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Chairman Spratt, Ranking Member Ryan, and Members of the Committee, thank
you for inviting me to testify today on performance budgeting. It is difficult to
argue with the proposition that a program’s budget should be linked to its effec-
tiveness in achieving its objectives. But the concept of performance-based budget-
ing has been applied mostly to discretionary spending programs, which represent
less than 40 percent of federal spending. That effort has taken many forms over the
years, with the most recent version being the Program A ssessment Rating Tool
(PART).

Rather than assessing those past and ongoing efforts, my testimony extends the
concept of performance budgeting to two other parts of the federal budget that
have not been examined as deeply using that perspective: health insurance pro-
grams (and the health care costs that they cover) and tax expenditures. In both
cases, the amount of federal funds at stake is substantial, and important questions
exist about the cost-effectiveness of those expenditures.

m Health Care Costs. Rising health care costs represent the central fiscal chal-
lenge facing the country. Currently, net federal spending on Medicare and
Medicaid totals about $560 billion; it accounts for about 20 percent of federal
outlays and about 5 percent of gross domestic product (GDP). If spending per
enrollee continued growing at the same average rate as it has grown over the
past 40 years, federal costs for those two programs would amount to about
20 percent of GDP by 2050 (see Figure 1). Yet very little analysisis undertaken
of whether that spending is generating corresponding gainsin the health of
enrollees, which presumably isthe ultimate objective of those programs. To the
extent that those programs are paying for services that make little or no contri-
bution to health, opportunities exist to improve their efficiency.

m Tax Expenditures. Tax expenditures comprise various exceptions to the gen-
eral tax rules—such asthe incometax deduction that is allowed for interest paid
on home mortgages—and total several hundred billion dollars per year. Those
exceptions are often designed to encourage the tax-favored activities (such as
home ownership). Tax expenditures may appear to reflect a reduced impact of
federal policies on taxpayers, but they are effectively equivalent to collecting
taxes at ordinary rates on the full potential tax base and then subsidizing the
preferred behavior through outlays. Because selective tax reductions are like
expenditures for specific economic activities, they can and should be evaluated
in the same way as spending programs are. Applying performance budgeting to
tax expenditures would therefore involve assessing whether they were achiev-
ing their purposes and whether they were doing so in a cost-effective manner.

In examining those two components of federal spending from a performance-
budgeting perspective, four themes emerge:

m A substantial share of Medicare spending—and of health spending for the coun-
try as awhole—does not seem to be improving the health of enrollees. Average
costsin Medicare vary significantly from one region of the country to another,



Figure 1.

Total Federal Spending for Medicare and Medicaid
Under Various Assumptions About the Health Cost
Growth Differential
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Source: Congressional Budget Office.

Note: The health cost growth differential refers to the number of percentage points by which the
growth of annual health care spending per beneficiary is assumed to exceed the growth of
nominal gross domestic product per capita, after an adjustment for the growth and aging of
the Medicare and Medicaid populations.

but the additional spending and use of services that occur in the higher-cost
regions do not appear to yield improvements in life expectancy or other avail-
able measures of health. Some researchers have concluded that about 30 percent
of the money spent on health care servicesis not contributing to better health—
an estimate that could probably be applied to the Medicaid program and to the
whole health sector. Capturing those potential savings, however, is a substantial
challenge.

m Many of the specia preferencesin the tax code do not appear to be cost-
effectivein achieving their objectives. In some cases, tax expenditures appear to
be in conflict with the purposes of other tax expenditures or explicit spending
programs. In many more cases, preferences could be redesigned to reduce their
costs substantially with minimal or no impact on the degree to which they were
achieving their objectives.



m Both federal health insurance programs and tax expenditures could be subject to
performance budgeting. The executive branch and the Congress generally
engage in various forms of effectiveness reviews through their annual budget-
ing processes, but performance budgeting seeks to make that consideration
more systematic and more consistent among programs. Assessing the effective-
ness of any federal program in amore precise and systematic manner, however,
isacomplex undertaking, both because of disagreements about the goals of
such programs and difficulties in measuring their impact accurately.

m Even with a systematic and well-designed assessment of performance, deter-
mining what specific policy stepsto take asaresult may be difficult. Unlike dis-
cretionary appropriations, the costs of federal health programs and tax expendi-
tures are not set directly by policymakers but, instead, depend greatly on the
actions of individuals and firms. The effects of any reforms aimed at improving
performance thus depend on the responses to the policy changes. Despite those
caveats, applying the concepts behind performance budgeting to health insur-
ance programs and tax expenditures provides a useful framework for assessing
those two major components of the federal budget.

