Introduction

Through its expenditures, a government is given
command over resources that otherwise would have
been under the command of the private sector. Gov-
ernment purchases are financed principally through
taxation; that is, the collection of resources from the
private sector to finance its purchases. Both tax col-
lections and government expenditures are recorded
and are therefore, referred to as “on-budget” items.

In addition to the on-budget, or direct effects,
governments implement taxes that alter prices. Ac-
cordingly, taxes have distortionary effects: the taxes
create incentives for people to allocate resources
differently than they would under a tax code with no
distortionary taxes. The distortionary effects result in
a different composition of goods being purchased and
in a different distribution of income. The size of the
distortionary effects depends on the tax code itself.
Unlike expenditures, however, distortionary effects
are not recorded as on-budget outlays. Thus, the dis-
tortionary effects are referred to as “off-budget” items.

Despite the apparent differences between
on-budget and off-budget items, there are some
important similarities. Most importantly, both on-
budget and off-budget items ultimately influence
the resources used by the private sector. The similar-
ity suggests that some treatment of off-budget items
is warranted, including how they are measured.

The purpose of this report is to provide estimates
of the tax expenditures. Broadly defined, a tax expen-
diture is a tax revenue that the government foregoes by
means of preferential provisions in the tax code. More
specifically, tax codes have special provisions—namely,
exclusions, exemptions, deductions, credits, and prefer-
ential tax rates—that affect people’sresource allocations
and the distribution of income. Government revenue
losses caused by these special provisions are referred
to as tax expenditures. Compared to direct govern-
ment outlays, special provisions free (read, effectively
lower) taxes and thus, allocate resources that would
have otherwise been under the government’s control.

There is some subjectivity in terms of identifying
what is atax expenditure and what is not. Governments
choose parameters of the tax code; in particular, these
provisionsare exclusions, deductions, credits, deferrals,
and preferential tax rates. Within this class of govern-
ment tax provisions, one can take a narrow or a broad
view of what constitutes a tax expenditure. Under the
narrow view, atax expenditure is reserved for changes in
tax code that are close substitutes for direct government
spending. Under abroader view, the notion of substitut-

ability is not restricted to some notion of closeness. For
example, to preserve historic buildings, the government
can purchase the buildings and thereby ensure their
upkeep. Alternatively, the government could issue tax
credits to citizens willing to maintain the historic struc-
tures. In both cases, historic buildings are preserved.
Thus, the credit and purchase achieve the same goal
and are viewed as being close substitutes. Clearly,
the sense of what is a close substitute is subjective.

In order to determine what constitutes a tax
preference, it is first necessary to establish a point of
reference. Generally speaking, there are two methods
available: (i) the base-year (also known as the refer-
ence-law) method involves acomparison of the current
tax code to that which existed in some pre-determined
base year; and (ii) a comparison of current tax code
to some theoretical norm. Both methods are utilized
here. Under both methodologies, the resulting tax
expenditure measure is-an-index number. In cases in
which the base-year method is utilized, we will fol-
low the same base year utilized in the calculation of
Federal tax expenditures; that is, we will use the tax
code in 1974 as the base year. To illustrate, suppose
tax credits for historic building preservation are set at
$100 million in 1974. If the tax-credit ceiling is raised
to $150 million, and redeemed, in 1975, then there
would be atax expenditure equal to $50 millionin 1975.

Judgments are also applied in choosing which
method to use. In particular, judgment is used to de-
termine whether a particular tax provision constitutes
preferential treatment or not. For instance, the treat-
ment of depreciation allowances for machinery and
equipmentillustrates the differences in tax-expenditure
treatments under the two alternative methods. Prior to
the most recent changes in accelerated depreciation
allowances, an analysis using the base-year, or refer-
ence-law method, would compute that there was no
tax expenditure for depreciation allowances. Before
2000, the current accelerated depreciation rules were
much the same as in the base-year (1974) codes. Un-
derthe theoretical norm baseline, however, accelerated
depreciation allowances constitute a tax expenditure.
The intuition behind this tax expenditure is straight-
forward. Under an accelerated depreciation schedule,
business expenses are higher, profits are lower, and
the corporation’s tax bill is reduced. Suppose, in-
stead, that depreciation expenses were taken over the
theoretical norm. Insofar as the theoretical norm is
the economic life of the asset, depreciation expenses
would be spread over a longer time period, resulting in



higher profits and taxes. Thus, compared to the useful
life of the machinery and equipment, an accelerated
depreciation allowance is a preferential treatment.?
The difference between the year 2000 federal tax
expenditure under the reference-law and theoretical
norm baseline is estimated to be about $31 billion.

