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I. Basic Principles of Taxation
The following principles are widely agreed upon.   A reasonable tax should be:

1) Transparent

2) Comprehensible (relatively simple to understand)
3) Feasible (more revenue than collection costs)
4) Economic (low efficiency losses imposed on economy)
5) Fair

Most ‘tax expenditures’ – special forms of tax exemptions – fail all tests except Feasibility.  

· Tax expenditures are not transparent.  That is why we are having this hearing -- they are not in the regular budget and not subject to normal oversight.  Legislators cannot easily learn how much tax expenditures are going out each year, on which individuals and corporations they are being spent, or even how narrowly their benefit is being spread.
  As I will try to show, all of the other major problems of tax exemptions are caused or at least worsened by this lack of transparency.
· Transparency is obviously necessary for comprehensibility.  Thus, tax expenditures are not comprehensible.   Because they are not part of the budget process, no Connecticut administration need ever prioritize tax expenditures, explain how any particular exemption really works, or even give a rationale for why the money is being spent. 
· Some tax expenditures are in place because the revenues gained would not be worth the cost of collecting them, so they are feasible -- in the sense that the original tax was unfeasible.   This is what the Office of Fiscal Affairs (OFA) characterizes as the ‘Efficiency’ rationale for granting a tax exemption, and it is certainly a reasonable one.  It is also, as we shall see, by far the smallest part of tax expenditures.  And it is far from being the only consideration of efficiency worth taking, as will also be seen.
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· Because they are not transparent or comprehensible, the economic impact of tax expenditures is hardly ever raised, much less addressed.  Certainly not in the State Budget, where tax expenditures themselves do not appear.  Not in the OFA Tax Expenditure Report, which explicitly disavows any evaluation.  And it will be quite impossible to address this question quickly even in a committee like this one, since measuring economic impact requires extensive statistical analysis.     
However, two things can be said rather quickly.  
· First, as will be seen in Figure 1 and Table 1 above, about $3.2 billion of the $4.4 billion total in Tax Expenditures for 2004, or about ¾ of the total, was in sales-based taxes.  Sales taxes are thought by most economists to cause more economic damage than personal income taxes, because the decision to work (where most income is earned) is generally less price sensitive than the decision to buy or sell something.   It is a quite general finding that taxes on income incur lower ‘dead weight loss’ – leave a smaller ‘footprint’ of losses torn out of the economy – than do most sales taxes.
But if sales taxes are bad, ending them for some sorts of sales would be an improvement, yes?  No.  There is no obvious reason why those interests favored by sales-tax expenditures should be in sectors of the economy more price sensitive than those interests not so favored.  Their selection, after all, was based on political influence, not, as far as I know, a careful economic analysis.   
I would answer that since sales taxes are highly distorting, it would be better, if one wants to reduce them, to reduce all of them across the board – rather than to eliminate some sales taxes, as we have done, and thereby increase the tax burden on the majority of sales-tax payers.   I can find no current estimates of the fiscal 2004 receipts from Sales and Use, but the Dept. of Revenue Services reports that in FY2003 it was over $3,000 million dollars.  Therefore, the over $2,000 million in Sales and Use tax expenditures OFA sees for FY2004 suggests that a revenue-neutral return to full sales-tax compliance would mean sales taxes overall could be reduced by at least ½.  
· A second thing that can be said to be wrong about the sales tax basis of most tax expenditures – both in taxes like Motor Fuel & Carrier or Tobacco & Alcohol, as well as Sales & Use proper – is that sales taxes are inherently cascading.  Because one firm’s output is often another firm’s input, the Department of Revenue Services has found that almost 49% of sales taxes fall on businesses,
 and are assessed multiple times on various stages on their way to the final product, causing much greater overall tax burden – and much greater distortionary 
sales tax burden.   ‘Cascading’ is recognized by OFA as a common rationale for allowing sales-tax exemptions.  

Again, the same general argument for reducing all sales taxes should apply.  Even if one cannot kill every mosquito carrying West Nile virus, it is better to kill as many as possible, 
rather than kill 100% on one side of town, and let them breed freely on the other side.  If the cascading distortions of the sales tax are bad for the entire economy, it is better to reduce the sales tax as much as possible, rather than to eliminate it entirely for some businesses and then double it for the rest.
· Connecticut residents know that mold grows best in a dark basement. Tax expenditures, by their very lack of transparency, are anything but fair.  We do not know for whom specific tax expenditures were passed, but it is sometimes clear that they were written with someone very particular in mind.  In a Manchester Journal Inquirer article,
 it was reported that Peter Ellef, the former Governor’s Chief of Staff, benefited greatly from investments in a company, CuraGen of New Haven, that was granted a tax-property exemption for 5 years.  The state law granting this tax break, PA 00-192 section 86, was written only for a firm paying exactly $76,645.14 in property taxes in 1997 and $174,995.14 in property taxes in 1998…. down to the last cent.
II. Rationales for Tax Expenditures 

Looking at the break down of the categories by which OFA suggests the various tax expenditures can be rationalized, in Figure 2 above, three things become clear.  
· First, the most ‘interventionist’ rationale – that of ‘Incentives’ – is by far the most expensive one.  In the absence of any explicit economic analysis, or even political oversight, the legislature is unlikely to be well placed to ‘pick winners’ – not just for next year but for many years into the future, in legislative terms, forever.  This Incentive rationale may indeed be the most expensive, even more expensive in economic terms that the OFA has not been able to analyze, or even explicitly raise.

