage shall he
5 percent for any such other mineral (other than slate to which
paragraph (G) applies) when used, or sold for use, by the
mine owner or operator as nP rap, ballast, road material,
rubble, concrete aggregates, or for similar purposes. For pur-
Pnocsleusdgf this paragraph, the term "all other minerals" does not

(A) soil, sod, dirt, turf, water, or mosses; or

&B[)' Eninerals from sea water, the n’r, or similar inex-
haustible sources.

thigc)sectigr?ﬂnition of gross income from property.—For purposes of

(1) Gross income from the property.—The term “gross income
from_the property” means, in the case of a property other than
an oil or gas well} the gross income from mining.

(2) Minin%h.—The term "mining" includes not merely the ex-
traction of the ores or minerals from the ground hut also the
treatment processes considered as minii ; described in para-
ghraph (4) (and the treatment processes necessary or incidental
thereto), and so much of the transportation of ores or minerals
f(whether or not by common carrlerg)_from the point of extraction
rom the ground fo the plants or mills in which such treatment
Frocesses arc applied thereto rs is not in excess of GO miles un-
ess the Secretary or his de-,*gate finds that the physical and
other requirements are such that the ore nr mineral must he
transported a greater distance to such plants or mills.

(3)  Extraction of Ihe ores or minerals from the ground.—The
term "extraction of the ores or minerals from the ground" in-
cludes the extraction by mine owners or operators of ores or mill-
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Cook Inlet Region, Inc. supports passage of the attached investment tax credit
legislation because we believe:

First, that the bill will encourage critical additional investments into the
State of Alaska's mining industries. By encouraging investment in this
presently marginal industry through a temporary tax decrease the State is
encouraging the private sector to accelerate the diversification of the
State's economy and employment base.

Second, we believe passage of this bill sends a clear policy signal that the
State is interested in participating and encouraging the mining industry by
rewording successful capital investment in the State,

Some of the most common questions asked regarding an investment tax credit in
the State are answered as follows:

WHO QUALIFIES FOR THE_TAX CREDIT?

All - corporations paying Alaska corporate income taxes to the State could utilize
the special tax credit to theextent they invest in qualified investment tax
property in the mining industry.

WHAT IS "QUALIFIED IINVESTMENT TAX PROPERTY?"

Qualified investment tax property is primarily tangible personal propertv, i.e.,
trucks, manufacturing equipment, etc. It does not include roads, buildings,
mine sites, feasibility studies, overhead, etc. In a development project the
amount of qualifying property will only be a part of tne total investment in the
project.



HOW IS THE INVESTMENT TAX CREDIT COMPUTED?

First, the amount of the actual investment in qualifying property by a
corporation is determined. Then the property is grouped by useful lives and
the following percentages are multiplied times the property basis:

0 to3 Years -0-

3 to5 Years -1/3-
5 toV Years -213-
Excess of 7 Years Al -

The result is then multiplied by 108 to determine the tax credit.

For example, if a $10,000 truck having a 6-yearuseful life was purchased and
used in a mining project, $6,667 of the basis would nualify and the amount of
the credit would be $667. The $667 «ould then be used to reduce the corporate
income tax due on the company's profits.

WHAT IMPACT WOULD THIS BILLHAVE ON PROJECTIONS OF STATE
REVENUES?

The bill  shouldhave a very minimal impact on current projections of State
revenues. At present, only minimal amounts are being invested in the mining
industry by taxpaying corporations. If the passage of this bill succeeds in its
intended  purpo-e of increasing the investment in these resources, the fiscal
impact on State revenues of the bill should be positive rather than negative.
Additionally, investments in the mining industry could substantially expand local
governments' sales and property tax bases.

WON'T THE STATE LOSE 587,000,000 ALONE ON_ THE U.S. BORAX
DEVELOPMENT?

Certainly not.  This erroneous calculation, which was raised concerning a
similar Dbill last year, was made by assuming all of U.S. Borax's proposed one
billion dollar investment would fully qualify for the tax credit. Obviously the
substantial portion of U.S. Borax's investment will be for non-qualifying
property such as roads, buildings, housing and the mine development itself.



Only a I!, itc-d amount will be expended on ‘“he actual mining equipment which
would qualify for the special investment tax credit.

ISN'T THIS BILL JUST ANOTHER SUBSIDY TO A SPECIAL INTEREST?

The investment tax credit is not a Suosidy but ratl a temporary tax
reduction directly tied to profitable investment. The impact of the bill is
beyond any special interest because of the broad impact it hopefully will have
on industries that are Statewide.

WHY IS CIRI SO INTERESTED IN THE. PASSAGE OF THIS BILL?

CIRI's 1'terest in passage of this bhill is directly related to the company's
experiences in attempting to develop its natural resource base including Beluga
coal, Seldovia chrome and other hardrock possibilities. When ANCSA passed in
1971 there was great optimism about releasing the "great wealth" held by the
Native lands to the Regional Corporations, the stockholders and indirectly to
the Statd economy. To date, to the best of our knowledge, there is not one
major subsurface estate development underway on Native lands. The primary
reasons for this are:

the delay in transfer of the lands. . .

the Iongi lead times necessary to locate and develop. mineral p operties.

the costly infrastructure required and the decline in metal prices.

the lack ‘of adequate capital by the Native Corporations for the tremendous
investments required, and therefore the need to locate and negotiate major
joint venture partners with the expertise and capital necessary.

LN —

This bill assists in overcoming some of the problems with attracting capital and
coi zincing joint venture partners of the positive State policy towards
development.

WON'T AN INVESTMENT DECISION BE MADE |RREGARPLESS OF A TAX
CREDIT?

This is an academic argument that has been debated for twenty years since
John F. Kennedy introduced the first investment tax credit ir 1961. Sine-: that



time the investment tax credit has been expanded and used on a Federal tax
basis to encourage investment in

Historical buildings rehabilitation
Business energy saving devices
Research facilities

Single purpose a%rlqulture structures
Pollution control facilities

Ol =~COoPPO—

Currently discussion is underway to extend the investment tax credit to
rehabilitation of the central business core of many of America's larger cities.
Based on the continued expansion of the tax credit, it is reasonable to conclude
that the investment tax credit is an effective tool to encourage additional
investment in targeted areas.



HOUSE LABOR AND COMMERCE COMMITTEE
TESTIMONY OF DAVE HEATWOLE
for
HOUSE BILL 258

April 5, 1983

My name is Dave Heatwole and 1 am here to representAlaska®s mining

industry. I am Chairman of the State Oversight Committee of the Alaska
Miners Association, representing some 1,600 miners from Jlarge and small
companies, and I have spent my entire professional career 1in the mining

industry.

I believe all of you <can agree with me that most Alaskans are very
concerned about broadening out state®"s weconomic base. Why are we so
dependent upon oil revenues? What are we going to do when the oil runs
out?, are questions frequently asked by Alaskan public forums I What 1
would 1like to do today is give you some 1idea what the future mining
industry could do for Alaska®s economy and tell you why House Bill 258 1is

important to stimulate mining activity 1in our state.

Historically mining has always been important to Alaska - The discovery
of gold at the turn of the century..led to Alaska"s first great economic
boom. Hard rock mining became active in the early 1900"s with the
development of the Kennecott and Alaska-Junoau mines. Mining was the
mainstay of Alaska®s economy until men and material restrictions of the
second world war forced the <closure of Alaska mines. After the war
placer gold mining revived and is a significant part of Alaska"s current
economy. During 1982, the placer mining employed approximately 3,000
Alaskans and contributed approximately $250 million to the state’'s

economy.



In the late 1960"s - early 70"s, a few major mining companies returned to
Alaska to begin mineral exploration programs. These <companies returned
to Alaska to begin mineral exploration programs, because foreign
expropriations and pending domestic mineral shortages-maae domestic
mineral investments much more attractive. Alaska offered the United
State"s last great unexplored frontier. This recent mineral exploration
activity has produced a few major mineral discoveries which have

announced plans to be in production before 1990:

0 The Red Dog Deposits in Delong Mts., North of Kotzebue

0 Green®"s Creek Deposit on Admiralty Island

0 The Quartz Hill Deposit, near Ketchikan

The development of these deposits and other known occurrences could

create a substantial addition to Alaska®s economy - mining, unlike oil,
is a very labor intensive business. A majority of the new wealth created
would stay 1in the state in the form of wages and goods purchased. John
Wiitney, a noted mineral economist, in 1979 predicted that the

development of the deposits of NW Alaska, Red Dog and Ambler, would
create over 1,000 new jobs in Alaska and produce annual gross sales on
the order of $570 million (1979 dollars). The Alaska Miners Association
published a report Jlast July which predicted, that given the proper
combination of world metal prices, Alaska investment climate and
infrastructure development, Alaska®s major mining industry, could by the
year 2000 provide 6,000 new Jjobs and add an estimated 3.0 billion to

Alaska®"s economy.



I believe these studies indicate that mining has the potential to
significantly impact Alaska"s future economy.
The development of major mining, depends on two factors which involve
state government.

1. Availability of infrastructure.

2. A stable investment climate
I am not going to discuss infrastructure today, suffice to say it is of
equal 1importance to investment climate.
In order to be developed, Alaskan mineral deposits are going to have to
compete on a world-wide basis. Metals produced in Alaska are going to be
sold at the same price as those produced in Western U.S., South America,
or South Africa. To be competitive, Alaska®"s costs of productio.. must be
comparable. Fortunately, nature has given Alaska some high grade
deposits, which will help kr.ep them competitive, but Alaskan costs are
high.
By allowing 1investors to recoup their risk capital quicker the 1investment
tax credits proposed in House Bill 258 .will help keep the costs of
Alaskan mineral development competitive. But more 1importantly, enactment
of House Bill 258 will send a strong signal to outside investors that the
State of Alaska is serious about developing its mineral industry by
providing incentives for investment.

As stated 1in the attached letter to Speaker Hayes, House Bill 258 should

be considered an 1income producing bill. The immediate cost of enactment
is very small, but potential impact on the Alaska®s future economy Iis
quite substantial. For a diversified economy 1in Alaska, | wurge you to

pass this bill.



ALASKA MINERS ASSOCIATION, INC.

509 W. Third Ave., Suite 17, Anchorage, Alaska 99501 (907) 276-0347

April 1, 1983

Representative Joe L. Hayes
Speaker of the House

Alaska State Legislature
Pouch V

Juneau, Alaska 99811

Dear Representative Hayes:

The Statewide Board of Directors of the Alaska Miners Associa-—
tion unanimously passed the attached resolution urging enact—
ment of HB-258. The Alaska Miners Association represents
approximately 1600 miners®"located throughout Alaska.

The Alaska Miners Tissociation believes that the investment tax
credits proposed in HB-258 will broaden Alaska®s economic base.
The people of Alaska are concerned about our state"s dependence
upon oil revenues and diversification of our state®s economy 1is
very important for the long term economic health in Alaska.

Many members of the legislature may be hesitant to consider a
tax credit bill in the face of declining oil revenues. However
HB-258 is an 1income®" - producing bill. It will send a strong
signal to 1investors that Alaska is seriously attempting to
attract mineral development and increase exploration and mining
activity. The economic benefits accruing to the state will far
outweigh the revenues lostby the tax credit.

The initial reduction inrevenues by mineral 1investment would
be small, less than ten million dollars annually. The tax
credits will make Alaskan mineral investments more competitive
on a wrrld wide basis and lead to the establishment of a long
term healthy mining 1industry.

We are asking for your help to obtain passage of this bill ~nd
make an investment in Alaska®s long term economic future.

Sincerely yours,

Paul S. GTavinovTc
President

PSG/vd
Attachment



ALASKA MINERS ASSOCIATION, INC

509 W. Third Ave., Suite 17, Anchorage, Alaska 99501 (907) 276-0347

RESOLUTION - HOUSE BILL 258

Whereas the Alaska Miner's Association desires to foster the development of
Alaska's mineral resources and,
Whereas the people of Alaska desire to broaden the economic hasis of our state and,
Whereas the Investment Tax Credits proposed in HB-258 would ﬁrowde financial
incentives for the development of minerals in Alaska and indicate the strong support
of th- rtate of Alaska for a mining industry.

The Board of Directors herebtyh resolves 10 ur?e the Governor of Alaska, the

e

Speaker of the Alaska State House President of the Alaska State Senate and the
ﬁ%mzrspsersons of House and Senate Resources Committee for expeditious passage of

Approved
Fairbanks, Alaska
March 29, 1983



BETTYE FAHRENKAMP, Chairman
ROBERT H. ZIEGLER, SR., Vice Chairman

DICK ELIASON

PAUL FISCHER

VIC FISCHER

BOB MULCAHY

ARLISS STURGULEW SKI

Alaska State

Senate

Committee on B.eSoui'ce

MEMO

To: Resources Committee Members
From: Resources Committee Staff
Date: May 12, 1983

Subject: 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 smal! 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)

POUCH V

STATE CAPITAL
JUNEAU, ALASKA 99B11
(907) 465-3834 -

(907) 465-3835
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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 of Economic Advisers-under
President John F. Kennedy, is thinking
back specifically to the early 1960s,
when he and a task force of 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 of 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 of 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 of TcchnoWgy. whom Heller calls
“the real father of the investment tax
credit," Professor Richard Musgrave of
Harvard and economist Joseph Pech-
man of the Brookings Institution.

Economic Problems

The alternatives available to this
high-powered team of experts were
somewhat limited by the condition of
the economy. The ciTccLs of 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 Il. 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” In tha nation's! lax atruclura
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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 of spurring new capital spending:
the 1% investment tax credit. For every
Sl million a businessman invested in
new plant and equipment, he would get
a lax credit of S70.000. This idea was
quickly supported by both the Treasury,
then headed by Republican C. Douglas
Dillon, and the Council of 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: “I1f | give up
a billion dollars in tax revenue, what
will it buy for me?”

o\h )
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For a while, that blunt question
stumped the economists, who had been
thinking of 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 Opposition

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 of 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
of it as a llcxible countercyclical device.”