Federal Health Insurance Programs

The Medicare and Medicaid programs currently provide health insurance coverage
to nearly 100 million people.! Both of those programs are relatively effectivein
achieving the goal of providing insurance to their eligible populations: elderly
people, disabled individuals, and poor mothers and their children. Prior to the
advent of Medicare, most elderly Americans lacked meaningful health insurance,
and before Medicaid came into existence, low-income, disabled, and institutional-
ized people generaly faced significant difficulty finding affordable health insur-
ance on the private market.? (Those programs also have the effect of transferring
resources to enrollees who would otherwise have purchased their own insurance or
paid for their own care.)

1. The Congressional Budget Office estimates that average enrollment in Medicare is about 43
million people in 2007 and that about 62 million individuals will be enrolled in Medicaid at
some point during the year (some of whom will be enrolled for only part of the year); severa
million people (the“dually eligible”) are enrolled in both programs simultaneously. The federal
government also funds a number of other health insurance programs, including the State
Children’'s Health Insurance Program, the Federal Employees Health Benefits program, the
TRICARE program for members of the armed services, and the health care programs of the
Department of Veterans Affairs—but spending on those programsis small relative to outlays
for Medicare and Medicaid.

2. Someenrolleesin Medicaid and the State Children’s Health Insurance Program (SCHIP) would
be able to obtain private coverage if those public programs did not exist, but the majority of
current enrollees would probably be uninsured in the absence of the programs. For further dis-
cussion of that issue with regard to SCHIP, see Congressional Budget Office, The Sate Chil-
dren’s Health Insurance Program (May 2007).



Whether the services that are financed by Medicare and Medicaid are always
achieving the more fundamental goal of improving the health of enrolleesisless
clear, however. Indeed, concerns about the degree to which health care spending
produces better health outcomes are not limited to public health care programs;
they arise more generally in the health sector. Although many treatments improve
enrollees’ health, and the benefits from health spending probably exceed the costs,
on average, evidence suggests that much spending is not cost-effective—and in
many cases does not even improve health.

Onereason isthat relatively little rigorous evidence is avail able about which treat-
ments work best for which patients or whether the benefits of more-expensive
therapies warrant their additional costs. As aresult, decisions about what treat-
ments to use often depend on the experience and judgment of the individual physi-
ciansinvolved, aswell as on anecdotal evidence and conjecture. In many cases,
that basis may be sufficient, but in other cases, that approach is not adequate to
select the most effective choice of treatment. Although estimates vary, some
experts believe that less than half of all medical care is based on or supported by
firm evidence about its effectiveness.

Geographic Variation in Health Care Spending

Partly as aresult of limited evidence about their absolute or comparative effective-
ness, the use of certain treatments and the types of care provided can vary widely
from one area of the country to another. For example, even after adjusting for dif-
ferencesin age, sex, and race, researchers at Dartmouth College found about a
fourfold variation in the share of Medicare beneficiaries receiving a coronary
artery bypass graft; those differences were not correlated with rates of heart attacks
in each region.* Geographic differencesin the types of care provided can remain
substantial even among patients who turn out to be in their last six months of life.
(That analytic approach has been used in an effort to control for differencesin the
prevalence and severity of illness, on the grounds that large groups of patients who
are nearing death are likely to have comparable health problems regardless of
where they live.) For example, patientsin the final six months of their life spend
nearly 20 daysin the hospital, on average, in the highest-use areas of the country,
compared with an average of about six hospital daysin the lowest-use areas; the

3. SeeDavid M. Cutler, Your Money or Your Life: Srong Medicine for America’s Health Care
System (New York: Oxford University Press, 2004).

4. See John E. Wennberg, Elliot S. Fisher, and Jonathan S. Skinner, “ Geography and the Debate
Over Medicare Reform,” Health Affairs, Web Exclusive (February 13, 2002), pp. w96-w97.
The analysis divided the country into about 300 “hospital referral regions,” which reflect where
Medicare enrollees typically receive hospital care. In 2003, bypass surgery rates ranged from
about 2 to 3 per 1,000 Medicare enrolleesin the lowest-use regionsto about 9 to 10 per 1,000in
the highest-use regions. Although higher rates of bypass surgery could reflect higher rates of
heart attacks, higher surgery rates could also prevent some heart attacks—a factor that could
help explain the lack of correlation between those two measures.



Figure 2.

Medicare Spending per Capitain the United Sates, by
Hospital Referral Region, 2003
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Source: Dartmouth Atlas Project, The Dartmouth Atlas of Health Care.

Note: Numbers in parentheses refer to the number of hospital referral regions with per capita
spending in each range.

average number of visits to physicians in that period also varies by afactor of
three.®

Those variations in the use of care correspond to substantial differencesin Medi-
care spending per enrollee in different parts of the country, even after adjustments
are made to account for differencesin the age, sex, and race of enrolleesin differ-
ent areas (see Figure 2). In 2003, average costs ranged from about $4,500 per
enrollee in the areas with the lowest spending to nearly $12,000 in areas with the
highest spending. Some of those differences in spending reflect varying rates of
illness aswell as differencesin the prices that Medicare pays for the same service,
which are adjusted on the basis of local costs for labor and equipment in the health
sector. But according to the Dartmouth researchers, differencesin iliness rates

5. Based on data from 2000 to 2003, available from www.dartmouthatlas.org.



Figure 3.