· Second, the next two largest categories, ‘Expediency’ and ‘Cascading’ are hardly more comforting.  We have already explained how all sales taxes are likely to be heavily cascading in their influences.   Therefore this heavy reliance on ‘Cascading’ as a rationale for relief is an implicit recognition of the problem of sales taxes per se.  It is also a reason why every developed country that gets a major part of its revenues from sales taxes has decided to do it in the form of a Value Added Tax. 
· Third, the last two categories, Conformity (with Federal law or the constitution) and Efficiency are probably the only two really sound reasons to have a tax expenditure – because they are unavoidable.  But these two “good” reasons also motivate, unfortunately, the smallest amount of tax expenditures.

Given all the widespread problems of tax expenditures – their manifest failure to meet most of the elementary criteria of a decent tax program, it would be intellectually comforting, but politically 
naïve, almost cute, for me to recommend that they simply be abolished.  I have no wish to appear cute, not in present company.  Therefore let me make the following ‘modest proposal’.  

III. A Modest Proposal for Reform

If the main problem with tax expenditure, the source from which all the others derive, is their lack of transparency, why not enact a reform to put everything above board?  If it would be disastrous to simply abolish the tax, then my modest proposal accepts that we should do nothing rash.  Let every dollar in tax expenditures remain just as it was – but let it be accounted for.  Wherever there has been an implicit tax subsidy, let it be made explicit.
I would replace almost all
 tax expenditures with an explicit refund or credit, so that both ends of the tax would be explicitly accounted for in the general budget, being received and paid back out.  Sometimes the existing tax expenditure is already a state refund or tax credit, so in these cases there need be no change, so long as both the tax and the refund are transparent and accounted for in the budgetary process.  
What are the possible objections to this zero-based solution?  I can think of only four, but probably I am not sufficiently imaginative.  (I will accept the last two objections, but reject the first two.)
1) It will be said that the privacy of tax-expenditure recipients is being violated, that they are being held up to public contempt.  Not at all.  The public has allowed these implicit subsidies to continue for years unmolested, and it will surely be willing to allow many of them to live on in peace, explicitly so.   Tax and refund records would be as public or private as taxes are now – private for individual households and privately held firms as individuals, but public for them in aggregate and in distribution.  And for publicly traded companies, it would be completely public – when a publicly traded company receives public money, the public has a right to know.

2) It can be claimed that this will impose crushing accounting burdens on tax payers or the state.  I do not have the accountancy expertise to address this issue in detail, but note that the current recipient of the tax expenditure is not being asked to do anything other payers of the tax don’t already do.  And while these unfortunate others are being ‘punished’ for their tax compliance – by merely paying out, the fortunate few will be ‘rewarded’ for it – by a refund coming back.  
3) Some tax expenditures are necessary because they are required by federal law.  This is the conformity rationale and cannot be appealed, at least on the state level.  I must accept this qualification.  Notice from Figure 2 that conformity motivates the second smallest group of tax expenditures. 

4) It can correctly be said that some of the tax expenditures were never worth collecting in the first place.  So it would be even more costly to collect it and then refund it.  In this case the tax category should simply be abolished.  And if it was always too costly to collect, in what sense did we ever really ‘have’ this money anyway?   In any case, again from Figure 4, this is the smallest group of tax expenditures.
IV. This is not That Hard to Do
The man in the street will probably scoff at sending money both ways – “If you’re going to send it back anyway, why tax it in the first place?”   I will leave that argument to those who find it politically appealing.  But in fact, real tax codes everywhere need just this kind of two-way traffic.  Withholding taxes, Earned-Income Tax Credits (EITC), Investment Tax Credits towards the 
Corporation Tax, and Value Added Taxes (VAT), are all examples.  What these examples all have in common is an attempt to do two things at once: 

a) apply a single standard of taxation to everyone, in the name of administrative feasibility, and to minimize the economic distortions of having different tax rates. 

b) but, at the same time, to ‘top up’ individual tax payers with a rebate.  This is in the name of equity for Withholding and EITC, for incentive in the case of Investment Tax Credits, while for VAT it is to avoid cascading.
Changing tax expenditures to tax with refund would have much the same rationale – and functioning as all of these.  It is not something we don’t already know how to do.  It would at least take us out of the dark, and put us in a position to see, at the very least, where ¼ of our money is going.
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� In the current CT Tax Expenditure Report, p. 74, for example, we learn that under PA98-110, which exempted ‘Passive Investment Companies’ from the Corporation Business Tax, 30 companies have taken advantage of the exemption, costing the state $20 million.  Did they share this exemption more or less evenly, or did a few companies take most of it? (� HYPERLINK "http://www.cga.ct.gov/ofa/Documents/RevItems/TaxExp/TaxExp2004.pdf" ��www.cga.ct.gov/ofa/Documents/RevItems/TaxExp/TaxExp2004.pdf�, Office of Fiscal Analysis, Connecticut Tax Expenditure Report, Aug. 30, 2004.)





�  Figures based on FY 2002 tax returns, quoted in CBIA publication, “Business Share of Taxes and Fees in Connecticut,” February 2005, � HYPERLINK "http://www.cbia.com/newsroom/pastreleases/2005releases/TaxStudy05.pdf" ��www.cbia.com/newsroom/pastreleases/2005releases/TaxStudy05.pdf�. 


� Don Michak, Manchester Journal Inquirer “Ellef kept secret stock in state-backed startup: New Haven biotech company got development agency loan, special tax break,” April 01, 2004


� The exceptions are the sound reasons for a tax expenditure I have noted: it is required by federal law, or it would be too costly to collect.  See the objections 3) and 4) above.