At any rate, despite all the objections,
the Administration rallied enough sup-
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port so that the credit finally became law
as part of the Revenue Act of 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 turn. 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 of 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 isjust what it is now. by law.
at an increased rale of 10%. Today, says
Heller, the credit, which had such a hard
time winning acceptance originally, is
“absolutely firmly imbedded" ir, the tax
structure of the land. 2*81
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TAXES

*

NObig bresks fersmall businessBhte  suts

Some key Parts of the new tax law will
deliver @ lot leas than was or|?|nally
expected to one sizable group of busi-
nesses. Small-buRinesa “ownere, now
c_hec_kmq tho tine print of the law, are
f|nd|_n?_ hat the r "V and simplified de-
preciation schedules will do iittle for
many of them and that the reductions in
corporate tax rates on incomes of less
than, $100.000 will amount to no more
than a week's rent for a typical down-
town store or small service business.
“You have nenriy 14 million business-
es grossing under’s2_million each, and
they employ about 58% of the work
force,” SaKB Herbert Liebenson, presi-
dent of.the National Small Business
Assn. "They produce 43% of the gross
national product—but they got only25%
to 33% of the total busiriess tax cut. A
lot of our People supported this law
without reaIK understanding it" Lieb-
enson feela that "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
capifal-intensive, especially in retail,
Service, anc construction aras.
“William  Barth, Bmnll-buainoss s[)e-
cialist_ at Arthur Andersen A Co., the
Big Sight accountants, exglalns how a
small-businesH owner can become frus-
trated "when he in confronted with the
numbers.” He citca tho example of a
small comPany that 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 rata IS changing
to 16%, the tax savmﬁ from tho addi-
tional depreciation will bo only $544."
Further, if the company borrowed tho
$10.000 to buy the equipment, it will
probab!)/ bo paying at leant 20% 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. . _
Ho motivation. “A tax deduction TnOans
much more to a larger company that can
save up to 46t on tho dolldr,"Barth
notes. "Tho 16* saving simply Isnt
enough to motivate a “smull-buniness
owner to buy new equipment.” Several
small-bus.ness organizations, Barth
adds, ;uid»*d por a $25,000-a-year equip-
m*n’ ,.Mto-oir nhi, vance, tiut Con?ress
cu. this bark to SMKW through 1383,
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scaling it op to $7,500 in 1984-85 and vo
$10,000 thereafter. Had the larger allow-
ance survived, Barth naxs, it would
have materially heIFed 90% cf all omall
businesses.” He notes that "paper-thin
tax cuts save a omall huniiiess cnly tho
difference be} een $27,000 and $26,500
on $100,000 I/( laxabie income,"

By their nature, many small business-
es will gain no direct benefit at all from
the new depreciation jchedulcs, which
aro clearly aimed at rewarde compa-
nies that invest heavily in capital goods.
For example, there is"no change in tho

Mow the new
shortens depreciation

Inveitmont

OIfico DUHAINGS..ovorvrvrvrrrserss v
Qil rsflning and distribution equipment......
T O T SO
Ro'cll stores nnd shopping centom ...
Metals mfg. plant and equipment (composite)’ ...
Apaifmont bUildino0 .....v.vcevvesvsrsessnnnn
Olfico turnlturo nnd fIXtUTES.rrrrrrree
Chomlcal mfg. plant and oquipmont (composite)” ..

encourage -pecial equipment-leasing-
deals. These rules, .in effect, permit"a
company to rent capital assets instead of
buying them while at the same time
ga|n|n? at leant part cf the tax_benefits
normally accruing to buyers. The law
shifts the normal tax advantage of buy-
ing to the lessor with the hope that the
lessor, in turn, will agree to lower rental
ayments from tho ténant or lessee.
trctor bargain#. But what 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

Electric machlInoiy mlg. plant and oquipmont

(COMPOSIEO) ¥ cve v s
Land improvements: roads, docks, ele......
Motor vohiclo mfg. equipment....enn.
Autos and light truCKS e
Information nnd data SVRtNM S.ervesnenn

‘Cuimio

iax Jaw
Jives
reduction in
Old la* w law wlls-ott limn
23r* Pereont
..................... 41 i5
.................... 13 5
.................... 3T e 15 i 59
................... 30 15 53
12700057 55
.................... 32 15,
..................... a5
9 s 5.7 e 37
.................... a0 58 i 27
.................. 20 s ®5 i 20
.................... (O - O |
.................... 3 3
.................... R
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three-year write-off period applied to
autos and light trucks—usually ver?/ hn-
[>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 ||s.[\\vb_|)|oaa!e_rs]
at all." Manor explains_that his connin-
ny’s investment i i imiiiiiy in inventories
and accounts receivable, which total
more than $ million. His company has
only 39rt0,0|lﬁ') invented in plant” and
equipment. “This sort of relationship in
truu'in most wholesale lIneH," he adds,

Because the added writc-olf benefits
depend on n company’s making an in-
vestment, they are of no help to husi-
nmoa that lack the funds torbuy now
E}Iant and equipment. To overcomd this,
he new law includes rules intended to

Waterhouse & Co., points out that tho
now law also contains a provision that is
likely to make lessors more, rather than
less, demanding. Thn old tar. law provid-

.¢d that tho residual, or trado-in, value nf

leased property would revert to tho
lessor; thu now law leaves this oFen to
negotiation, nnd thus lessors could lose
In-advantage, prompting thorn to drive
harder bar?_ams. _

A more Tiberal loas-earryover rule in-
tended to Jd 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 15years (up
from 7 years in the old tax law). Nad of
Price. Watorhouso questions “whether
this is realistic. "If ‘a company needs
that long to cure_its losses,” Ne aeks,
\ow codld 1t survive?” «
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AND RECOMMENDATIONS

State tax policy is in disarray: stales compete for footloose firms by
offerlng expensive lax holidays; households arc in revolt against risin
Proper.- lax burdens; cities demand slate aid for social services; an
he federal government mandates costly programs that must be paid
for with stafe funds. 1ly-passed hy the federal grant programs spawned
bg/ the rccpnt recessior, State officials have been tragged In a reactive
role and have been left out of the urban policy depate. 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 Fe[spectlve, analyzing not only business taxes, buf also
the stale/local fiscul structure ‘and “personal taxes, since these issues
also Influence the loca wttern ?f eveIoPment. The papir's conclu-
sions, summarized below, should help local policy makers In the
difficult tasks that confront them.

WHAT SHOULD A Taxes urc only one _factoramonﬁ many—

STATE ECONOMIC nnd a relatively minor one—that affect
DEVELOPMENT stat%economlcdevelo ment. T|ic qualit
STRATEGY of the local labor force, transportatio
LOOK LIKE? facilities, energy prices, and population

qrowth nil contribute to shaping local
development. In tael, population , owth may be the singlé most
impoitant factor. Households arc not only drawn hy local l|ob open-
Ings ‘it also hy mm attractive residential and recréational environ-
mént. This implies that:

An ccinontie development strategy must aim at unmetinn skilled
worker 1 as well as factories. Concentratlng on. Industrial parks and
husing is tax Incentives at theexpense ofresidentialamenities willmeet
with "ntlv limited success.

. As the dhsluhutlou til jobs ami People chl’a\%e in wspoug?_to lech-
lie logical ¢ anPe_ and other market forces, as Well as to public sector
policies, underlying market conditions chan?e. Wages nnd land prices
me diivon up ‘in gnnvIli mens, while costs lull n 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 émploymerit. The lesson is that:

comparative advantage, and not aftempt to wind the clock back. For
the Northeast, amifor many urban areas, manufacturing can no
longer be the main engine ofgrowth.

. Most local employment gfrow,th_occurs through the birth of new
firms and the expansion of existing, small companies. Very little
growth (or decllnfgl restélts from the nmlgratlcfn SO_r ouéml_%ratlon}
f firms. Taxes play oidy a minor role in"the location deciSions o
migrating companies. Therefore:

An economic in-.flopment strategy must focus on the oveall
economic climate, ami not waste resources on special incentivesfor
afewfavoredfirms. 1t must encompass a broad range ofpolicies, In-
cIudl_n_? Irammﬁ grograms, Infrastructure developnient, and capital
mobility as well as a balanced lax structure.

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

WHAT GUIDELINES The primary purpose of taxes is to raise

An econgmic development strate([;y must recognize changing local
b

SHOULD A STATE  revenues tg’ pay for local Services. This
EMPLOY TO must he achieved with as little disryption
IMPi. JVE ITS as possible to busmfsses nnd households
TA)i STRUCTURE? &S fal[)lly sis amsilile, and nt the lowest
possibfe illustrative cost, The follow-

ing quidelines should help in the formulation of local fiscal policy.

Efficienc

n glf]e 0\¥erall burden of taxes should reflect the local preference for
ublic services. . .

EI Iie Tax stiuclurc should not encourage undesirable reactions by
taxpayers, such as business ot household” relocation.

liiiyll .
I-rl] Ir% ?reater a taxpayer's resources, the greater his tax payments
snouta Ire. . .~ . . -

N Tusp.1ycis with similar lesouices should incur similar tax hardens,

4 all other things being erpinl.

mThe tax burden for taxpayers with similar resources should be
r'-'ricd to the value of public’services received.

V.lmstruth/c Cost
flic tax should be simple to collect and to enforce.

The lax revenue should be Bvredlctab_le. .
4 The tax revenue should grow over time as the demand for public
SErvices grows. , .

m | ire tax revenue should be cyclically stabilizing.

These. guidelines, cannot. be rlgld!\y enforced, since they ar¢ noé
necessarily compatible. An increase inefficiency may only bé achieve
at a loss oferpijty, for example, lint the guidelines doallow these tradc-
olfs to be made ex[r)‘hcnl,% as fiscal policy Is debated.

There are also constraints on the extent'to which state policy makers
can pursue these ?oals. First, theg_ 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 hond ratings. And finally, they art
limited by the fad that there isa great deal that is not kriown about

h|% ¥s for specific taxes and how taxes affect business und house-
0 avior.

e
WHAT SHOULD The allocation of respons|blllt¥_for reve-

E r.te collection nnd service delivery be-
|, vee. stales and local governmentS has
s serlousIFv, straine t\])/ recent de-
TRUCTURE? . lopments, First, slate ?Zo fernments are

_ ~doing too Ii".ic t6 equalfze fiscal capacity

among their component jurisdicfions—a fact recognized inp number
COVGEGN T e gt aUASErie LGty O (e
?e_ etaq lants that enar]e man hsgcaWtrou%(ieg c’|t|estgsurvwethe
Imd-l'J? Is iccession morc-%r-less mt%ct e I|keIP/to d[y Vg Stales wjll
le expected to step Into the gap. third, the properly [ax, the main
source of local ?ov,ernment revenue, has become the target of the tax-
payers’revolt. [t1sincreasingly difficult for high taxingjurisdictions to
ral]s% revenues. :
_ There are several steps that slates can lake to improve the state/ local
fiscal stMieluie:

m |'ncotuagc metropolitan-wide lav base .dialing. Uniting poor
central citieS with their relatively nllluent sulmihs can provide mych
needed fiscal relief. Although this Is a politically difficult step, stale.-,
can pioside some incentives by ictyimling lax shining areas with



higher grants—a policy that the federal %vernment should follow,
B lit'target state revenye sharing grants. At Preset £ moM state aid IS
%|stnbuted on the basis ofé) Pulatwn \g m|n|m|zes its redistri-
utive impact. Ald can be Better targe t0 need yareas
B . Introduce or expand statg- nanced circuit breakers. he%e
effectlve way to row e relief fo low- |ncom ouseholds 0 e as
urtable a* HOT Ic, th EieS e ten ed o rentersa ace nn
(P(:H |nc? Imit 0 % ederal aSSISt Nce ShOU
VIUEd, PENmpS using Ie sate portion 0 Genera Kevenue S
Ihe progrcessivity o fstate, taxes s ould he increased in, thase s ates
Wlth regressive systems IS can done EItﬁ SWItC In I’OIT}
regresswe {0 ESSIVG { S or | eaS"] the progress ity 0
resent taxes. ver a Su en d cre eln ? I'CSS Vlty
dy encourage t eoutmlgratlon 0 gh INCONIC nousenolds.
B Stales should continue to lohliyfor increasedfederal aidfor pro-
grams targeted to the pour.

WHAT SHOULD There is u popular m hthatareductlo
STATES DO ABOUT in tn ?vﬁgyst teytgsmess taxes ﬂ

BUSINESS TAXES?  produce aflood o new vello ment, Thu

ruth Is veth F| e]rent The level o buE

ness taxes has very I|ttle imp a {ont ocal growth rate or on (5 re
terstate | catlon ecisions 0 E)rms To some extentl astatc

erenc SIH USINess taxef contri uta t0 tn vement 0 awa

centra |t|es to gavl taxe su tr)san

noum o ta area agro tmﬁs £xac roblem 0

anog Eth |eua| mong the (ess-sKi Ie Inve tment mﬁg
un (Y es So Bollaeswhw ma |mP tivet
|C|ency an epresent siness tax structure Include:

B states should resist the temptation to cut business ta es in derto
timulate development. Tteducc |ness taxs |ttIe fect on
TOCatIOH or II’]VQS me tdeCISI est €S SN, CﬂSUICt ntt elr
taxes ale not gne%e gﬂ n W|th tmsc 0f thelr ne| hoors, a
atro er Case e H? éJCIn& person]a taxes fo cneol r
cﬁt\t?n ment Dy attracting s Kers than for business t

B states shoT d tare steps, to reduce intcrjurisdictionaidtfferenc.es
ip lav rates Ie relevan eps arC dacsclnct a OVE.

.States should icview theii allocatipn /in nlulas lorfnllls operat ng In
|n ue jh.in one state. \getmll Sates ave mI act P
eth?t muhstﬁ!e Cﬂ'ﬂ anIg H]agt eson t en U t ?
olller slates shou SUIt IS wil nece53|tatea5|mp CatIOI'l 0
Inletslate lax legislation and @ move towatil a mote Sinminidi/rd

ft definition ul lax"hase, | eilcial legislation will be neeessiuy lot Ibis.

B Some states should con3|i;|er usjng a tax on value added to replace
llicir busmess taxes. 1he Value Adt?ed Tax roduces more stgb[e reve-
nue, 1S smg der to a]d[jmnlster nnd docs not dlscourage Investment as
much as traditional business'income taxes.
B sSlates should consider encouraging theirjurisdictions to sliifl some
o fthe, u,rden ofthe property tax awayfrom improvements and onto
| nd ould re lépe the deterrent to new Inves mer]tjnﬁe ent |
% 8}4 tax an discourage S eculatlve an ho dmr%
rban redeve H ent and creates eraw %(i ratlve
| 1CS In Suc are severe, but not Insuperable

IAT SHOULD States have devoted consl rable man-
STATES DO ABOUT pow rfa [eSoUIces ».1 Qevisin
TAX INCENTIVES? reaks or irms that move In, =M A
thr ei to move out, nnd It
Rromlﬁe lo expand, There is |i ﬁeVIdencet at the fe costlr¥ ro fams
ﬁ n anfuenee on either Investment or locatio |0r!]s
These misplaced energies and' mortgaged tax receipts s ou e
redirected In several ways.
B withfederal asswtanﬁ tes Ishould reduce theI pecial incentive
s they offer. I NE Ee overnment cou ﬁta Iz¢ st?tes
taf offer such Incenfives t rou% rovisions |nﬂranta ? ation for-
tates s, » dconcre ft selve? with the overall economic
cllmate not on bri Ibing a few footloose Tirms.
B States shouldael to reduce interjurisdictional inci ptive tax competi
tion. . THIS can lie don%b redu Ing fiscal d|s arities, through Fegal
prohibition, or throug anta ocation policy.
B 1he exemption ofthe interestfrom mdustrlaldevelopmentbonds—
andfrom state and municipal bonds—from federal anil state income

taxes should he replaced with an interest rate sub5|dy
B 1fstates are lo usEt;:E{; incentives theysho ein theform ofwagq

subsigies. Wage supsiqles reduce t eco 0 { em%g/ers dn
can lie ete t0 a]r 0 Cm tbm 8
tax cre % galnst roll axest ste ectlve Angagesu SIay
IS one o the ewp |est at would e ect|vely create |0

States should rely more heavily on infrastructure development and
the reduction ofred tape as inducements lo industry, and less on lax
manipulation.