Rates of Four Orthopedic Procedures Among
M edicare Enrollees, 2002 and 2003
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Notes: In the figure, each point represents a hospital referral region; the country was divided into
about 300 such regions on the basis of where Medicare enrollees typically receive their
hospital care.

The points indicate how the rate at which the procedure is performed (per 1,000 Medicare
enrollees) in each referral region compares with the national average rate (which has been
normalized to 1.0). Differences in procedure rates were adjusted to account for differences
among regions in the age, sex, and race of enrollees and for measures of illness rates.

account for less than 30 percent of the variation in spending, and price differences
can explain perhaps another 10 percent—meaning that more than 60 percent of the
variation results from other factors.® Other studies have found that alarger share
of the variation in spending (as much as 70 percent) can be accounted for by dif-
ferences in health status and demographic factors, but even so, the remaining
differences are large in dollar terms.”

Some evidence suggests that the degree of geographic variation in treatment
patternsis greater when less of a consensus exists within the medical community
about the best treatment to use—further buttressing concerns that services are

6. Wennberg, Fisher, and Skinner, “ Geography and the Debate Over Medicare Reform”; and The
Dartmouth Atlas of Health Care, 1999 (Hanover, N.H.: Dartmouth Atlas Project), pp. 22-23.

7. See David Cutler and Louise Sheiner, “The Geography of Medicare,” American Economic
Review, vol. 89, no. 2 (May 1999), pp. 228-233.



being paid for that may contribute little to health. For patients who have fractured
their hip, for example, the need for hospitalization is plain, and there is relatively
little variation in admission rates for Medicare beneficiaries with that diagnosis
(see Figure 3). For hip replacements and for knee replacements, more discretion is
involved, and the surgery rates vary more widely. There appears to be even more
variation in the rates of back surgery—a treatment whose benefits have been the
subject of substantial questions. (Determining what share of any geographic varia-
tion in the use of procedures is attributable to differences in the treatments that
doctors recommend and what share is attributable to differences in the prevalence
of the underlying illnessis challenging, however, so the comparison of procedures
may be sensitive to the manner in which differencesin illness rates are estimated.)

The Relationship Between Spending and Health Outcomes
Theimplications of the observed variationsin treatments and spending depend pri-
marily on their relationship to health outcomes. If life expectancy and other mea-
sures were better in the areas with higher spending, that outcome might suggest
that increased spending in the low-cost areas would yield health benefits. How-
ever, astudy using Medicare data showed that the higher-spending regions did not
have lower mortality rates than the lower-spending regions, even with adjustments
to control for different illness rates among patients and regions.2 That study also
found that higher spending did not slow the rate at which the elderly developed
functional limitations. Furthermore, differencesin spending are not correlated with
simple measures of the quality of care that enrollees receive (see Figure 4).
Although more research is needed about the impact of spending differences on
morbidity and the quality of life (perhaps using more-extensive measures of health
outcomes), the available evidence suggests that spending in the high-cost areas
could be reduced without substantial adverse effects on the overall health of resi-
dents in those aress.

Much of the research that has been done about Medicare spending and its impact
on health has focused on the traditional fee-for-service portion of the program,
which serves the vast mgjority of its enrollees. But the concepts behind perfor-
mance budgeting could also be applied to the Medicare Advantage program, under
which enrollees can receive their benefits through a private health insurance plan.
Currently, those plans are paid more than the costs for enrollees in the fee-for-
service sector—about 12 percent more, on average—and most of the differenceis
returned to enrollees in the form of lower premiums, lower cost-sharing require-
ments, or additional benefits. Part of the rationale for the Medicare Advantage pro-
gram is that enrollees will receive better care because it will be coordinated more
effectively; by contrast, the fee-for-service program has no explicit mechanisms
to coordinate care. Therefore, estimating the benefits of that coordination and

8. Elliot S. Fisher and others, “ The Implications of Regional Variationsin Medicare Spending,
Part 2: Health Outcomes and Satisfaction with Care,” Annals of Internal Medicine, vol. 138,
no. 4 (February 18, 2003), pp. 288—298.



Figure 4.

The Relationship Between Medicare Spending and
Quality of Care, by Sate, 2004
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Source: Congressional Budget Office based on data from Department of Health and Human Ser-
vices, Agency for Healthcare Research and Quality, National Healthcare Quality Report,
2005 (December 2005), Data Tables Appendix, available at www.ahrg.gov/qual/nhqr05/
index.html, and data from the Centers for Medicare and Medicaid Services’ Continuous
Medicare History Sample.

