

Why Totals for Tax Expenditures Can Be Misleading


The methodology used to estimate tax expenditures can produce misleading results if the estimates for two or more provisions are totaled.  Depending upon the situation, the combined impact of two or more provisions could be more or less than the total of the provisions estimated separately.

When two tax expenditures overlap, generally the overlap is not included in either estimate.  If one exemption were repealed, the other exemption would still apply.  For example, the sales tax exemption for hospitals includes purchases that would also qualify under the exemption for drugs and medicine.  Neither the estimates for the hospital exemption nor the estimates for the drugs and medicine exemption include drugs and medicine purchased by hospitals.  Adding together the two estimates done separately would understate their combined impact.  

The graduated rate structure of the individual income tax is another reason that adding together tax expenditure estimates results in misleading information.  As income increases, the marginal tax rate increases.  The estimate for each exclusion and deduction uses a marginal tax rate appropriate for that provision.  If two or more exclusions or deductions were repealed together, the marginal tax rate for the combined impact would be higher than the rate used for each provision.  In that case, adding together the estimates done separately would understate their combined impact.

The itemized deductions for the individual income tax present another example of the distortion that can result from adding together tax expenditure estimates.  Because other provisions are held constant, the estimate for each itemized deduction compares the total of the remaining itemized deductions to the standard deduction.  For taxpayers who would lose the benefit of itemizing by the loss of that one deduction, the tax expenditure estimate measures the incremental benefit over the standard deduction.  Adding together the tax expenditure estimates for two or more itemized deductions ignores the fact that the incremental benefit over the standard deduction may be different when estimating them together compared to estimating each one separately and then combining the estimates.  
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