WIIAT SIIOUL nI Im|dn| Tt eiMiiil Lnwi
STATES DO ABOUT am| i VCIUﬂICI s
PERSONAL TA S? |s |ne JCIe t nn |ta L1 inef-

_ ficient JNASMUCh as sta mcometax
tales tend to induce the net inmlginlion ul high i |ncome households



leavi aheavre[b Jden nhhe less afflyent wha re arn High taxes
arc afso caﬂrta ize |o a Iscouraging,. local eonomic
growt Hrg central city proper taxes—use t0 mance extensive
e |str]0utrveservrces—uabgencourae the m ﬁea [uent to movel

more mogeneous subyrban jurisdi |ons rrr roﬁer taxes also INTRODUCTION
epress properly va UﬁS and discourage | e ment.. The
st m ISrn qurtable eauseterncome tax In fseVﬁra states is re- The 197?5 have been anythin Pu kind to state overnments Maror
srveé (P grovrfro saﬁrncentrves or hom owncrsrwJ metr%p n areas, traditi n engrne n% s“
ra eductrons ly.regressive. In adation, the sour so x [EVeNues, o?t éOPS an ve e to ar
tax IS g re Ve, an |tsr tzrs compounded Y 00r msove ayors and fe eraI shae zime stales for not
atr P ttes ave several opto to Improve the effici ncy car |a ro&; amshnlro aresut ocal po |tcﬁ Ior SS res
equrtyo personal faxes. ederal mandate, nave Hf ated exHendrtures wollen tederal
rant rogrrams aveb% asse s esan one direct to o a juns
Hln.come Tax. Standarp deﬁjuctrons can]be a)ceedb sta) dard tax |ct| 15, The rise of New South teex
credifs TaxI mcentrves omcorﬁn f g re ug Itl- has Itted S nbe atesa ar now cr 8 Ptron
gate Wances dp %n rs. The levels of t cre }s an tax econom ar nt recessron rP rrgale tere
rac etc |n exed to the log costoflrvrn that in atron 06s tranrn %P mera ce un In wefaer snnd
not prov overnmen swt honu (c eduction 0 ea mgn ss 10 eﬁ agressr\restateeco mic evF oen'ent
an 0c ront erat erncom shou Isa owe ror ds aIxPa ers, Wnose srno ncomes nn p{ogw 51 ds
a de rg rve uesrorn e taxstructure r% localitie$ with ann Ifrﬁca Ividends P Ve ebelle
should be srmp |e and ar amon tate] overnments ave, for } t part, |noa eactrve
N Properly i.r. W TNe € Jcrencyo ssessm uId be reatlfyrlr]t { J Ir unctr ns ve roIr ate o en unwr 3/ arc
reased. tate i ance crrcurt brea rs an the orced to work t rgag her or re ani-
arden onto [an wou pr vee zations andsecr nc e er pe as mufti ates
Sales Tax. Exem trons r ooda e |crnes ou Toe used inall must compet wr CIties or fe er F
slates tor ur\ty e qons| eratron should be given to £Se C a snece |tatenre theroleofthestatesv¥|th
extendrng axto er ssrona ervrces our | te ta ssem /s I examines a art?
-/csam|Charn esa car esole ine |crentan e urtable co eP W can t Iateo axstructurel\t/Je fied In
or stales an oca |t rars revenie an su e ef ec Ve USe [ an e ectrve econ mr deuc tpﬁﬂ epast
o rcservrce cra eret ere reprevai nqeaérm tations, state |nv Vem nt |n IC eve as een nnc con-
ecral e ectr |ncover|n% ostso W development ntrate on srca eveo ment er n%ar onitorin
eve ment (Sewering, water hovk-ups, efc.). aecommu assrs nee H |ssron d‘i
nter overnmertfal R atro onc uﬂe ag
structura mr!] c re o]rms i &/ orse
mec anlsms thrc t Hrr”ame rate oca e]eJo EJ
terns, the adoption of suc e as been relativ ¥ 1
92 e radica

T0 EI’]COUT&86 d Mo
basic questl

(Information Bulletrn Janua
Eroac mustas nnum F VY ostat
messa el |ona taﬁeg Iuence st te economic men
at will the'Impa é X ¢ nu P oveme
edelal gro;[nu San g%ecr S atled Stale fisca aftrons cantg
str cr stal e axe ange to "nstt) ?vcc lcicncy.and e |
ollowing ¢ I[ltéerder] og ale econo |cdev8
oas hoth In 0 local development Fr ems |
Way they |nIetact or conflrct with federal and local goals. Chapler
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6. Itnva ii one exception—it uses a single factor—gross sales.

7. 1'he Muliul.ite Tax Compact ami the Uniform Division of Income for Tax Assessment.
K 1 he Value Added I,ix in Michig.m rrptaced not only the corporate income tax. butalso a cor*
porate franchise lax. an i ntcnlmy lax. a business intangi ble ax, a financial corporations lax,
an in ce company nnd a ings and loan company pri IgI

9. There arc three forms of VAT that differ in the way they treat depre

n Consum ption CAT. deducts purchases of capital equipment but docs tax depreciation.
1 AVI Income IV IT: taxes capital equipment when purchased but docs not tax depreciation
(re., assumes 100 percent depreciation in the fi.st year)

® (inns Product CAT: faxes both capital purchases and depreciation.

10. Sec Decker (1969); Carlson (1977); Cuddinglon (1978); and testimony before the House
Committee on Hanking. Currency and Housing hy l.nwcll Harris, George Peterson. Philip
| inkclstciii. and Arthur Decker, September ?K, 1976, reprinted by the Committee ill Rtbirthof
the American City. U.S. House ol Kcpic ilaiisrs, Washington, D.C ., 1976.

11. In the 1930s, the lot comprised about 10 percent of the cost of n home; today, it it 23 percent
(Carlson, 1977).

WHAT SHOULD STATES DO
ABOUT TAX INCENTIVES?

A d|rectI result of th? belief fhf"t business taxes real Ig/ dnlz]ttter has bee
f roliferation 0 SPECIal. [aXx Incel tIVES S 9 V stafes an
ocal t' S to attract ncw. busmcs?cs and.lo cncoura FXBFHSIOI’I an
NEWw Vestment amon EXIStlnq Irms. There ar% no'relianle estimates
nSIO uep In t recet s.arc currentl oregone und er ese
ro rams mo estac C asing IS dc rigcur 100 St? es th atF g
e SIVE (IEVEI0pM I'O ram. However, She clear conclusion o
apter IS that, 0r e ost part firms arc rewardedfogloing
hat th Id hav done even in thcabscnceOJ he |nceht ve. E
xarlorgfyotvsfaL\cs and 1dealities ? n attracti %t‘lll'lpg] Irms \x
hatever fiscal means pOSS arlsen om t a Nng!
Irm WI Iscal ‘sur US— atl ItSC tr utlon tO oca fax
rev nues Ou % e COStS 0 ovi Iq% &U ICS ICei 8 e’\jlrm
Its 6 Ioves a ICW on
Becentst OWEVer, aves W rm ISIIOfIIm nnlxc
essng Iven Inaco mu I'[% Wlt re tIVG Ig %mpo ent OO

eWJ cstts%ersc W(telr o-be T du %e \I\)l ?P lgra swno ?[F%ulée

to be fil
HOO |n strcels r.0 S m
0 eno rewouﬁ n e\g | orce S con %)) % mené ret aH
Serv) ES—\g/I SO ma F C Services and o not
r}] Sar &/le aflﬁ cal m| s In ac e H E%BYG shfw
that SECO employmerit Impacts may alve Ine netfiscal s IpIus
resultlng ronta new actory When the mat «abates or exempts local

taxes to induce aJinn to move in, the net benefits may well become

tion of tax ncentlves tailored to the wishes %f the
thottune cgmp west Ve IS aseg on the mistaken tat
there Is u Tixed stock or manufacturin 4 smtenatlon? tat
%hecan |mgro e ItS relatl ? IS o Steal fro other
st es aworls aog stota 0f the hom wnerwo 1S

fo éngfmphnr geelr\}n ! tY?us tnaﬂsreqn ﬁbstuIer greate ort
| W?Jel?e ||1|r] mmg?;rp 7 aﬁ}t Ileletu?ﬂ
ﬁ)ncu& n ec B E hucnrcvm lew Toot [oose turns.
rowth 1s to heace erated, then It must come from, Increasing the

loc Icomg X birth | tF or from expansion in existing local com-
panies, espect ”y small llims. Development efforts mustfocus upon
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1. Logirally, i'v-mini; lhe death rale of fimis could also boost local growth, but death ralesil<>
not vary ninth among meat, and seem fairly intractable lo local policies.

2. There slogar.' were described in a column by James Slcrba in the New York Times. July 18,
1978.

3. llie exceptions ate Alabama, Minnttola, and Tennessee.

</ Hiid, 1966. part* | and |1; lliidgcs, 1965; Due, 1961; licliman, Wassail, and | alk, 1976, Hodge,
1979, (im\sil/, 1977; llairisau and Kantcr, 19760ntl 1978; Morgan and IlacVb.nl. 1974; MulVey
and Uillman, 197" und Williams, 1967.

3.Qimlrd in  »«> Jacobs, "Hauling for Ilusinesr," People ami September 197H, p. 9.
6. Some *.adics have found lax iiucntiscs lo >ccost rllrctivr frnmilir viewpoint of local govern*
nicui* Ilicve luvce icntlvtl lo ignore llic m ondary impacts of drtclopuirnl, suelias population
gn aill See, for example, Mors (1941); Kincli.ut (1961); mid Sn/nma (19)0)

7. llicse problems are nol prescnl, of course, wiili properly lax incentives, riuce properly Inxei
mml lie paid whatever the level ol profit ol llic firm.

K. I'lie coutTulMlioii of non taxpaying film* o' liVrlyInirrgiriilesl indistirsstdnir.ix, pircivrly
wlicir llic tlimiiluv li niovi needed.

9. Many of these topics die covered in oilier volumes in Iliiv series.

10. Section 107 of llic Kcvenuc and lixpemliliiie (‘'nnirnl Ad of 1968 denies federal lax ex*
cmplion lo iudusinal development bond ivvues exceeding S5 million. Such ivviics fell xliaiply
fiom 116 billion in 1968 In SO5 billion by 1978 Ilul bunds for wain lirnlmcnt were exempt
horn ilo* 15 million limit, and Iy 1976, 14.5 billion in water lirulmcul bonds were issued,

11, 1 to u liillti tliitiissmii, see Vaughan (19/0)

12. See Coiuia, Telia, mid Sintkcr (1978) and HusVius (19)7).

11, Srr Neal I( I'ifhr, "Stales us Crly Sasrir," lhe Hoihm~ion Ton. 10/11/77.
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TAX INCENTIVES AS A DEVIC
IAPLEAIENTINC GC)VERN AIEN
A COAIPARISON WITH DIRE

GOVERNAENT EXPENDITLIR

Stanley S. Surrey =
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The tax code contains a treat number oj 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 of over billion
dollars. Professor Surrey argues that the tax incentive is generally
inferior to the direct subsidy as § means oj achieving social goals:
that incentives are usually less equitable, since they benefit persons
in high tax brackets most, and more difficult to develop and admin-
ister. si.ice they are handled by tax committees and administrative
agencies with It have little expertise in non-tax social policy. Ile sug-
gests a strong presumption against the:' use.

UCIGESTIOXS ;ue constantly being made that many of our
Impressing social problems can be solved, or partially met,
through the use of income tax incentives. Moreover, the present
federal income tax is replete with tax incentive provisions. Some
were adopted lo assist particular industries, business activities,
or financial transactions. Others were adopted to encourage non-
business activities considered socially useful, such as contribu-
tion? to charity. This article will deal with tlu: question of
whether lax incentives are as useful or efficient an implement
of social policy as direct government expenditures, such as. grants,
loans, interest subsidies, and guarantees of loans. The discussion
will be in terms of the federal income tax, but it is intended to
be helpful for other jurisdictions and other forms of taxation as
well.

“ProiVvor nt I.0v, Parvaid Law School. HS., (itlow si llic t'iiv of New
York, nod! LI*It, Columbia, hm-¢_Professor Surrey v.as Assistant Secretary of
Il Treastry for Tax_ Policy from i(m until _n{OL _

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-
tl?lns]t?fﬁt JO-ii, Tyot), Tire proceeding® of the Symposium will lie published hy the

itute.
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I. Tin; Nature and E xiext  EXis'rrxr,

Tax Incentives

The term “tax expenditure” has been used to describe tliose
special provisions of tl.e federal income tax system which rep-
resent. government expenditures made llinmgh that sy'teni to
achieve various social and economic objectives. ’'h.cse epedal
provisions provide deductions, credits, exclusions, exemptions, de-
ferrals. and preferential rates, and serve ends similar in nature
to those served by direct government expenditures or loan pro-
grams. In any specific functional area the Government may use
direct expenditures, interest subsidies, direct federal loans, and
federal insurance or guarantee of private loans as alternative
methods to accomplish tire pur('uses which the special tax pro-
vision seeks lo achieve or encourage.

The use of the phrase “special provisions™ clearly involves a
major definitional question: which tax rules arc special provi-
sions and therefore tax expenditures, and which tax rules are
just tax ruies; simply part of the warp and woof of a tax struc-
ture? The description and analysis of tax expenditures contained
in the fiscal ipdS report to the Secretary of the Treasury used
these guidelines: 1

|The analysis] lists the major respects in which the current
income tax bases deviate from widely accepted definitions of
income and standards of business accountine and from the gen-
erally accepted .structure of an income tax .. ..