Notes: The composite measure of the quality of care, based on Medicare beneficiaries in the
fee-for-service program who were hospitalized in 2004, conveys the percentage who
received recommended care for myocardial infarction, heart failure, or pneumonia.

Spending figures convey average amounts by state.

comparing those benefits to their costs could be useful. Unfortunately, however,
the data collected on Medicare Advantage plans are not sufficient to do 0.2

An areathat has received less attention is the variation in Medicaid spending and
what that variation implies about the effectiveness of the services that enrollees
receive. Medicaid spending at the state level varies substantially, even among
enrollees who have qualified for the program for the same reason. For example,
among elderly enrollees, spending averaged about $11,500 in 2004 but ranged
from about $5,000 in the lowest-cost state to about $23,000 in the highest-cost

9. Seethe statement of Peter R. Orszag, Director, Congressional Budget Office, The Medicare
Advantage Program, before the House Committee on the Budget, June 28, 2007.



state; for disabled enrollees, average costs varied to asimilar degree.!° Those
variations, it should be noted, reflect not just differencesin prices or the underly-
ing sickness of enrollees but also differencesin eligibility rules and in the scope of
benefits provided by states. Although it is reasonable to assume that Medicaid
spending is subject to the same forces that cause spending variations in the health
care sector as a whole, more research on the sources of variation in the program’s
costs and its impact on enrollees health is warranted.

Addressing the Performance of Medicare and Medicaid

To acertain extent, both Medicare and Medicaid are aready subject to evaluations
of their performance, but the question is whether or how they might benefit from a
more systematic review. Research about geographic differences in spending and
other assessments of the programs’ contributions to health have been undertaken
without formal requirements, and the executive branch and the Congress are aware
of those analyses as they carry out their regulatory and legidative responsibilities.
In addition, both Medicare and Medicaid have been assessed by the Administra-
tion's PART initiative.'* But those examinations have not been as rigorous as the
level and growth of spending on the programs would seem to warrant. The PART
reviews, for example, focus much of their attention on how efficiently the adminis-
trative functions of each program are carried out, and both reviews state that the
question of tying budget requests to performance goals—which is usually a stan-
dard component of such assessments—is not applicable because Medicare and
Medicaid are mandatory programs and their “budgetary resources are not driven
by performance goals.”

Onereason that tying spending in those programsto performanceis difficult isthat
policymakers generally have only indirect control over how much is spent. Those
programs entitle enrollees to receive coverage for specified medical services, but
decisions about which services are medically necessary are largely left to doctors
and their patients. Thus, although Medicare and Medicaid officials generally
establish the prices that the programs will pay for each service, they have little
control over the quantities that are used. Efforts to improve the programs’ perfor-
mance would therefore have to change the behavior of doctors, other providers,
and patients—probably using some combination of information about what ser-
vices were most effective or most cost-effective and incentives for doctors and
patients to use those services.1? An additional challenge within Medicaid is that

10. Data on average Medicaid costs at the state |evel were compiled by the Henry J. Kaiser Family
Foundation and are available at www.statehealthfacts.org. Although elderly and disabled indi-
viduals represent about one-quarter of Medicaid enrollees, they account for about three-fourths
of Medicaid spending.

11. Those assessments are available at www.expectmore.gov.

12. For additional discussion of those issues, see the statement of Peter R. Orszag, Director, Con-
gressional Budget Office, Research on the Comparative Effectiveness of Medical Treatments:

Optionsfor an Expanded Federal Role, before the Subcommittee on Health of the House Ways
and Means Committee, June 12, 2007.



decisions about what servicesto cover and how much to pay for them are made
primarily by state program administrators, subject to limits and guidelines set in
federal legidation and regulations.

Those challenges notwithstanding, some efforts have been made to encourage
more effective use of resources in the federal health insurance programs—but
those efforts to move from a fee-for-service system toward a“fee-for-value’ sys-
tem are at avery early stage. For example, Medicare recently initiated demonstra-
tion programs to test “pay-for-performance” approaches for hospitals and large
groups of physicians. Initial assessments indicated that the additional paymentsto
hospitals participating in the demonstration were not effective in bringing about
improvements in the care they provided (perhaps because the payments were too
small), while the demonstration program involving physicians group practices
may not have been designed in away to effectively identify its effects. This year,
Medicare will also make modest bonuses available to doctors who elect to report
information on certain types of care that they provide (although the payments will
not depend on their actual performance). Many states recognize the growing fiscal
burden posed by Medicaid costs, and severa of them have expressed interest in
research on treatments’ effectiveness. For example, more than a dozen state Med-
icaid programs are involved in a project (affiliated with the Oregon Health and
Sciences University) assessing evidence about the relative safety and effectiveness
of competing drugs in the same therapeutic class.