Under Missouri statutes, determination of what
constitutes a tax expenditure is even more difficult.?
In part, the difficulty owes to Missouri’s definition
of income, statutory adjustments, and itemized de-
ductions. Because Missouri has adopted the Federal
definitions, preferential tax treatment enacted at the
federal level implicitly results in preferential tax
treatment at the state level. In addition, Missouri
adopts its own preferential tax treatments, especially
in the form of pension income, special itemized de-
ductions for social security and railroad retirement
taxes paid along with a plethora of income tax credits.

Policy Implications

Tax expenditures serve two principal purposes.
First, they redistribute the tax burden. Personal
tax exemptions and sales tax exemptions for food
and prescription drugs, for instance, shift the tax
burden from lower income tax reporting units to
higher income tax reporting units. In other words,
the overall tax code becomes more progressive.

Second, tax expenditures provide incentives. These
incentives encourage activities or behaviorsthat society
deemsare worthy. The HOPE credit for college fees, and
charitable deductions are examples of tax expenditures
aimed at encouraging college enrollment and dona-
tionsto identified charitable organizations, respectively.

In many instances, a direct government outlay is
more apparent than a tax expenditure. Through direct
appropriation, the governmentacquires the resource di-
rectly inorder to provide apublic good, suchas national
defense or highways; as such, the governmentacquires
goods for public consumption. In contrast, a tax expen-
diture achieves public goals, such as a more politically
acceptable distribution of income or encouraging spe-
cifictypes of quasi-public goods (e.g., a better educated
society), through actions undertaken by private agents.

Because directappropriations are more often easier
to observe, there may be a bias to implementing poli-
cies through direct outlays as opposed to preferential
tax treatment as a way to achieve public goals. It is
not that tax expenditures are not recognized as means
to achieve public goals. But, the level of achievement
depends on a very complex set of interactions between

people. For instance, it is difficult to measure the eco-
nomic impact because it requires thorough knowledge
of how citizens will alter their behavior in response to
preferential tax treatments. When considering direct
outlays versus atax expenditure, the policymaker must
make some forecast of the economic impact of each
policy. Arguably, it is more difficult to forecast the ef-
fect of a preferential change in tax code. For one thing,
such forecasts rely on our understanding of people’s
behavior. This task is even more daunting when one
considers that preferential tax treatments do not exist
in isolation. Perhaps implementing one preferential
tax treatment will have ramifications for other taxes
that induce people to engage in unexpected behav-
iors. One simple tax code change can have unforeseen,
and undesirable, consequences when implemented.

Such predictive problems notwithstanding, there
is value of measuring tax expenditures. Armed with
such estimates, policymakers are better prepared to
rank alternative policy goals and the means available
toachieve these goals. The policymaker’s principle job
is to identify the lowest cost means of achieving social
goals. The policymaker’s job becomes substantially
more difficult by constraining the policy options to
directappropriations. Thus, measuring tax expenditures
provides information that the policymaker can use.

Overview

This report is divided into seven sections, one for
each of the major revenue categories for the State of
Missouri. In order, we will detail tax expenditures for
the following categories: individual income, corporation
income, salesand use, selected excise, corporation fran-
chise, inheritance and estate, and insurance premium.

For this overview to be complete, we identify two
caveats that are necessary for the reader to properly
interpret the estimates reported here. First, we assume
thattax expenditures are independent. More specifically,
the independence assumption amounts to estimating
one preferential tax treatment at a time. In doing so,
we implicitly estimate a tax expenditure as if one tax
treatment does not affect the estimates of any other
preferential tax treatment. In short, tax expenditures
are reported as if they are isolated events. We make
this assumption for tractability; without the indepen-
dence assumption, we would need a model that builds
all these interactions into it. No such model exists.

Second, the sum across tax expenditure categories
cannot be accumulated and interpreted as the sum of



all preferential tax treatments. In part, the sum suffers
from the caveat raised by the independence assump-
tion. In addition, we have noted that tax-expenditure
estimates are obtained from reference-law and norm-
baseline methods. By adding the estimates from two
different methods, one would obtain anamalgam index
value that neither represents the value of taxes freed
relative to some reference-law tax code nor represents
the value of taxes freed relative to some theoretical
norm baseline. Indeed, a mixed interpretation is nec-
essary and quite cumbersome. We also note that even
with the set of tax-expenditures estimates using the

reference-law method, the State of Missouri and the
Federal calculations do not necessarily use the same
base year. We do not provide a summary table of all
tax expenditures and strongly recommend that readers
do not accumulate across tax-expenditure categories.

Such caveats notwithstanding, we proceed
with our reporting of the estimates of tax expen-
ditures, beginning with those preferential tax treat-
ments directed toward individual income tax codes.

* The accelerated depreciation schedule is an excellent way to illustrate how the theoretical norm baseline is applied to the calculation of a tax

expenditure.

2 In general we adopt the broad federal definition. As such, a tax expenditure consists of all exemptions, deductions, credits, and preferential tax rates
as defined in the Tax Expenditure Report issued by the Office of Management and Budget.
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