The study does not attempt a complete listing of all the tax
provisions which vary from a strict definition of net income.
Various items that 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

11963 Sec’v Thus. Ann. Rep. on hie State OF IMNI. Finances see
Statement, ot Josrph \W Harr, Secretary of lire Treasury, ia utarnigs on the_joco
Economic Report 0/ the President lie/ore the Joint Economic Comm., 91St COM;.,
15t SCSS. 84 (19(192_ (containing a "Comparison of budget Qutlays ami Tax Ex-
gendnures by Function Fiscal Year 1970"). sec also Statement by Stanley 5.

urrey on the Tax Expendlture budget, IN Hearings on Economic Analyses ami

Jificieney in Government Refute the Subcomm. on Economy in Government of the.
Joint Economic Comm., o1st_C0ng., 1St Suss, (Sept 16, 1969). For a discussion
of the definitional task, See HIttkCr, Accounting for Federal "Tax Subsidies" in the
satinntil lludget, 12 Nat. Tax J. 44 (19(9), -and Surrey X liclimulh, The Tax
Expenditure Endget — Response to Professor Tinker. - Nat. Tax J. (tO be pUb-
lished). The latter article also discusses the relevance of the tax expenditure con-
Cept to taxes oilier than the inmme tax. see aiso Wolfman, Federal Tax Policy
and llic Support of Scicnie, 114 U, Pa. L. ReV. 171, 173-7, (19(3).

mm
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is the case, for example, with depreciation on machinery and
equmment where the accelerated tax methods may provide an
allowance beyond that a _?r_opnate to the measurement of net
income but where it is difficult to measure that 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
quantitative 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 but as part of the structure of an income
tux system based on ability to pay. Such features include per-
sonal exemptions and the rate >cIn<lules under the individual in-
tome tax, including the income sgllttmg allowed for married
couples filing joint returns 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.

i must be reco%niz_ed that these exclusions are to some extent
arbitrary . ... The immediate objective, however, of this study
Is to provide a list of items that 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 h|gh|_3{_ complicated or coulmver-
-ial items that would becl%d tr@ utiljty of this special analysis.

... The assumption inherent in current law, that 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
m.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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tilled a long list of tax expendiluros. with estimates in terms o
fiscal year 106S. 'I'lie expenditiires were classified accwr«iing m
the functional categories of government expenditures used in trc
budget, with the addition of two sp vial categories: Aid to Stau’
and Local Governments, and Capita! Gains: m

a Statement ul Joseph W. li.irr, J/<ri iue « Knotnote* an' Inrv omitted d
Tax Reform Act of w61z, Pub. L. No. o1-1% *I'cc. ., ToM), cut bwk a ifirr
of these expenditures, and added a few mw nius. »p.;  tad pp. 7:0-57 m
41 infra.

No significant tax expenditures arc made In lim budget categories of Space,
interest, and General Government.

The Treasury anal¥3|s contained the following comments on revenue estimates:
All estimates 0 ex end|ture? toumnp from special , tax Eprow {nns
represent revenuesilﬁ;< (E ) r}rrt]ua has ﬁrg S 0f revenue fole
e

8|X|s ?gredr;na%geer%a}/ s s ol o R

vt//é W lievond” the perio neede m permit an

vu ﬁ:revenue coﬁ esanmae a>for ttlftgsi L;ﬁue{l ﬁqov;fs F{t F not mf‘tt%%
Prov lons werev¥ gf acement 0f S e ral ro iSions
g(ﬁcct dures tln qﬁ ePro rams mg ¥e cam
ESI {1 (? mlc ac(tlr(\{ enue 8? of eac s?ma aXﬁJrome
re}ene for asdvgﬁg tcourse gcm? (H?ry ovgasemz\ i r%ait i
a uacﬁU)aX Ut nq{“ﬁn?h Se \U Yd9|8ns would provide n man 5|tu 100S

II-1110n arra eme S WhIC | i ‘revenue change gradually

overa erioy
Another ke adgum tlon is that onom|c activity o« the uId o
havebeen U ¥ of g &l %v' ° YL

(g assuttw on orntax ex It [es U haves ? l&?ﬂ

nm ||m F ?‘Yg do ono cath
in SEnce U ene ere WO ubt
Pg 4 ttggg G mg”?ﬁ

OW he economy mlght l' il none U ese pI’OVI 10NnS

Statement 0| Joseph W. Harr, supra note t, at tp Thus, in effect the estimating
tediniriues used are similar lo the “liist elicit" est|mates typically given by the
Treastity to indicate the revenue effect of any proposed change.

Professor Henry Aaron has compiled another inventory of existing tax incen-
tives, arranged according to the types of economic decisions which the lax pro-
vision influences. Aaron, Inventory of FAstine, Tax Incentives: Federal, in Tax
iNsrirun; op Ami‘aik a, Symposium <>s Tax Imtntivc.s (to be published) Iherein-
after cited as In'lt.n'livi:;; Symposium). He its*s the term tax incentive to denote
any lax provision which is "defended or advocated primarily because it so alters
resource allocation as to improve economic efficiency.” lie excludes “tax provisions
defended primarily because they are alleged to have favor'Me effects on the dis-
tribution of income by income class, family status, age groups or other socio-
economic categories." Thus, he would exclude tax expenditures for the aged
and the blind. Ilis lax incentives fall into three main categories: tiiose imhicncing
household behavior— spending patterns (for example the charitable contributions
deduction), place of employment (for cxam| te the exemption of certain income
earned abroad), or portfolio choice (for example capital gains); business behavior
— investment in capital (for example the investment credit), composition of the
wage offer (for example the exclusion oi employer contributions lo pension plans),
industrial composition (for example he tax benefits to agriculture and natural
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Tax Expenditures by RIVIXUK cost
I'rncr.r Frsenox Million's ok Dollars

Rational Defense

Exclusion of Military benciits and allowances........we.

International Afairs and Finance
individual taxation:
Exemption for certain income, earned abroad by U.S.

CItIZENS .vopevvvvsrns o s s b=
{exclusion of income camet! in U.S. POSSESSIONS.......vver 10
Corporate taxatjon: _
Western Hemisphere trade cOrporations...........mmns 0
Exclusion of gross-up on dividends of less developed country
c?rg_oran I e o
Exclusion of controlled 1oreilen SUBSICIAIIES.........uuvuvven 150
Exclusion of income earned in U.S. possessions......... 10
Total 310
Agriculture and Agricultunit Rcsoure's
Farming: Expensing and capital gains treatment . S00
Timber: Capital gains ticatment EZOr certain income 130
TOtAl e 9jo
Xatural Resources .
Expensing nf exploration am! develo?_ment Costs oo
Excess of percentage over cost depletion _ t,tco
Capital gains treatment oi royalties mi coal and iron ore 5
TOEAL i s 1/.05
Commerce and Transportation
Investment credit o JRCO
Excess depreciation on buildingS ——.vvvvevevrrsrnonn Sen
Dividend exclusion .. e
" apittil Palns: Corporations (other than agricultural rod
natural resources) L eme———— 500
Excess had debt reserves of financial inStitutions.............. (00
Exemption of credit unions s s 40
Deductibility of interest oil consumer credit 1,00
Expensing of research and development expenditures 500
f." S.0c0 surtax exemﬁtmn L ———— t S0
Deferral of tax on Shipping COMPANIES.......vvvrersvren 10

TOAL oo 7775

Community Development and Housing
Owner-occupied homes, deductibility Of:

Interest 0N MOMGAGES  .vvvvvsmrsmssmsssssssssssssssssr 1,900
I"YOPEILY TBXES vt v 1800

iifourcc’), business location (for example the Western Hemisphere Trade Cor-
porations prowswn%!_ 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 Inksniiviis
f. Mt'oSIUM.
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Tax Expenditures nv Revenue Cost
ilUDOET FUNCTION MiiT.MNS OF DoltARS
Rental housing-excess depreciation ...
L1 1-0

Health, end Welfare
Aged, Mind, and disabled:

Additional exemption, retirement income credit and exclu-

sion of OASDHI for aged............
Additional exemption for blind.......coemmvnen
EXCIUSION TOF SICK PAY cvvevsvvrres somsrmsnssssrmssssmssssnsssessssens

Exclusion of ungmployment insurance benefits ...
Exclusion of woikmen's compensation benefits
Exclusion of public assistance benelits
Exclusion for employee pensions . . ..
Deduction g{or self-employed retirement
Exclusion of oilier employee benefits:
I"remiums on group term life insurance
Accident and death benglits............ _
Medical inriiranre premiums and medical care _
|"rivately jinanrcd supplementary unemployment benefits
Meals and lodgln? ..... v _
Exclusion of interest on life Insurance Savings  —.o.vvepveen
Deductibility by individuals of charitable contributions (other
than education) including untaxed appreciation
Deductibility ot medical expenses
Deductibility of child and dependent can- expenses
Deductibility of casualty losses
Standard deduction .......emermene

Education and Manpower
Additional personal exemption for StUAENS.......vmsvrres -
De_duc_t|b|_I|R/ of contributions by individuals lo educational
INSEEULIONS .. oovorvrvssnnssssrsnne s Co
Exclusion ol scholarships and fellowships.............

Veterans Benefits

Exclusion of certain benefit'......meemmee .

Aitl to State and Local (lovernwent Financingb o
Exemption nf interest on State and local debt obligations

Deductibility of wmbusiness Stale and local taxes (other than
on owner-occupied homes):
Individual income taxX e s
General sales taxes.......
Gasoling taxes ...
Personal property taxes
Other taxes

303
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T ax Kxri-xtiTURES by UrvKXE Cost
lU.nr.tr Fenctiov Mn.uo.vs or Dollars

Property taxes on owner-occupied homes (included under
comniunity development and hoUSING) ....o.vvvvvvvsvnn 1.5¢0

Total, ail State and local nonbusincss taxes

Capital Cains — Individual Income Tax .
pecial provisions anrease_ in basis at death; exclusion of
onc-hali oi lone-term gains; maximum tax rates of as'T
0 TR (1 5,510~ 5,500

The analysis also showed the relationship of tax expenditures
to direct expenditures for these budget categories. In some cases

the tax expenditures exceeded or were close to budget expendi-

tures (Community Development and Housing, 2041, ; Commerce
and Transportation, 114'*; Natural Resources, 00'/f ; Health

and Welfare. s7(c) (fiscal roso figures). In none of Iho cate-

gories listed above except for National Defense and Veterans
were the tax expenditures less than 10C of budget expenditures.
The total of the estimated tax expenditures, in a round number,
was sa4s billion,

If we take as our definition of tax incentive a tax expenditure
which induces certain activities or behavior in response to the
monetan benefit available, almost all of the tax expenditures
included in the above analysis can be considered tax incentives.
Many of the tax expenditures were expressly adopted lo induce
action which the Congress considered in the national interest,
for example, the investment credit was intended to encourage
(lie purchase of machinery and equipment; excessive bad deht
reserves for some financial institutions were allowed to encourage
the growth of savings and loan associations and mutual savings
banks; the charitable deduction was intended to foster philan-
thropy; the preferential tax treatment of qualified pension plans
was intended to foster broad pension plan coverage; and the
corporate surtax exemption was intended to foster small busi-
ness.u Oilier tax expenditures whose origins are cloudy are now
defended as incentives to home ownership, as in the case of the
deduction for mortgage interest and property taxes, or as aids
to state and.local governments’ tax bases, as in the case of the
deduction for state and local taxes. Other tax expenditure pro-

3Other tax_expenditures in this class iticludo the treatment under the foreign
lax credit »( dividends paid by the corporations nf less developed countries, capifal
P_ms treatment in r.eueral, thé cveiuptiun of credit unions, the special treatment of
imber capital gains, the hundred dollar dividend exclusion, and' the deduction for
eneli.df of medical insura; ce premiums, pronp term life insurance, and income
. 1" road, decelerated depreciation on real estate probably is another example,
althoiiict it wes adapted lamely s a happenstance along withaccelerated deprecia-
tion provisions designed to encourage investment in personal property.

MM
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visions were adopted as relief provisions to ease “lax hardships,
or were adopted to simplify tax compulations. Some of these
provisions have come to be defended on the basis of their incen-
tive effects: for example, tlu* intangible drilling expenses deduc-
tion, the percentage depiction allowance, the Western Hemisphere
Trade Corporation preferential rate, and the research and de-
velopment expense deduction.s Moreover, to the extent that such
tax relief — I.e., lax treatment that is special and not required
by the concept and general standards of a net income tax — is
granted for an activity that is voluntary, the relief is in effect an
Incentive to engage in that activity, even though the provisions

.y not be defended on incentive grounds. For example, ii meals
nd lodging furnished an employee on the premises of an em-
ployer are not taxed, the effect is to make employees more likely
to choose such employment. If coal and iron royalties receive
capital gains treatment and other royalties do not. investment
preferences will he affected.

The only tax expenditures that are not tax incentives, as we
arc using the expression, are expenditures related lo involuntary
activities of taxpayers. Most such provisions are designed t"
provide tax reduction in order to relieve misfortune or hardship
— situations involving “personal hardships.” as contrasted with
the “tax hardships” that have brought about other spcc'al tax
provisions, chielly for business activities. The extra exemption
for the blind is one example. The extra exemption for the noi-d
is another — we can’t grow old any faster because of Ihe exa
lion-1 Special provisions nf this character are relatively few in

aAdditional examples incluce llic bad debt reserves for hanks, the cash inclin'd
of accounting for farmers, and the Special personal exemption for s'ndents.
s lIncentive effects arc also produced by the exemption of military p y earned
in combat zongs. _ o ,

"Perhaps the other tax benefits for the aged— (lie retirement credit and. the
social security_exemption— also fall in this non-ingentive category, though tiiis is
not so clear.” The lelitement credit provides some incentive to refire. 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 iharaclcrhiiiyet the presence of
the deduction does lend to"induce Ihi: 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
|u 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 o 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. CoMiuKiso.N ok Tax Ixckntxves with
>uu<r Kxpknditures

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-
...Ive 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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nicians and budgetary experts can take any tnx expenditure and
devise a budgetary expenditure approach to serve the same goal;
as a direct expenditure.s For example, 'he British for some years
used an approach under their tax law somewhat similar to our
710 investment credit to encourage the acquisition of machinery
and equipment. The* subsequently dropped the tax technique
and substituted direct cash payments.s 'Flic existing tax incen-
tive for charitable giving could also be structured as a direct
expenditure program, under which the Government would match
an individual’s contribution to charity with a proportional con-
tribution of its own to the same charity/” 'Fax credits to an em-
ployer for manpower training could be structured as grants or
contract payments to the employer. 'Fax benefits to the aged can
be structured as cash to the aged. And o on.

It follows that a meaningful comparison between the tax in-
centive technique and the direct expenditure technique must in-
volve similar substantive programs. There is »0 point to saying
that in a particular situation a tax incentive is a more useful
approach because it involves 1o government supcrvisi>*n over
the details of the action to be induced, whereas a direct expendi-
ture involves detailed supervision. To say so is not to compare
a tax incentive with a direct expenditure but simply to compare
a loosely controlled method of paying out government fends with
a tightly controlled method. Direct expenditures can involve
loose as well as tight supervision. Oner we decide which sub-
stantive program we want then we can go on to decide which
technique, tax incentive or direct expenditure, is preferable for
that program.