Federal Tax Expenditures

A second area of the federal budget that is often not examined from a
performance-budgeting perspective is tax expenditures. The total size of tax
expendituresislarge, but because of the interactions among them, it isanalytically
problematic to sum estimates of the individual expenditures—each of which
assumes that the tax code otherwise is unchanged. Nonethel ess, some idea of their
aggregate importance can be seen from estimates of the largest individual items.
The largest single tax expenditure is for contributions to and earnings within
employer-sponsored retirement plans, which are exempt from income taxation;
according to the Joint Committee on Taxation's estimate, that exemption cost
$110 billion in 2007 (see Table 1). The next largest tax expenditure, costing

$100 billion, isfor employer-provided health insurance—an amount that reflects
only the impact on income tax receipts. The costs of providing that insurance are
also exempt from payroll taxes, generating an additional tax expenditure estimated
to exceed $60 billion.13 Reduced tax rates on capital gains and dividends

13. See John Sheils and Randall Haught, “ The Cost of Tax-Exempt Health Benefitsin 2004,”
Health Affairs, Web Exclusive (February 25, 2004), pp. W4-106-W4-112.
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Table 1.

The L argest Tax Expendituresand the Estimated L 0ss
of Revenues, 2007

Revenue Loss in 2007
Tax Expenditure (Billions of dollars)

Exclusion of Contributions to and Earnings Within Employer-Sponsored

Pension Plans 110.2
Exclusion of Costs for Employer-Provided Health Insurance 99.7
Reduced Tax Rates on Capital Gains and Dividends 945
Deduction for Home Mortgage Interest 75.6
Exclusion of Capital Gains at Death 51.9
Child Tax Credit® 45.9
Earned Income Tax Credit® 42.8
Deduction for State and Local Income Taxes 41.1
Exclusion of Medicare Part A and B Benefits 34.9
Deduction for Charitable Contributions 31.9
Exclusion of Benefits Provided by “Cafeteria” Plans* 30.6
Exclusion of Investment Income on Life Insurance and Annuity Contracts 26.1
Exclusion of Capital Gains on the Sale of Residences 25.2
Exclusion of Social Security and Railroad Retirement Benefits 24.1
Exclusion of Interest on State and Local Bonds 20.1

Source: Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2006-
2010, JCS-2-06 (April 25, 2006).

a. Includes refunded amounts counted as outlays.
b. Includes contributions to health and educational institutions.

c. Cafeteria plans are offered by employers and allow workers to choose what forms of compensa-
tion they receive. This estimate includes the tax expenditure for health insurance purchased
through cafeteria plans, which is also included in the category for employer-provided health
insurance.
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diminished tax receipts by $95 billion, and the deduction for mortgage interest
lowered federal revenues by $76 billion.}

In each of those cases, the reduction in receipts gives the appearance of a reduced
impact on the federal budget—indeed, most presentations of the budget omit any
mention of tax expenditures. But tax preferences are effectively equivalent to col-
lecting taxes at ordinary rates on the full potential tax base and then subsidizing
the preferred behavior through outlays. The reductions are achieved either by
excluding some kinds of income from the tax base, allowing deductionsfor certain
activitiesin arriving at taxable income, applying lower-than-normal tax rates to
some kinds of income, or providing credits against tax liability for engaging in cer-
tain activities. Because selective tax reductions operate as expenditures for spe-
cific economic activities, their effectiveness can and should be evaluated in the
same way as is done for spending programs.

Performance Limitations of Current Tax Expenditures

Given the size of many tax expenditures, it is striking that they are subjected to
little analysis of their effectiveness in achieving their objectives. Indeed, in many
instances, the underlying goal of the tax preference has never been made explicit.
Superficially, it might be assumed that part of the purpose of the preferenceisto
provide tax relief. But the burden of taxes could be reduced by having lower tax
rates, rather than providing special treatment to certain activities. Tax reductions
for specific activities, as opposed to ageneral reduction in tax rates, also affect the
incentives to engage in those activities, therefore, the underlying goal of each pref-
erenceis presumably to affect outcomes such as home ownership, health insurance
coverage, charitable giving, and so on.°

In many cases, however, the specific outcome that is desired is unclear or appears
to conflict with the objectives of other policies. And ininstances in which the goal
is both apparent and not in conflict with other policy measures, many existing tax
preferences seem to fail to achieve that goal or to be relatively inefficient in

14. Asthe Joint Committee on Taxation has noted, its estimates for tax expenditures may differ
from the impact on federal revenues that would arise if the relevant provisions of tax laws were
repealed. Tax expenditure estimates seek to estimate how much revenueislost given the current
level of tax-favored activity—that is, assuming no changes in economic decisions by the
affected parties. For example, the estimate of the tax expenditure for excluding from incomethe
costs of employer-provided health insurance assumes that those costs become taxable as
income at their current level. If that exclusion was repealed, however, people who had been
obtai ning such insurance could change the amount they worked or take other stepsthat affected
their taxable income—factors that would be accounted for in arevenue estimate for such a pro-
posal. For adiscussion of that issue, see Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 2006-2010, JCS-2-06 (April 25, 2006).

15. Although most preferences tend to complicate taxation, some serve to simplify tax collection,
as when some kinds of hard-to-measure income are excluded from the tax base. For example,
the exclusion of many forms of noncash income constitutes atype of tax expenditure and gener-
ates inefficiencies by favoring such income over cash compensation; at the same time, those
exclusions significantly reduce the administrative complexity of the tax code.

12



achieving it. The following examples seek to illustrate those categories of tax
expenditures, although the distinctions between them can be blurry:

m Tax Expenditureswith Objectives That May Conflict with the Objectives
of Other Palicies. Various business tax expenditures appear to be in conflict
with other spending programs or tax incentives. Some production incentivesin
the energy sector, for instance, run counter to the intent of other expenditures
intended to reduce demand for energy, so the fundamental policy objective for
both sets of programs s difficult to discern.

m Tax Expenditures That May Fail to Achieve Their Objectives. In anumber
of instances, the policy goal isclear and not in conflict with other policies—but
tax incentives do not appear to yield the desired effect. For example, questions
exist about whether tax preferences for certain kinds of savings vehicles, such
asindividua retirement accounts, have significantly boosted private saving or
merely subsidized saving that would have occurred anyway.® People's deci-
sions about saving may not be affected much by tax incentives, or ceilings on
contributions to such accounts may largely limit the impact of those incentives
on total saving. Another example is the deductions for property taxes and mort-
gage interest. Although those tax expenditures are intended to help lessen the
cost of home ownership, evidence suggests that much of their value is reflected
in higher prices for homes rather than accruing to home buyers.

m Tax Expenditures That May Be Inefficient in Achieving Their Objectives.
Even in instances in which tax expenditures are likely to have achieved policy
goals, many do so at substantially higher costs than may be necessary. For
example, exemptions and deductions are commonly employed for purposes that
could often be more efficiently achieved with flat-rate (and potentially refund-
able) credits, as in the case of employer-provided health insurance. In addition,
some tax preferences would simply function better if provided in the form of
outlays, such astax credits for low-income housing.

That final category of tax expenditures warrants further comment. As aresult of
the progressive structure of the individual income tax, preferencesin the form of
exemptions or deductions increase in value as income rises—because higher tax-
able income places households into higher marginal tax brackets. An income tax
deduction of $1, for example, isworth 35 cents to ataxpayer in the 35 percent
marginal tax bracket and 15 cents to ataxpayer in the 15 percent bracket. The
consequence is that the subsidy rate provided through the tax code for that type of
preference also tends to rise with income. Yet unless taxpayers reaction to the

16. See William G. Gale and John Karl Scholz, “IRAs and Household Saving,” American Eco-
nomic Review, vol. 84, no. 5 (December 1994), pp. 1233-1260. For a more favorable perspec-
tive on the effects of retirement tax incentives, see James M. Poterba, Steven F. Venti, and
David A. Wise, “How Retirement Programs Increase Savings,” Journal of Economic Perspec-
tives, vol. 10, no. 4 (1996), pp. 91-112.
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Table 2.

The Distribution of Selected Individual Tax
Expenditures, by Income Class, 2005

Deductions (Millions of dollars)

State and Local Income,

Income Class Home Mortgage Charitable Sales, and Personal
(Dollars) Interest Contributions Property Taxes
Less Than 10,000 4 * 1
10,000 to 20,000 83 29 25
20,000 to 30,000 426 165 141
30,000 to 40,000 982 410 378
40,000 to 50,000 1,914 711 777
50,000 to 75,000 7,545 3,000 3,300
75,000 to 100,000 8,587 3,462 4,081
100,000 to 200,000 25,081 10,301 13,387
200,000 or More 17,475 17,851 17,881
Total 62,097 35,930 39,969

Source: Joint Committee on Taxation.
Notes: * = less than $500,000.

Numbers may not add up to totals because of rounding.

preference or the socia benefit of that response varies systematically according to
taxpayers income, providing differential subsidy ratesis inefficient.t’

Those efficiency considerations are related to, but distinct from, concerns about
the distribution of varioustax expenditures. An analysis by the Joint Committee of
Taxation shows that the benefits of several common high-value tax expenditures
accrue primarily to higher-income taxpayers (see Table 2). Part of thereason is
that those taxpayers have greater tax liability in the first place. They aso tend to
engage in more of the subsidized behavior. The distributional pattern, though,
resultsin part from the progressive nature of the tax code and, therefore, the higher
subsidy rates provided through deductions and exclusions to higher-income tax-
payers than to lower-income taxpayers (which in turn may influence the pattern of
subsidized behavior).