The matter of what type of substantive program is best cal-
culated lo achieve the desired goal lies iu the fields of cost-bencfit
and cost-effectiveness analyses. These methods are being used
more and more to devise and test direct expenditures, and they
should a priori be equally applicable to programs using a tax itt-

7sec JtONE, Tax Incentives us 1 Solution to I'rbitn Problems, so W.ST. & Mvitv
L. Ukv. Gi7, 65153 (1969) (describing possible assistance devices for urban hous-
Ing). see also JlilNF, Tux Incentives and Urban Idielst, IN IXCISNVRS sym posium
f_(];enerally defending tax Incentives). For oilier discn sions of tax inecntives, see
li UM, T'edetal Income Tax Reform—sTwenty Questions, ,|t Taxis 67. (mflt);
Kurtz, tux Incentives: Tlseir Use and Misuse, P. So, C\t. /15 _TV.V |SSﬂI']'TF. t.

“The tax provision wes the Finance Act of w054, 1 X 3 Idiz. 1, C. PI 5 16,
repealed bv the Finance Act of toes, ¢, IS, 5 ;. Itirecl mants were indiluted by
the Industrial Development Act of 10es, C. 33, 3 1. o

1 Where the_charily was a religions, institution, a direct qov_ernment contribution
would raise serious questions under ttic establishment of re |%|on 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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centive technique. ” For ['resent purposes | am assuming that the
substantive analysis, as respects methodological approach, use of
econometric techniques, and the like, should be o* the same order
whether a tax incentive or a direct expenditure is involved. This
is not to say that this has been true with regard to tax incentives
in the past. Far from it — and therein lie many of the problems
with tax incentives. can we say that it will be true as to
future tax incentives, nor can we say that all direct expenditure
programs are carefully thought through.

A meaningful comparison between the two techniques must
also be realistic. Thus, it must recognize that a tax incentive
does involve the expenditure of government funds, it is often
said that a tax incentive  more useful than a direct expenditure
because people do not .il:e or will not respond to “subsidies.”
Such statements always assume that the direct expenditure is the
“subsidy,” whereas the tax benefit obtained in the tax incentive —
the lower tax — is not so regarded. Perhaps we may And that,
this fiscal illusion has its usefulness, but we should at least be
aware of what is the tvalitv and what is the illusion.u

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

Against this general background we can now consider some
of the virtues and defect:; generally claimed for tax incentives
and, on the other side of the coin, for direct expenditures. The
first level of consideration relates to virtues claimed for tax in-
centives. but. in light of the above background, falsely claimed.
1. Tux Incentives encourage the. Private Sector to Participate
in Social Programs. — Frequently a tax incentive is urged on the
ground that the particular problem to '2 met is great and that
the Government must assist in its solution by enlisting the par-

L<r recent examples 1. such similes applied to tax incentives relating lo
natural resources, sec Cun-ai, . search Corp., Tht Economic Parlors Ajffeting the
/evit «/ Domestic Petroleum A(serves, IN Hot Sl ways st MIWNS comm. s Sknat
comM on Finance, otsr Com., isr Suss., United Status Tiik.vsciiy pkimkimknt
Tan Kkiokm stvmks and PnomsALS (Comm. Print 1969%; Mid-Continent Oil
and Gas Association, Analysis ami Comment Relatin/ to_the Cnnsad Report on
the lullucnce of U.S. Petroleum Taxation on the Level of Reserves, April 25, 19(i0;
Cunsad Research COI’p., Comments on Mid-Continent (|/C) Oil and (las Assoeia-
lion Critigue, 115 COM;. Kke. S14290-91 (daily ed. Nov. i.t, 19(i9). As to build-
Ings, See ..mliman and Rausche, The Income Tax and Real Estate Investment, IN
Incentives symrosivm; Taubmnn and Rumhe, economic and Tax Depreciation
ol (nlice. Haildiags, 2. Nat. Tan J.  (1969). AS lo_the investment credit, see
Brannon, .1 Requiem /or ihe Investment Tax Credit, IN Incentive:; .Symposium
(describing existin. studies on the credit).

"Sne(ed, jl'he criteria </ Ecdernl Income Tax Policy, 17 stan. L, KLV. 567,
(ioj-os 1965).
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tidpation of (he private .sector — genera!!}{ 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: :*

Tax 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 (snakel ... 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. 1think it is
time we realized that in ordek 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.

enterprise hy realistically recognizing die I;ivl» initial costs in-
volve*1 in hiring, training, and providin mstip| 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 Per 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

The a lvantages 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. . . . lan-
plovers who participate in the ptogram will receive a tax credit
of 75 percent of the wages paid to the employee for the first 4

tts 1vinii, Use,  S-i.to daily ol. May r>. jigHp IU iteiiuiit of Senator
I'my). The hill is S. jioj, yet Cong., 15t Sem. ™t 1.,u).
11115 l'u.so. Kie. Svt'n, S.i.ijo daiiv Oll. Mav 16. 0jo'p Istatement of 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 esDepartment
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 « ma 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|ny 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
mf 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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after the expiration of the credit period: that a formal on-the-mb
training program would be available: and that there would be
no discrimination on account of race, color, religion, or national
origin. Further complexities wore involved in tho proposed sys-
tem for determining the creditable wage base, which was to be
defined as the high,or of the minimum wage or the wage custom-
arily paid by the employer for such services.”” Similarly, the Kuv
income housing tax incentive legislation discussed in 1007 and
1968 Was studded with requirement of “approval by the Secre-
tary of Housing and Urban Development.”

Ihe tape was thus present a the tax credit program and its
color was red. This is not to crit.ci/e the particular programs, hut
rather to observe that those who design tax incentive programs,
just as those who design direct expenditure programs, may find
‘hat complex requirements become desirable.

Tax hicculivi't Promoh: I'rinitt [ xrisionwiikiir; ITitln'r
Vinite (hnrniiHt Ht-Cciilen + Defishwwikhi®, -- i is said that
better progress will be made towards the solution oi many social
problems if individual decisionmaking is promoted, and that
since tax incentives promote this they should he preferred to
approaches lhat underscore govermuvnt-rontorc ! decisionmak-
ing. Senator Ribicoff, for example, lias expressed the view that
“ft Jccognition that tax incentives can account for real Federal
expenditures should not obscure the fact that such programs can
eliminate the need for additional bureaucratic apparatus while
promoting the use of private capital and initiative toward socially
useful projects,” s

Wo need not discuss the merits of private enterprise as a
device for solving social problems, except to note in passing that
many business groups who in urging tax incentives stress the
virtues of private enterprise overlook the fact that they arc really
stressing private enterprise ©limgovernment assistance. Hut wise
or unwise. Ihe contention that private enterprise should be allowed
free play, without government interference, tells us nothing as to
the choice hetween tax incentives and direct, expenditmos, given
the same substantive program. This contention is really a variant
of the previous “red tape" argument. Just as we could design a
direct expenditure program that provides for reduction of red
tape, so we could design one that provides more flexibility for
private decisionmaking and less, scope for government control.

14S. iny}, (list Cong,, 1t Sess. (iof'()o .S¥r P 71t tufini,

5Joint IYonoM'ii: Comm., MO0 Joint Kconomic Ku'iiiit, Il It 1trir. NO. 141,
gtst CONN,, 15t scss. 30 <oitorisk fOOLNOLE). Niv ito 1. @t so (views o1 Senator
Tatmadge); s Citv, April, 1969, at s |(t|||ot|m: Norman Ture tw e effect that
ewlccelgrt]lﬁgs)can brim: into play previously unused or under-utilized resources most
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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.

li. Some Assert'-1 Dejects oj Tux Incentives

I. Tax Incentives Tennit Windjails by Faying Taxpayers for
Doing What They Would Do Anyzoay. — 1t 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 *f state anil lve.at Government Oblie,a-
linns, 36 TW [oi.rev, M.iv-Jmie i |Mi. a 1; 1[eaI¥, Tim Assault nn Tnx-Jixempt
Hands, sb Tax |'h|ky, JUly Ae.-.tlll, 1 al UITEY, The Tux Treatment rf
St.tle unit f.ix.It tinvemmcnt Obligations— Some further Observations, U Tax

[<itrv, Sept.-Oil. 1969.
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IL may be desirable in particular programs to tolerate this
inefficiency or windfall. Or it may be desirable to attempt to
eliminate it, perhaps by constructing 1 program under which tax-
payers bid for the government assistance needed and the assist-
ance goes to the lowest bidders if otherwise qualified, just as in
direct, government purchasing, it may be that, such a substantive
program s difficult to operate through the lax technique, but
other ways of reaching only the marginal decision could be built
into a tax incentive. The significant quo.-'ion is what sort of
.eubsianlive program is desired.

Tux Incentives Arc Inequitable: They Arc Worth More to
the High Income Taxpayer than the Line Income Taxpayer:
They D0 1\ot Benefit Those Who are Outside, the Tax System
[emmemse Their Incomes Are farm, /'nex Have Losses, or They Are
h'.xroipt from Tax. — This criticism of 'ax incentives in terms of
Iheir inequitable effects is properly levied against most of the
existing tax incentives, and probably most of the proposed incen-
iivos. TNhe existing incentives were never really carefully struc-
tured and in many instances just grow up. without serious thought
ever having been given to the question whether they were fair in
these terms. The entire process was molded by the fact that the
positive tax structure was being aftci tc I, and within that struc-
ture (a: benelits — deductions and rxrlu ions — had these effects
as a m; tter of course. The deductions and exclusions of the tax
incentive provisions and their inequitable effects tool; nn the pro-
tective coloration of the deductions and exclusions that were a
part of the basic tax .structure.

The fact that tax benelits for the aged and the sick provide
no benelits for those aged or ill who are ton poor to pay income
taxes was not even thought of as a difficulty, since the focus was.
as in any positive tax system, on writing the rules for taxpayers."
The problem was sometimes thought about in the context of an
individual who fell outside the tax system because of current
losses, and at times a carry-forward of incentive benefits was
provided. Thought was occasionally given t<i the fact that the
deduction of mortgage interest or charitable contributions is
worth more to the top bracket taxpayer than the low bracket
taxpayer, but the disparity was generally dismissed on the
grounds that all deductions had that effect. Sometimes this mat-
ter was regarded as worrisome, and a lax credit was used instead

_ 7 Tlic fact tlial deduction? and exemption- ttenieit only taxpay rs is, to like
tlic 11rue view, a product of the tart that we lone only a (uniifae income tax
system. li we had'a negative I ONto lax a- noy, then direc expenditures would
Innrfit those whose Incomes were below the level oi positive tax, and a continuum
in treatment would prevail.
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nf a deduction, as in the case of the retirement income credit
for the aged.

This unfairness persists even in recently proposed tax incen-
tives. The proposed tax credit for educational expenses would
not have helped poor families with incomes l>eiow the taxable
level. The proposed manpower training credit" would not help
a new business experiencing initial losses and struggling to stay
alive, or it would help only bv deferring into the future, through
a carry-forward provision, benefits needed at n.-.cc."™ Xo assist-
ance is provided to a tax-exempt organization or local govern-
ment incurring added expenses under its participation in man-
power training activities.-1

Thus, the lesson is hard to learn. The recent tax reform legis-
lation contained a tax incentive for the rehabilitation of tow in-
come housing, using the device of five-vear amortization oi capital
expenditures”2 which otherwise would be depreciated over a
longer period. This device, which was proposed by the Treasury
Department, has these interesting effects for individual taxpay-
ers: for a taxpayer in the 70'T bracket, the benefit is the equiva-
lent of a 10'.." investment credit (assuming an expenditure with
a 20-year life and discount rale oi tol'); for a taxpayer in the
20'! bracket it is the equivalent of a 5'1 credit. In terms of
interest costs on a loan made for rehabilitation purposes, the
benefit of five-year amortization is equivalent for tin- 70'/i bracket
taxpayer to reducing an S'T interest charge to 3', ; for the 20'f
bracket taxpayer it is equivalent to reducing the charge to

rite inequitable effect of this tax incentive device is not
mentioned either in the proposal or in the commit Lee reports ex-
plaining.

It is tint., clear that most tax incentives have decidedly ad-
verse effects on equity as between taxpayers on llic same income
level, and also, with respect to the individual income tax, between
taxpayers on different income levels. As a consequence of these
inequitable effects, many tax incentives look, and are, highly ir-

IBTax Reform Hill of 1 ifm UK. 11,270, otsl Com;, isf Sens. J 017 (1969).
The provision was nol retained in llic final leuirl.iiion. i

A similar unfairness existed in llie proposed deduction for transportation ex-
penses of I|and|rapged persons. Tax Reform Kill of u)fu), H R. 11,270, pis' Cong,,
Ist Sess. § a15 dyCo)). This piovision was not retained In the final legislation.

'S, 211, yist Cone,, ist Sess. futhy). _ _ _

*“'Canada appears lo lie shifting from tax incentives lo direct expenditures in
proviging giovem_ment assistance t0 regional economic expansion, Regional De-
velopment Tncentives Act ol inOS fiy, ¢."se. One reason given * llic ineffectiveness
» tax_incentives when new ventures are involved.

-max Reform Act of ugby.__l‘_hb. . NO. 111-172, 4 %2 1&1) (U.S. Com. Cuwt,
o Wb, Nrws No, 12 tDec. .fo," ii:fi<))), iwinuliiiK Int. Riv, Coin"or ups) S itv.

Sé fleuntiix n UK. vi.clo™/Viore llic Senate Cumin. oi I'iimnce, 91st

Cone, tsl Hess, it. 5, at .pjo,i-cS (1969) (Statement of Charles Davenport),
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rational when j»hrasc«l as direct expenditure programs struotured
the same way. rntleed, it is doubtful

that most of our twistin?
tax incentives would ever

have been mirndtuvd. let alone ac-
cepted, if so structured, and many would be laughed out nt Con-
gress. What JIb'W Secretary would propose a medical assistar.ee
program for the aged that cost .':cc million, and under which S.;o
million would go to persons with incomes over ~5c.cc c. and only
$8 million to persons with incomes under

w The tax pro-
posal to remove the 3C

iloor under tl;o tn-dii ,d expen.-e deduc-
tions of persons over 65 would have had just that effect.-1 What
ITMW Secretary would introduce a promom :;,;der whiiii Social
security benelits would be unaffected if the :n ipient s total in-
come including the benefit wore under «"uid be automati-
caliv increase by 147* if the recipient’s income wore between fooe
and Si,.100, by r5° ii between St.400 and di.1.0.and so on tip
to 70" if over Atoo,coo? That is the eifcci of th> present ex-
clusion from income of Social Security benefits. What Hi; I)
Secretary would suggest a housing rehabilitation sub.-idi/cd loan
program under which a wealthy person could borrow the funds
at y'< interest but a poor person would have to nay or ?
That is the effect of tlic five-year amortization of rehabilitation
expenditures contained in the recent Tax llcform Act. ’

This criticism — that tax incentives produce

inequitable ef-
fects and upside-down benelits

is valid as to the general run
of tax incentives.-™ 1i demonstrates why tax incentives make

“@Tax Kcfnrm Hill < 19010, U.K. i.i.-’70, 91st Co:.-;..
Tl e provision was not i-nnctcd.