Tax Credits and Economic Efficiency

Empirical evidence demonstrating that high-income households are particularly
responsive to tax incentives—or that their responses generate disproportionate
social benefits—is lacking in most cases, raising questions about the efficiency of
providing differential subsidy rates through the tax code. In the absence of such

17. SeelLily L. Batchelder, Fred T. Goldberg Jr., and Peter R. Orszag, “Efficiency and Tax Incen-
tives: The Case for Refundable Tax Credits,” Sanford Law Review, vol. 59, no. 1 (October
2006), pp. 23-76.
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evidence, the most economically efficient approach to subsidizing an activity
through the tax code generally involves flat-rate credits available to all
households.

As an example, consider the current exclusion for contributions to 401(k) plans
(avehiclefor retirement savings offered through employers). The value of that
exclusion rises with taxable income because of the link to marginal tax rates. By
contrast, a 15 percent or 25 percent credit for 401(k) contributions would have the
same marginal value for al taxpayers. If the credits were refundable, they would
provide the same subsidy rate to all tax filers. Unless evidence exists that house-
holds in different marginal tax brackets are more likely to increase their saving in
response to the tax incentive, or to generate larger benefits to society if they did
increase their saving, such aflat tax incentive would generally be the most effi-
cient approach to subsidizing retirement saving.

The exemption of income from state and local bonds provides another example.
The exemption delivers different marginal benefits to different taxpayers depend-
ing on their income bracket. As aresult, the subsidy that the exemption deliversto
state and local governmentsis less than the value of revenues lost to the federal
government. Less costly means of delivering the same subsidy could be to change
the structure of the current tax expenditure from tax-exempt bonds to a variation
on tax-credit bonds (discussed further, below) or to provide direct intergovernmen-
tal transfers.'®

Perhaps the most prominent example of atax expenditure that appears to be ineffi-
cient isthe exclusion for employer-provided health insurance—which allows that
form of compensation to avoid both income and payroll taxes. For atypical
worker, those tax preferences amount to a subsidy from the government of more
than 30 percent of the costs of health care services that are covered by employer-
sponsored insurance. By reducing the price of that insurance, the tax subsidy
encourages workers to purchase coverage through their employer and to secure
more-extensive policies, increasing the share of costs that is covered and decreas-
ing the share that is paid out of pocket. In turn, that more-extensive coverage puts
upward pressure on total spending on health care. Moreover, the value of the
exclusion islarger for households with higher income.

The potential effects of redesigning the current exclusion for employer-sponsored
health insurance are illustrated by the President’s recent proposal to replace that
exclusion (as well as most current tax deductions for health insurance premiums
and out-of-pocket costs) with a new standard deduction of $15,000 for couples
who filejoint tax returns and $7,500 for single filers. Under that proposal, al tax-
payers not enrolled in Medicare who purchased qualifying insurance would be €li-
gible for the deduction, and its value would not vary with the costs of the policy

18. See the statement of Donald B. Marron, Acting Director, Congressional Budget Office, Eco-
nomic Issues in the Use of Tax-Preferred Bond Financing, before the Subcommittee on Select
Revenue Measures of the House Committee on Ways and M eans, March 16, 2006.
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that was purchased. According to the Congressional Budget Office’'s (CBO’S)
estimates, by 2010 the number of people without health insurance would be about
6.8 million lower under the proposal than under current law. In addition, the fixed
deduction would cause people to buy plans with less extensive benefits, on aver-
age; as aresult, benefits for insured workers would decline by roughly 15 percent
in 2010. At the same time, the Joint Committee on Taxation has estimated, the pro-
posal would increase federal revenues by more than $300 billion over 10 years.!®

Compared with people who would be uninsured in 2010 under current law, those
gaining insurance coverage under the President’s proposal would have higher
income and be in relatively good health, on average. The reason isthat the value of
the new deduction would be greater at higher marginal tax rates, which are associ-
ated with higher income, whereas insurance premiums would be lower for people
in better health; thus, the net cost of buying health insurance would be lowest for
that group. Even so, the majority of newly insured people would come from lower-
middle- and middle-income households, mostly because the uninsured population
asagroup hasrelatively low income. At the same time, the estimate of the net
reduction in the number of uninsured individuals masks a number of offsetting
shiftsin coverage; overall, about 8.3 million people would newly gain coverage,
CBO estimates, but about 1.5 million people would |ose employment-based cover-
age and would end up uninsured. Those individuals are somewhat more likely to
have lower income, as the tax deduction would be moderately less valuable to
lower-income households and thus would offset a smaller share of their policy
premiums.

Aswith other tax expenditures, akey issue in assessing the current tax expenditure
for health insurance and the options for replacing or redesigning it is whether the
responses of households to subsidies or the benefits of insurance coverage vary in
proportion to income. Although households with higher income are more likely to
have insurance coverage, it is not clear that those households are more responsive
to subsidies than are lower-income households; rather, that pattern may smply
reflect the larger subsidies provided to higher-income households. Nor do the
socia benefits of health insurance coverage appear to increase with income.
Because most people who currently lack insurance have relatively low income—
below 200 percent of the federal poverty level—some observers have argued that

19. For an analysis of the President’s proposal to create a standard tax deduction for health insur-
ance, see Congressional Budget Office, An Analysis of the President’s Budgetary Proposals for
Fiscal Year 2008 (March 2007), pp. 57-62; for a more extensive and up-to-date description of
the revenue estimate, see Joint Committee on Taxation, Estimating the Revenue Effects of the
Administration’s Fiscal Year 2008 Proposal Providing a Sandard Deduction for Health Insur-
ance: Modeling and Assumptions, JCX-17-07 (March 20, 2007). It isimportant to note that
because the proposal represents a significant departure from the current tax treatment of health
insurance, its estimated effects on coverage are highly uncertain. The Treasury Department esti-
mated a smaller impact on the uninsured popul ation—a net reduction of between 3 million and
5 million—but al so estimated a much smaller effect on federal revenues. See Department of the
Treasury, General Explanations of the Administration’s Fiscal Year 2008 Revenue Proposals
(February 2007).
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reforms of the current exclusion would reduce the number of uninsured by alarger
degree if structured as refundable credits.

Other Optionsfor Restructuring Tax Expenditures

Other tax expenditures have not exploited the possibilities afforded by the use of
floors and ceilings to increase their “bang for the buck” and limit the degree to
which they subsidize activity that would have occurred anyway. For example, a
floor of 1 percent or 2 percent of adjusted grossincome for deductible charitable
contributions would reduce the incentive to make additional contributions by only
anegligible amount while substantially reducing the loss of revenues associated
with the tax expenditure. By virtue of the fact that income calculations are funda-
mental to the tax system, that structure lends itself readily to floors and ceilings—
whereas such an approach applied to regular expenditures would significantly
complicate administration.

Some tax expenditures are inefficient by virtue of being part of the tax system—
and thus might be more efficient if converted to regular outlays. The low-income
housing credit and tax-credit bonds may provide examples. Because they are sub-
ject to ceilings, they do not administer themselves automatically, and a separate
institutional mechanism must be set up to allocate them. Incorporating them into
the tax code thus appears to generate little benefit in terms of efficiency or admin-
istrative simplicity. Moreover, the apparent purpose of the housing creditsisto
make housing more affordable for low-income people—but the credits go to
developers, who are more likely to have tax liability. Similarly, tax-credit bonds
are intended to aid local governments, but the credits go to bondholders because
local governments do not pay federal taxes. Because the tax benefits have only an
indirect effect on the activity that policymakers are trying to encourage, those
credits are probably a more costly way to provide support than simply spending
the money as outlays.

To be sure, some expenditures undertaken through the tax system may be more
efficient than ones delivered directly. In particular, the tax return can be arela-
tively efficient mechanism for administering programs whose eligibility depends
on income because income must be computed for tax purposes. For example, the
earned income tax credit is an income assistance program that could be structured
asoutlays, but building it into the tax code probably enhances its effectiveness sig-
nificantly while reducing its administrative cost.?? But as the foregoing examples
suggest, many tax expenditures do not appear to have been evaluated sufficiently
for cost-effectiveness. Consequently, the considerations of performance budgeting
could be usefully applied to assessing them, both in terms of the connection
between expenditures and outcomes and in terms of the efficiency of tax expendi-
tures and outlays.

20. The earned income tax credit is arefundable credit that may exceed the amount that an individ-
ual owesin income and payroll taxes—in which case the refundable amounts involved are
scored as outlays.
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Conclusion

To sum up, the growth of health care spending is the central long-term fiscal chal-
lenge facing the nation, and existing tax expenditures entail a substantial reduction
in the nation’s tax base. In both cases, federal policy might be improved by apply-
ing principles of performance budgeting—gauging whether the benefits derived
warrant the resources provided. Typically, performance budgeting has been
applied to discretionary programs, where it has had a checkered history at best.?!
But lessons drawn from those efforts might be applied to a more systematic
assessment of mandatory spending and tax expenditures.

21. For an analysis of the reports created by federal agencies under the Government Performance
and Results Act of 1993—and of their utility in ng agencies’ performance and informing
the budget process—see Congressional Budget Office, Budget Options (February 2001),
Appendix A.
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