* Tax Koiorm Art nt 1069, ILiii. I.. No. 91472,
I* An. Nr.ws No. 1: (J)ie. to, 10(19)).

Professor Henry Aaron uses this example:

5 91; (t'/ai).

>1 1 | S. Con:: C1:3(.

Yesterday on the floor of Commas, Senator 1linoe inn 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
month, are payalvic to aged couples where real income exceed- s.ca.070 Per
year. Tlic smallest benefits, Si.| per moillh, would lie payable to couples
with income between $1,(ico and Sj/ioo, Widows, widoweis, and unmarried

aged persons would receive half as much as coupler. No benefit' would he
payable to those with very low incomes.

Professor Aar .1 stales this is a way of dosrrlbing the (then) additional $fico per-
sonal exemption for the aped. Aaron, Tux Exemptions — Tin® .i1rdnl /n, Tuans™*
action, March, 1069, at

an In the case of the corporate income tax, the absence of the progr.dve rate
structure of the 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 corporations receive a S,f- benefit
(absent the surcharge) and the smaller corporations only a 2:'! benefit. Corpora-
tion's incurring losses may receive no benefit. The use of a tax credit rather than
a deduction would eliminate the first aspect, hut would probably leave the loss

corporation without assistance, since tax incentive credits in exce-:s of tax liability
typically are not paid out.
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high-incnmc individuals still better off and result in the paradox
that we achieve our social goals by increasing the number of tax
millionaires. The marketplace does not work this way — for the
individual who earns his profits, even high profits, by meeting a
need or desire oi society, finds his rewards subject to the pro-
gressive income tax. The economic system is thus functioning
as it. is intended it should, and the tax system, which acts as a
control, is also functioning as intended. Hut when rewards are
in the form of tax incentives, the latte* control is eliminated, and
tax millionaires are produced.

The financial assistance afforded by the incentive, with the
purpose of making profits high enough to induce the desired
action by the taxpayer, is not itself included in income. The
tax incentive thus provides both financial assistance and freedom
from taxation. That freedom itself means much more to the
well-to-do individual than to one in the lower brackets. The tax
incentive is thus a method of reward and assistance that is just
upside-down from the way lhe country decided — when it adopt-
ed a progressive income tax — that the rewards of tlic market-
place should operate in combination with the income tax. The
use that has been made —and is being made — of tax incentives
is thus destructive of the equity of a tax system. This is illus-
trated by the Treasury Department's first proposing a housing
rehabilitation tax incentive and then having lo suggest that the
incentive is a tax preference which must be guarded against by
including it iu a minimum tax structure designed to prevent the
wealthy from r.raping all tax burdens.-7 The use of the direct
expenditure route would have prevented this particular under-
mining of the tax system.

In some cases, however, tin; tax incentive could he fashioned
to avoid this criticism, though the. result would he a different
program and one structured more closely along direct expenditure
lines. For example, mpo-v in the case of the exclusion of So-
cial Security benefits, that a uniform tax credit was used instead
of the exclusion, the lax credit was included in taxable income,
and any unused credit was paid to the taxpayer. This would he
the equivalent of a direct expenditure program for all aged on a
per capita basis, with positive taxpayers receiving a diminishing
final share depending on their tax bracket, and those aged out-
side the tax system receiving their full share. The elements of in-
equity would he removed and the tax incentive technique would

o7 S\ iitide by Rilecn Slitikil>in w N.Y. Times, Ike,  1uo, it s, col, o
("TInne lie four orlier major new las loelerences in flic bill: tax incentive* (which
Is what |)ie(ercnces alwayS_arc ;a ilni Imth) aimed at stimulating . . . the rc
iuhililatitn ‘of old residential housing . . .").
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be on the same footing as a direct expenditure under which each
aged person received the same per capita amount, fndccel. this
is how tax incentive programs shouhl he structured if they are
to In* equitable and not involve the unfairnesses described. But
this approach may only rarely lie feasible given its novelty and
the difficulties involved in convincing the business community
and others who are the beneficiaries of tax incentives, let alone
the policymakers in Government., of the appropriateness of mak-
ing such changes as including the tax incentive amount itself in
taxable income.-"*

As an aside, we can here see the importance of distinguishing
tax expenditures and tax incentives -—so-called special tax provi-
sions— from those provisions considered a proper and necessary
part of the structure of an income tax. |If an item is properly
deductible in the latter sense, it. does come off at the taxpayer -
top tax rate, and its benefits arc confined to those who are tax-
payers. Given the decision to have tin income tax tit til!, the re
suit, is equitable, within the concept of an income tax. An income
tax is a tax on net- income and not a tax on gross receipts; there-
fore the deductions from gross income required to produce the
net income base must he allowed. Those deductions, generally
speaking, are the expenses and costs incurred in the process of
producing or earning the gross income teceived by the taxpayer.

Tims, consider the deduction for moving expenses; it is a
deduction and so bcnel'us a taxpayer (reduces lii> tax) in ac-
cordance with his marginal tax rate. It also benefits only tax-
payers: an employee who incurs moving expenses, hut whose
income is so low as not to leave him taxable, docs not obtain any
benefit or assistance. This is the correct re.-ailt under a positive
income tax system if Hie moving expense should properly he
taken into account in the measurement of net income, as it .m- .od
be if it is an expense in earning income rather than a personal
expense. If it is the latter, the deduction is a subsidy or tax
expenditure, inequitably cast, to induce labor mobility. Actually,
the moving expense deduction is at the frontier of the positive
income tax structure; a gradual shift is occurring, and such ex-

mi\here Itie Inx incentive amount is similar to a_ IQiitriliuiion lo capital,
would fint I in, ludim in memnc lull would rediue Itie hasii of property related
lo the- contribution. ('(iH/uoii Int. 1dv. Owr, ur not ¢s 1S .p0te). . . .

_There arc oilier ways lo slutrliire a special lax pi |Vf$|m| lo eliminate iiu'ijuiiii*
loir example, [lic. -vstem of special had debt le-e-vos *ur nnano il institutions could
lie handled hy allowin'! (lie ileihnlinn of ihe sp, cial iimHvi- h then leijuirimt_Ihe
tax savings I lie invested in special icderal lionds ihiii do not carry interest. This
approachis now used iu the lax treatment of speiill n-erves for mori MKC in-ur-
ame comﬁanles. »C Horst. Wavs & Mia.ns Ciimm . ms| Cunit, ial S Cnitmi

Stati-s Thkasphv I)i.AITMEvr, Tax Kuoum Smuts Wn I'lmrostis, i — at
(Comm. Print 1969),

'A-(turner LW W rS0 " intit-Fi-wy—ev.iwm rmen —eriiires -lace* KV .HO".-eaw-1 #VT!v,
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penscs art* coining to be regarded as a factor proper and necessary
to the measurement of net income.*"

j. Tax Incentives Distort the Choices oi the Marketplace
and Produce Unneutralities in the Allocation of Resources.—
This criticism is in ON€ sense always valid, because that is what
the tax incentive is designed to do. Generally, the critic is also
faying or implying that the distortion introduced by the particular
incentive is undesirable for various reasons. |In large part this
criticism is true oi many existing incentives for reasons earlier
described. The criticism has relevance because the distorting ef-
fects of tax incentives often pass unnoticed, but the criticism is
of course equally applicable to direct expenditures, some of which
certainly are unwise. Again, we are not here concerned with the
overall role oi government or the extent to which and under what
circumstances financial assistance is desirable to induce private
action different from what the marketplace would provide. This
criticism thus does not per se tell us when one «r the other tech-
nique should be used,

It is interesting to note that even within the area sought to
be benefited by the tax incentive, the design of the incentive may
push or pull in unneutral directions, which may or may not be
desirable. Thus, a tax credit for pollution control facilities fo-
cuses on expenditures for machinery as the method of control
lo the exclusion of other methods, such as a different choice of
materials involved in the manufacturing processes."" A tax credit
for businesses located in urban slums may focus concent ration 011
monetary assistance to the neglect of the provision of technical
assistance.

1. Tax Incentives Keep Tax Rates I/it'h hy Constrictin': the.
Tax Rase an ' Thereby Reducing Revenues. — This criticism of
lax incentives states a fact that many overlook in their advocacy
of tax incentives. liie lack of an explicit accounting in the fed-
eral budget for the tax expenditures involved in tax incentives

<Slt* T:i\ Reform Act of n/nj, I'tth. 1. No. o 1-17* >-tt d'.S. Com: Ciino.
X At Niws No. 1: (Doc, so, IP/mp (era_ndm% (lie deduction and extending it to
include seIf-emPoned individuals). Then* is a fazy line lieHtcen 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 o E)rowdm comfortable Wotkiim conditions iu, an office are business;
weariiu; nice clothes at tvm, U a personal expense hut wealinu uniforms is a busi-
ness expense. Tho bordcilings that evolve are a part of the “generally acoepted
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 tir removal of imperfections in the (hsiitn nf a
roper tax structure that inhibit their activities. see, eg. the discussion of the
Furemt Investors Tax Act ol iijfifi, in Stone, sufita note 7, at fipx

w Sir W||50n, Tax liiinithi< ami Pollution, In Inci.ntivis Symposium.
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ami the lack in most cases of an accounting in the fax statistical
data. combine to cause many to forget that liollars arc being spent.
As a consequence, the criticism that is made against direct ex-
penditures— that they keep our lax rates high— is often lost
sight of when tax incentives are involved. This criticism of tax
incentives is thus a useful reminder that government funds are
being spent, and that therefore whatever degree of scrutiny and
care should be applied to direct expenditures should also be ap-
plied to tax incentives."l Tax incentives are usually open-ended:
they place no limit on how much tax benefit a taxpayer can earn.
Hence it is difficult to foretell how much will be spent by the
Government through a particular incentive. It is difficult in tne
nature of tilings to structure most tax incentives in order to pro-
vide a limit on their use. Tims, tax incentives are much like the
uncontrollable direct expenditures in the budget.

in the end, the issue is whether. a-* to any particular area,
we want direct government provision of services or goods, gov-
ernment financial assistance (subsidies) to encourage and assist
private action to provide the services or goods, or reliance on
private action unaided by the Government, if we choose gov-
ernment provision or assistance, then dollars must lie spent, and
whether they arc* dollars forgone through lost lax revenues or
dollars spent directly through direct expenditures, tire effect on
tax rates will lie the same. So also will the effect on the econ-
omy if the government, program succeeds, aml the resultant effect
on the revenue base and tax rates of the increased economic
activity that such success may mean.

C. SinnDiary of Asserted Virtw. and i'ices
of Tax Incentives

This description of tho virtues and vices of tax incentives
these conclusions: tho . .Cried disadvantages — waste, in-
efficiency, and inequity — arc 'rue of most tax incentives existing
or proposed because of tho way they are structured or grew up.
The whole approach to tax incentives — one of rather careless

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 | require mi Federal appropriations.” 115 Cost.. Ki.c. S53.10 Qdall ed.
May 900(1 f this is intended lo convey the idea that covernmtsil funds are
not licintr itmm. it is subject to the criticism o.| this pace of the test. If it is in-
tended to convey the thoui*nt that such legislation can he passed more gmpkly
than direct eerndlture IeKL-Iahon because no appropriation hill is needed, it i
really an attack on the whole process of appropriation bills. Ii It is intended to
convey tie llioupht that tiie t.'onyress will spend lax expet* ' turn dollars hut not
direct expenditure dolluis, it appears to charge the Cornu  with beiuq irrational,
as to which see pp. 7J.-5.1 injr.i.
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or loose analysis, failure to recognize that dollars are being spent,
or to recognize the defects inherent in working within the con-
straints of the positive lax system — has produced very poor
programs. But ii the problems were recognized and ij care were
taken to design tax incentive programs that one would be willing
to defend in substantive terms were the programs cast as direct
expenditure programs, then these disadvantages would not be
involved, except to the extent that <hey are inherent in govern-
ment assistance itself. These are large conditions, and in some
cases would be hard to bring about. For example, it would not
be easy to give tax benefit assistance to groups outside the tax
system but performing desired activities, such as local govern-
ments or tax-exempt organizations hiring the disadvantaged —
direct payments outside the tax system would he needed. And it
would not be easy to design tax incentive programs which were
not inequitable as between taxpayers in high and low brackets
and between taxpayers and nontaxpayers. Indeed, there is no tax
incentive in existence or proposed that meets the above standards.
But for purposes of comparison we are here assuming that the
standards could be met under some tax incentive programs.

Similarly, the aSSerted advantages of tax incentives — greater
reliance on private decisionmaking and less detailed require-
ments— to the extent that they arc true in fact (and they are
often only illusory® are really criticisms of the complications
and supervision built into direct expenditure programs, or else a
reflection oi the structural weaknesses oi the tax incentive pro-
gram. depending on the amount of detail and supervision ap-
propriate i; the particular program. |In a rational world, one
should assttnu that if alter careful study it is considered that
certain complexities and details are not needed and can be left
out of a tax incentive program, then they should and can simply
he dropped from the direct expenditure program. Again, this may
he a more difficult condition than appearance suggests, but it is
probably less ditticult to bring about than tho conditions for re-
pairing tax incentives, or at least no more difficult. Again, for
purposes of comparison, we tire also here assuming it can be done
in direct expenditure programs.

1). What la Lost by Using a Tax Incentive. Rather
Than a DIIeCt Expenditure

Given, under the assumptions just made, the same substantive
program, under which government assistance in the same amount
is being given in ways and to persons lhat would be equally
acceptable whether lax incentives or direct expenditures wore
used, what factors should determine the choice of framework for
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a particular program? We can approach th:s rjmisti*ut hv asking:
what is lost if the tax incentive technique is used? There are
several answers.

i. Tax Incentives, by Dividing the ('onsidcration end Admin-
istration oj Government Programs, Contuse end Complicate that
Consideration in the Congress, in Administration, and in the
Cudgel Process. — Let us start witli tin* congressional considera-
tion of tax incentive programs. Rv deiiniiiim. -uch programs are
designed to induce action to meet a particular social goal — man-
power training of the disadvantaged, education, housing, pollution
control, or business location in desired areas, to use some recent
examples — and would not lie a part of the tax structure were
they not deliberately cast as tax incentives. Such governmental
programs would normally be considered by the appropriate con-
gressional committee charged with tin* legislative area involved:
the House Education and l.abor and Senate Labor and Il'ublic
Welfare Committees, the House and at mile Ranking and Cur-
rency Committees, the House and Senate Interior and Insular
Affairs Committees, the House Interstate and Foreign Commerce
and Senate Commerce Committees, and so on. These committees
are responsible for overseeing ami developing legislation in their
jurisdictional fields, and so arc able to coordinate the (iovern-
ment's programs and policies. Tax legi hition. however, goes to
the House Ways and Means Committee and the Senate Finance
Committee. These committees would normally not consider the
substantive areas involved in tax incentive programs. Tax incen-
tives suddenly charge them with acting on Mibstantive matters
outside their fields of responsibility si- >lv Ixraii-c the program
uses the tax system. Although tax committees are highL com-
petent in tax matters, they do not have as much insight, into these
programs as the legislative committees normally handling the
programs. A similar situation would prevail ii the latter com-
mittees were suddenly to legislate on technical tax matters. More-
over, the tax incentive program considered by the lax committees
would he isolated from tite regular (low o' legislation and activity
in the field involved, and this isolation could make coordination
and the consideration of priorities ditTuuit, The purpose of the
congressional committee system is to distribute expertise among
the members of Congress. To east solutions to social problems
as tax measures and exchange expertise in those problems for
unfamiliarity is, to say the least, both disruptive and unproduc-
tive."* Moreover, the jumbling of a number of different incentive

4J'tin" _ out refillm act is an ol .ihe to ly jmtymenis tiru may re-
wire from Iliis — Ii'iu. Without an){ study at all ir Wo “am! Means thmimitt-v, in
ilealivj; witli that measure, cnmnuiltcii llie Govemmi it to an uxs'emliluri; of nearly
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programs in the tax committees would inevitahly set in motion a
‘dog-rolling’L process, in which careful consideration would be
displaced by trading for support among members. Such a process
is difficult to control once a committee is operating outside of its
area of expertise and with no clear limits of subject matter to
restrain it.

These difficulties could perhaps be overcome. Tax committees
might refer incentive proposals to the appropriate legislative com-
mittees and accept their judgments, or both groups of committees
could consider the matter jointly. Approaches like these are some-
times used in areas where a trust fund having earmarked taxes
exists, but the system is awkward and leaves unanswered ques-
tions— for example, which committee would exert continuing
oversight over the program? Given all the trouble and care that
must be taken to patch up an arrangement basically at variance
with the normal practice, what is gained by choosing that arrange-
ment in the first instance and thereby dividing the governmental
consideration of the program?

Much the same can he said about the parallel effect at the
administrative level. Social programs are normally administered
by executive departments such as l.ahcr, HEW. 1IL’I), and In-
terior. Taxes are administered hy the Internal Revenue Service.
A social program cast in tax terms must in the first instance lie
administered by the IRS, whose expertise does not extend to
these other areas. Problems of lack of coordination with other
substantive programs would also arise because of the isolation of
tax incentive programs. Again, these difficulties could be patched
up to some extent —and probably would have to be — by having
the appropriate executive department provide some, guidance to
IRS. but why the divided arrangement in the first place?

At the budgetary level such a division of responsibility makes
oversight and control more difficult. Budgetary problems exist
even where several relevant executive departments have a hand
I> the same program m- area. The difficulties tire compounded
when one of the agencies (IRS) really doesn't belong there in
the first place, and when it distributes the funds by lax reduction
iather than direct expenditure.tt Our present budgetary process

It a tuition dollars on pollution outttol facilities installed hy industry, Without
me only w i B vicisiw induced (lie committee to_ imiunit clie r@Ncrnm_cnt
11 Ui expenditure of over sivo million for the rehabilitation of rental housinc.
Wither action war taken whii snv icitard to lic overall Euorm_cs in the pollution
Tt [arm/ hoipinu areas.|.Vq Slltj/lgy Inhrii)l Tiix unit 2.4 i\, Some ,h/ici/i
fin fle o |SLIMS 1 <uarg). .
~ "One ftiefed ill lliu administration of lax incentives hv the IRS is Ihat the
Il S aaiis Ue "Income oriend” am! tend (0 look askance at tledinliomt and
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badly compounds these difficulties by giv.ng no recognition or
accounting to what is being spent nn existing tax expenditures.
Until ig6S, when the Treasury Department published its analysis
o1 tax expenditure programs and a Tax Uxpenditure budget,
there was no accounting for the existing tax incentives. The
necessary data were not available to the public and not compre-
hended within the Government. No one really knew what was
being spent through the tax system or for what purposes.'l

An additional problem is the difficulty of coordinating the
treatment of tax incentives with die overall handling of direct
expenditures. For example, when overall expenditure limits are
directed by the Congress or when die President decides to cut
expenditures it is essentially impossible to apply the. restrictions
to tax incentives. So far none of tho various expenditure control
tax incentives. So far none of the various expenditure control
devices, such as those voted in recent years by the Congress, Dive
in any way affected tax expenditures. \Kt had these tax programs
been structured as direct expenditures, they would have had no
such immunity. In substantive terms they do not merit that
immunity any more than the direct expenditures, yet their tax
clothing shields them. For similar r* 1+ 'ms. tax incentives are not
covered by the annual budgetary review process; die bureau oi
the budget doesn't even know about many o’ than, or how much
they cou. We do have ‘uncontrollable” areas in the budget,
such as interest on the public debt, and since they can play havoc
with a budget, an effort is made to keep them to a minimum, and

suit in uneven administration of incentive prmer.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_pml,lvins 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 a%ency 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 _a[qenues,
such as the Department of |.ahor, have inspection or audit systems, and still"others
could develop them.

wu See /i (IIIII);] 0N Economic Annlvn't tint! Efficiency in (iovernnn nt hV/ore the
Suhromin. on Economy in (ioVfrnincnt oj ke Join! Etonomic Comm., OUt COne,,
isl Sess. (I'ffiip (statement of Stanley S, Surrey on the Tax Kr.penditure liudeet).
It is sometimes said that n tax incentive Has the advautace of V‘\‘/ﬁermanency’z
since tax provisions ?enera_lly are only mfreguently reexamined, where it dirgct
expenditures are usually reviewed annually, and that”some programs to he effective
require such permanency.. However, if, ‘& a yenei d matter, periodic review »f
(fzovernment expenditures is considered desirable, no f)ro_vram should he removed
rom that scrutiny except for cumpcllim; reasons. If in a particular case such
reasons are determiined 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 t0"prevent periodic review
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at least to identify them and try to estimate their effect, Hut in
the budget process this is not done for tax incentives.

Overall, therefore, a resort to tax incentives greatly decreases
the ability of the Government to maintain control over the man-
agement of its priorities. This is true both as to the substantive
programs to be introduced, modified, or dropped and as to the
amounts to be spent in particular programs and areas. These
consequences run counter to the whole thrust oi our concerns with
the ordering of national priorities and with the wise allocation of
our resources, which we have come to see as limited and therefore
in need of careful management.

Some of these difficulties could be met. Tax incentives could
be identified, amounts estimated, and the data incorporated in
the budget. Unless this is done, comparisons of tax expenditures
and direct expenditures must be comparisons of hidden programs
with open ones. But even after such clarification, further diffi-
culties would remain. Perhaps the President could be given au-
thority to treat the tax incentive funds as direct expenditures for
budgetary control purposes, and the incentives could be .struc-
tured as far as possible to have them fill in the controllable rather
than the uncontrollable expenditure pillern. Perhaps Ihe lax in-
centive programs could be gi\ u ye; rlv or biannual expiration
dates, so that they could be reviewed in ihe same way as direct
expenditures under the appropriation and budgetary procedures.

But these solutions, like those available for ihe problems of
congressional consideration and administrative operation, raise
the question, what is gained by turning what would normally be
a direct expenditure program into a tax incentive program and
then trying to structure the program so that it ran nevertheless
be handled as a direct expenditure program? Why the detour
through the tax system? Why inject the lax system into the pro-
gram. when the program can be effectively structured without it?

v. 'l'ax Incentives Will Not Improve, the Tax System mitl Arc
Likely To Damage It Significantly. — Certainly the tux system
does not gain when expenditures are made through lax incentive
programs. We have already seen that tax incentives are inimical
lo the equity of a tax system—eindeed, in a sense that is neces-
sary lo their purpose and function. Moreover, the tax system is
complex enough as it is, and to have a large number of tax in-
centives side by side with ihe provisions making up the structure
of the tax itself can only cause confusion and a blurring of con-
cepts and objectives."™*' Tax incentives make it more and more

Al tins turn pointed out it Phrtbink tlic itsslslaiuc’ in tmio of tat. lenclils
may in some cases make it so ilinii nit for potential ticndiciarios to determine tin-ir
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difficult to distinguish between what is subsid" ami what is proper
structure. This is especially so where the tax incentive is not
identifiable as such but is merge'i into a provision that has a
genuine relationship to the measurement of net income — as is,
for example, the subsidy involved in accelerated depreciation for
real estate, since some degree of depreciation is appropriate.

Tt is no answer to say, as da some cynics, that since the tax
system today has so many special provisions there should he no
objection, when worthwhile programs arc involved, to adding still
more to the heap. Rather, the effort should persist to contract
those existing special provisions that are improper and wasteful.
We know from long experience that provisions can he enshrined
in tax laws far past their usefulness and long after their defects
become clear. We should not, when alternatives are present,
freeze in more special provisions, especially mih ¢ programs in the
complex areas of social policy to which many tax incentive pro-
posals relate are essentially experimental in nature.

Wimt Is Gained — . [Hcgedly - W I.'siin; a Tax
Incentive Rather Titan a Oirei t I-.xpeniH/me

Thus, a great deal is lost when tax im . olives are used. What
is to be gained by that approach cnmpmv | with tlic direct ex-
penditure approach? Some have advanced answers which are
essentially political in nature, and, T think, rooted in illusions or
irrationalities. Professor Aaron lias observed that the popularity
of the tax devices “derives from a peculiar alliance among con-
servatives, who find attractive the alleged reduction in the role of
government that would follow from extensive use of tax credits,
and liberals anxious to solve social and economic problems — hy
whatever means — before il is too late.”"" We have already dis-
cussed the illusion that tax credits for social purposes are simple
and removed from the bureaucratic hand The second illusion in
the above argument is that the Congress will vote dollars through
tax incentives that it refuses to appropriate through expenditure
programs. Just why a Congress that focuses on the matter should
be so inconsistent is not explained. Certainly many members of
tax committees, such as Chairman Mills, have recognized that lax
incentives do involve expenditures — “back-door expenditures” in
his words — and that a legislator concerned with expenditure
levels and expenditure control should not. while holding the front
door shut, let hidden expenditures in through Ihe hack door. Hut
perhaps irrationality will govern: perhaps administrators and

rewards tlial they will fait lo lake ndvaniaec of ihem. cr. Stone. note 7,
at fiyv, o
Aaron, jh/'oi nolo at s.



r.1.y INCENTIVES

legislators will devise and accept programs structured as tax pro-
visions which they would reject as direct expenditures, or will
refuse to improve direct expenditure programs, or wili spend
money through tax incentives that they would not appropriate
as direct expenditures. In that event, rational consideration will
not change matters.

There is another answer, which also appears to he irrational
or illusory. This is the claim that businessmen respond to tax
credits but not to other forms of government assistance; that
there is a glamour and magic possessed by dollars of tax reduc-
tion that will attract the businessman who would pass up dollars
offered through direct expenditures. To the extent that this an-
swer rests on the belief that tax incentives arc really simpler,
or that complexities can be sheared away only if lax incentives
are used, it rests on beliefs already discussed and found either
unrealistic or true only if the underlying government policies are
themselves irrational. To the extent that the a...aver rests on the
claim that business regards tax incentive dollars as “clean dol-
larsT — just part of a tax computation — but sees direct expendi-
ture dollars as somehow unclean because they are a subsidy, on*
can only answer that business probably does not respond this
way. or that if it does, it is behaving irrationally. Experience
with direct subsidies — the SST program for example — suggests
that business firms an? willing to and do calculate prolit prospects
in the light of government subsidies. Similarly, the argument that
business is familiar with tax credits — though until the invest-
ment credit there were no credits widely used in the corporate lax
system — but not with other forms of government assistance is
certainly not always true. Lack of business familiarity could be
overcome by publicizing direct subsidies. The manpower training
credit proposal quoted earlier suggested that "the Department
of Labor . . . be required to make |the proposal's] provisions
known to the unemployed and potential employers in the business
community.™ |7 Such a duly could equally well be placed on that
Department if it were administering a direct expenditure pro-
gram.

There may bo an aspect of this asserted preference for tax
incentive programs that is not illusion or irrationality, but more
serious. It may be that legislators and the beneficiaries of tax
incentive programs— businesses receiving accelerated deprecia-
tion or percentage depletion, state and local governments receiv-
ing tax exemption on their bonds — fear that once the public is
fully aware of the amounts involved and can weigh expenditure
costs against benefits received by the nation, tlu: tax incentives

a'n$S Cono. Kie. Ssa”j, Sj.uo (daily cd. May s, 1)s9).
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will be found wanting in many respects. In this view, the deeper
the incentive is buried in tax technicalities and tax terminology,
the more it looks like any other technical tax provision, the
more it partakes of the protective coloration of the tax law that
can he obtained by such outward similarity to ordinary tax pro-
visions, then the more desirable the tax incentive becomes. The
public must die: hard and deep to find the subsidy and evaluate U.
lint such an approach to government expenditures — the prefer-
ence for the hidden subsidy over the open subsidy — is contrary
to ail experience with budgets, and to efforts lo achieve a rational
use of resources. If this is the argument for tax incentives, it
should not he accepted.

[Il. Conclusion-

What, then, is the balance sheet regarding these two methods
of government assistance, direct expenditures and tax incentives?
Lconclude from the above observations that, as a generalization,
the burden of proof should rest heavily on those proposing tiie
use of t1 max incentive method. In any particular situation—
cerlainh v new situation — the first approach should he to ex-
plore the various direct expenditure alternatives. Once the most
desirable of these alternatives is determined, ii one still wishes
to consider the tax incentive method for the same substantive
program, the question must, he what clear advantages can be ob-
tained by using the lax method. Again, as a generalization, |
thinl; it unlikely that clear advantages in the tax incentive mcth-
od will be found. Moreover, I stress strongly that the advantages
must he clear and compelling to overcome the losses that accom-
pany the use of the tax incentive, even the well-structured iticen-
tive. The problems of achieving a well-structured incentive arc
in themselves formidable, liven assuming Ihat such problems as
unfairness and windfalls are overcome, there are still the losses
and drawbacks we have described: confusion and divided author-
ity in the legislative and administrative processes, difficulties in
maintaining budgetary control, confusion in perceiving and set-
ting national priorities, and dangers to the tax structure itself.

It could be that a program of government assistance that is
broadly based, relatively simple, and properly structured can be
more readily administered if joined to the tax system. Some luive
defended the deductions for charitable contributions and personal
interest and taxes ou this ground, though pointing to the need
to correct abuses and recognizing that the corrections would
make the tax incentive more like a direct expenditure program.
Others have defended the investment credit for the same reasons,
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again with a recognition that improvements can be made.3 But
none of these incentives has had to meet the test of comparison
with a carefully structured direct expenditure program. Only
after that is done can we reach the point of well-informed choice.

These are general guidelines; there may be particular cases
to which they do not apply because special considerations are in-
volved. Even so. cate must be taken to look hard at special con-
siderations advanced as reasons for an exception to be made "in
this particular case.” The legislative halls are crowded with ad-
vocates skilled in tying their problems to the last exception and
in devising techniques to make each step from tire last precedent
appear to be only short, logical, and harmless. Our gaze can thus
be averted from the constantly widening gap between proper tax
structure and each additional special provision.

One question raised by this discussion especially merits more
research and thought. Just why is it that in many cases legisla-
tors appear willing, with hardly any thought, to accept an expen-
sive tax incentive program when they would just as quickly reject
a similar direct expenditure program, even a much smaller one?
Why do they require lengthy study and analysis of direct ex-
penditure programs before legislative and appropriation commit-
tees while they are ready lo enact tax incentives o no more than
generalizations and hunches? Is it that they do not realize, or
stop to think, that dollars are spent by tax incentives? Is il that
tax bills are so complicated that hardly anyone studies them un-
less prodded by :m industry or taxpayer that is hurt, in his lax
pockctbook, and that therefore provisions dispensing largesse
slide by — although this would he a case of the proper concession
of tax expertise to the lax committees papering over their lack of
expertise in the areas involved in tax incentives. Is it that the
legislators know full well what is involved, despite the complexity
of lax bills, but believe the public will not perceive what is being
done because of the complexity of tax hills and because tax ex-
penditures do not show up in the budget? To claim this would
almost be to claim that any expenditure of funds is acceptable to
a legislator - - ti e more money to constituents the better — but
most lcgisk.'ors do not follow this principle.

We could ask similar questions about administrative agencies.
Just why do administrators of direct expenditure programs al-
low tax incentive proposals to be pushed when the funds involved

Indrril, the relative simplicity of Iliu investment credit, which is applied with
very little Kipeivision, iniv have misled businessmen into Iliinkinu 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,
>¢ Uranium, supra note 10.
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in such programs could be used, and probably much better used,
as coordinated parts of the direct expenditure programs? s it
that their policy is to accept gratefully contributions from any
source? Is it that they will not fare up to tho need either to im-
prove the direct expenditure program or squarely demonstrate
the erratic and wasteful character of tho tax incentive proposal?
Is it that they arc sometimes negligent in their legislative intelli-
gence and are simply left at the legislative starting gate when the
lax incentive is adopted? And why should a Treasury Depart-
ment which is charged with preserving the integrity of the tax
system ever willingly propose or accept a tax incentive solution
except in the unusual and rare situation when a tax credit may
possibly be properly tailored, and better suited to the purpose
conditions which do not appear lo exist as tit any of the recent
proposals?

Witli new situations — that is, new or expanded government
programs — we arc in a position to follow a rational course in
choosing between these methods. During the lobe's, as attention
turned increasingly to government financial assistance to meet
urgent social problems, almost every problem brought proposals
of a lax incentive as the solution; often the tax incentive was the
first solution to be advanced. The Treasury Department re-
sponded by pressing the White Unu-e .uif and other agencies
to devise, with the Treasury, non-tax alternatives for comparison
on a cost-effectiveness basis. For example, the Treasury, with
LMW, developed the federal guaranteed student loan program
and expanded scholarship and work programs, so that they could
bo pushed in opposition to a tax credit for college tuition. In the
manpower liold, the Treasury urged strong and expanding fed-
erally-supported training programs which could be advanced in-
stead of a tax incentive. The skepticism with which specialized
tax incentives for social problems were regarded by tlie Treasury
together with a realization that a negative answer to proposals of
tax incentives did not solve the problems, thus led the Treasury
to be a strong force within the ("lovcrnmont in developing and
pushing direct expenditure programs, both to counter lax incen-
tive proposals and to move forward to meet the problems in other
ways.

With existing tax incentives, the task is one that falls in the
category of “tax reform,” where progress is difficult and slow?1

.. *"Tliit updo Tax Unrollm Snintui and I'iioi'-ms, swsra nolo 10, relae! in the
Libe of lin: income tax almost entirely In lax iiu. iiiive and involved vatyvine de-
crees of r.ralioi; down and restructurim;. only a few of the proposals related to
Infects in the fitlin; loeollter of the tax structure proper (for example, multiple
corporation_provisions ami mineral proiiuriiog painnnt provisions) or ilianires in

lire application of Ihat structure, such as elimination or reduction of lax for lliose
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This is especially so with incentives which have long histories. We
do learn as the tax years pass by: the newer tax provisions are
in general more carefully tailored with an eye to many of these
problems than their predecessors. For example, compare the
moving expense and medical expense deductions with those for
personal interest and taxes as originally adopted. Or compare
the structure of the 7'< investment credit with the provision for
accelerated depreciation for real estate as it appeared in i0jg.o
Unfortunately, we also can forget what we have learned, as the
earlier discussion of the upside-down structure of the new five-
year almortization for housing rehabilitation expenditures indi-
cates.

It seems likely that tax reform for many existing incentives
will be in the direction of contracting the area of incentives by
reducing the number of those eligible for benefits, reducing the
extent of the benefits-, and removing the undue advantages granted
upper income groups. The degree of change will presumably
vary with the breadth of Ilic incentive: those that involve speci-
fic areas and provide lax benefits for a restricted group — for
example, accelerated depreciation for real estate and the natural
resource provisions - will, or at least should, lie subject to serious
cutbacks in scope and benefit, whereas incentives with broad
reach— for example, the charitable, interest, and tax deductions
— will be scrutinized for particular abuses. This, in general, is
the tenor of the 'Pax Reform Act of 1960,

Once we begin to recognize that the existing tax incentives
represent expenditures of funds that in many cases should be
dispersed directly, we must develop legislative and administra-
tive techniques lo move the funds involved — to the extent that
government assistance is still considered desirable — from the tax

la-low or around poverl" iniome levels, This heIPs place in [J_erspectwe llic whole
matter oi lax reform Thu t t a x reform act also follows lliis pattern, and most
of its major reforms © isist of reducingtho. scope of emstm_g lax incentives, such
& those “u-latiiig la n | estate, finaricial 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. o o
. 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 avmdmgz 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. _ o _ _

a1 The i9e0, Act introduced other undesirable tax incenlives, also using the five-

ar amortization technique; the provisions for pollution control facilities, railroad
ais, and mine safety equipment.
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expenditure bud?et to the reqular budget. The tax committers
or tlic bureau of the budget could indicate to the Congress and
the administrative agencies concerned the amounts involved in
Bartlcular tax incentive programs. A period of time would then
e allowed for the appropriate Ieg_lslatlve committees and ad-
ministrative agencies to develop direct expenditure programs,
and a time limit could be put on the duration 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. Certainl?/,
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 that probably would not he used at all if %e were able to
treat the problems fully as new Frqblems. Hut this is the path
of tax history and indeed all legislative history. Knowing ail this,
Itot us at least attempt not to repeat past mistakes in future solu-
jons.

The somi tux_ reform art puls five-year termination dates ot 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+77-t S 70, (Int. Kiv. Com: Or 195.. 5in..), $sM 'Int. Rkv. Cone
or 1954, § 167(h)), $ 705 (Int. Kiv. Conn or 1954, 5 1.\iy, 5 7¢? (Ini. Rtv. Com:
or 1954, j 1S7) (U.S. Coin: CoNii. \ An. Nrws No. 1 (lice. 30, 19191). The more
generous ptovision for recapture of depreciation ol federally assisted housin
prqe(ctg(_a)al(so)(h%s a five-year termination provision, ni. “” 5.1, nmfinsing
1:s0(a)(i)(c)(11).
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BETTYE FAHRENKAMP, Chairman pouch Vv

ROBERT H. ZIEGLER, SR., Vico Chairman STATE CAPITAL
DICK ELIASON JUNEAU, ALASKA 99811
PAUL FISCHER (907) 465*333*4
VIC FISCHER (907) 465*3835

BOB MULCAHY
ARLISS STURGULEWSKI

- Senate
Committee on Resources

minutes

May 16, 1983 Beltz Room
3:08 p.m. Room 211, Capitol

MEMBERS PRESENT

Senator Fahrenkamp, Chair Senator V. Fischer
Senator Ziegler, Vice Chair Senator Mulcahy
Senator Eliason Senator Sturgulewski

Senator P. Fischer

CALENDAR

HB 258 An Act establishing a special investment tax credit;
and providing for an effective date.

SB 272 An Act making a special appropriation for payment as a
grant to the Municipality of Anchorage for expansion of
the Ship Creek Treatment Plant and phase 1l design and
construction of the Eklutna Water Project; and provid—
ing for an effective date.

The Committee agreed to send a letter to the Senate President
approving the governor®s appointments to various boards and
positions, reserving the right to vote against confirmation.

SB 272

Senator Sturgulewski moved to report the committee substitute out
of committee with individual recommendations. The motion passed
without objection.

HB 258

Senator Eliason moved to adopt the proposed committee substitute
for discussion. The motion passed without objection.



Commissioner Bob Heath, Department of Revenue, went over the
changes in the committee substitute and explained how the
proposed state investment tax credit would work.

Senator Sturgulewski felt that very few companies would benefit
from the bill, and said that this would reduce tax revenues. She
felt the bill would not help the state in this time of declining

revenues, and said that no good case had been made for passage of
the bill.

Senator Vic Fischer said the bill was designed to promote econ—
omic development, but that the bill as written was an abomina-—

tion. He felt it could be amended to be a good bill, but as it
stands, it provides undeserved windfalls.

Senator Mulcahy moved to report the committee substitute out of
commiutee with individual recommendations. The motion passed
without objection.

The meeting was adjourned at 3:25 p.nm.
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BETTYE FAHRENKAMP, Chairman POUCH Vv
ROBERT H. ZIEGLER, SR., Vico Chairman STATE CAPITAL
DICK ELIASON JUNEAU, ALASKA 99811
PAUL FISCHER (907) 465-3834
VIC FISCHER (907) 465-3835

BOB MULCAHY
ARLISS STURGULEWSKI

Senate
Committee on Resources

MINUTES

April 29, 1983 Beltz Room
3:12 p.m. Room 211, Capitol

MEMBERS PRESENT

Senator Fahrenkamp, Chair Senator V. Fischer
Senator Ziegler, Vice Chair Senator Mulcahy
Senator P. Fischer Senator Sturgulewski
CALENDAR
HB 284 An Act designating the bowhead whale as the state

marine mammal.
SCR 19 Relating to a statewide system of trails.

HB 238 An Act establishing a special investment tax credit;
and providing for an effective date.

HB 284

Representative Fuller urged that the Committee support the bill.
He stated that the bowhead whale represents Alaska®s history,
culture and spirit.

Senator Mulcahy moved the bill be reported out with individual
recommendations. The motion passed without objection.

SCR 19

Senator V. Fischer said that the State has the authority to
coordinate a statewide trails system but has established no
policy. The resolution asks the Governor to develop a plan for a
trails systenm. There would be no fiscal impact, because most
agencies 1involved are already working on various aspects of the
system; it would be a matter of coordinating efforts. Fischer



moved that CS SCR 19 be reported out of committee v/ith individual
recommendations. The motion passed without objection.

CSHB 258

Deborah Vogt, Assistant Attorney General, said the bill 1is
constitutionally unclear, and explained this point of view.

Joe Donohue, Deputy Commissioner, Department of Revenue,
explained language suggested for a committee substitute.

He explained how the tax credit might work, and compared it to
the federal investment tax credit.

Rov Huhndorf, President, Cook Inletf"fteg.ion, Inc., explained the
bill"s potential to stimulate and broaden the Alaskan economy,
and urged adoption of the bill.

Dave Heatwole, Alaska Miners Association, said the Associati.on
had passed a resolution endorsing the bill, and explained how it
would benefit the mining industry. He opposed exempting sand and
gravel, and noted that the mining license tax would still
generate revenue to the State.

Wayne Allred, Northwest Alaskan Pipeline Company, provided
written testimony. He supported the tax credit without limita—
tion of the location of facilities. lie felt the bill, as writ—
ten, 1is discriminatory and unconstitutional, and requested all
geographical references be removed from the bill.

Jeff Day, assistant to Rep. Joe Hayes, agreed to relay questions
and concerns to Rep. Hayes.

The Committee adjourned at 4:40 p.m.



STATE oP ALASKA
DEPARTMENT OF REVENUE
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 wouldcreate 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 investmentcredit cf 18
percent of the investment credit allowed under the 1.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 I1.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 Positionof Department: The Department 1is naturally in
favor of encouraging thobest and highest use of the State®"s resources but
further analysis of the means proposed in the Bill 1is 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 Tacilities south of the Arctic Circle and mineral
development 1is in the best of the interests of the State. Sub—
section 6 finds that the establishment of the special investment
tax credit is necessary 1in order to promote and accomplish the
objectives listed in the first five subsections.

Section 2: Section 2adds a sentence to AS 43.20.021(d) whicheffectively
states that the Alaska Investment Credit which 1is normally
limited to 18% of the credit allowed under the I1.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 1.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 1is similar to section 3 but applies to corporations
putting 1into 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 Tfirst $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 vyear. 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 federalL 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 vyear. For example, ifthe .rporation above had a tax lia—
bility to the State of $180,000 fortax 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, theamount of the credit would be equal to
the full amount of thecredit allowed as to federal taxes under |.R.C. 8 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, 1if 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

4/4/83 -2- SS HB 258



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 1investment 1in 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 1in favor of the distinction for gas processing plants
because of the findings in S | of the bill however, no findings or intent are
supported for the Ilimitation on the exploration, drilling of wells, develop—
ment and mining of minerals and other natural deposits. The State 1is 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 S8 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 1investment
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.

4/4/83 -3- SS HB 258



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 8613(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) Alaska3 tax struc—
ture 1is 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, 1Inc., 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™ Tfor the proceedings of the
conference, after recognizing that Alaska* mining activity was at anall time
high, noted three obstacles to development of mineral deposits. The major
obstacle to development of mineral deposits 1is the lact of transportation
infrastructure. Another problem was that 1land 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 outof 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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