8 Tax Policy Toward Art
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8.1 Introduction

As nonprofit organizations, art museums are exempt from federal income
tax in the United States. This exemption does not mean that tax rules have no
effect on museums, however. Far from it. The various tax instruments affect
art museums indirectly but dramatically. They change the incentives of indi-
viduals and corporations to make donations of art, they change the relative
cost of raising capital for museum projects, and they change the incentives of
museums to make passive investments in securities rather than active invest-
ments in unrelated businesses.

Tax policy provides an extra incentive to make charitable donations through
the deduction against income tax or estate tax for such gifts. At the current
top marginal, personal income-tax rate of 28 percent, a dollar gift only costs
the taxpayer 72 cents, because the government gives up 28 cents that might
otherwise be collected.

For art museums, a particularly important form of donation is artwork that
has appreciated in value since the time of acquisition by the donor. In this
case, the taxpayer may get a “double incentive.” Itemizers are allowed a de-
duction against ordinary income for the whole value of the gift, and, in addi-
tion, the regular tax system forgoes capital gains tax on the appreciation.
Since the capital gains tax was raised by the 1986 Tax Reform Act to the
ordinary personal rate, this additional tax forgiveness has become more im-
portant for some.

For example, suppose that a potential donor in the 28-percent rate bracket
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has a painting now worth $10,000 that was purchased for $8,000. The
$10,000 deduction saves $2,800 of tax on ordinary income, and giving the
painting instead of cash saves another $560 of tax on the capital gain (the 28-
percent rate on the $2,000 of appreciation). By saving $3360, under the reg-
ular tax, the donor only gives up $6640. If the alternative is to sell this prop-
erty, we say that the price of a $1 dollar gift is only 66.4 cents. On the other
hand, the appreciation on donated property might make the taxpayer subject
to the “alternative minimum tax” (AMT), with more complicated rules as de-
scribed below.

For those of us who have always lived with such a system, these rules may
seem like the logical consequence of private giving to a public cause. The tax
base is supposed to reflect one’s ability to pay, and charitable gifts reduce this
ability by reducing disposable income (Andrews 1972). In this view, the de-
duction is part of the definition of income, rather than a special incentive. An
alternative view is that income before gifts is a proper measure of control over
resources and therefore represents one’s ability to pay tax. Donors can be said
to feel just as much value from their gifts as from their other consumption
expenditures, or else they would not give. They are buying privileges of mem-
bership, a plaque on the donation, a little prestige, or at least some personal
satisfaction. There is no logical necessity to exempt gifts. This alternative
view implicitly underlies the government’s estimates of the “tax expenditure”
budget, showing the amount of tax that would have been collected without
each such deduction.

Under either view, the tax system clearly provides more incentive for char-
itable gifts than if there were no deduction. If this incentive induces more
donations of art, then tax policy affects art museums. This paper will look at
measures of this incentive and its effect.

Similarly, the government does not tax the endowment income of charitable
organizations like museums. There is no explicit effect, either tax or subsidy.
However, taxes levied on the rest of the economy serve to raise the cost of
other activities relative to the cost of museum activities. In this sense we say
that there is an “implicit subsidy.” With limited economic resources to go
around, a tax system that discourages certain uses of resources necessarily
encourages other untaxed uses of resources. The tax system thereby impacts
museums. I discuss these implicit subsidies, while the paper by Charles T.
Clotfelter (chap. 9 in this volume) discusses explicit government subsidies.

The next section provides an overview of the various forms of indirect fed-
eral aid to art museums. It measures the rate of the implicit subsidy, and it
provides a rough calculation of the size of the tax expenditure. It briefly dis-
cusses the justifications for public support and provides empirical evidence on
willingness to pay.

1. At the U.S. Treasury Department, Neubig and Joulfaian (1988) estimate that the total tax
expenditure for the charitable deduction would have been $16.45 billion in 1988 under the old
law, but it was reduced to $12.87 billion by the lower rates of the Tax Reform Act of 1986.
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These preliminaries accomplished, following sections attempt to document
the actual effects of tax policy on art museums. Section 8.3 discusses the tax
rules for individuals’ gifts in other countries, provides a brief history of rules
in the United States, and considers the recent reduction of marginal tax rates
and the inclusion of appreciated property in the alternative minimum tax. It
finds that the reduction of rates in the 1986 Tax Reform Act may depress gifts
to art museums by as much as 24 percent. Section 8.4 analyzes incentives
provided by the income tax exemption and the unrelated business income tax.
It finds that the combination of tax advantages does reduce the cost of capital,
but the result is still not “unfair” to other businesses as long as the rules do
not change unexpectedly. This section also discusses rules for gifts of art by
firms under the corporate income tax, and bequests of art under the estate and
gift tax. A final section offers conclusions.

8.2 Implicit Subsidy and Tax Expenditure

A precise estimate of the implicit subsidy going to art museums is not pos-
sible, but a rough calculation indicates that the implicit federal tax advantages
may be larger than all other sources of federal aid. This section discusses the
rate of subsidy, the fraction of museum funds from tax expenditure, the phil-
osophical justification for subsidy, and survey evidence on desires to subsidize
the arts.

8.2.1 The Rate of Implicit Subsidy"

For some background information on those who give to the arts, consider
table 8.1. For each income group listed in column 1, the weighted average of
personal marginal tax rates is shown in column 2. Groups above $50,000 per
year are all near the top marginal rate, and column 3 shows that almost all of
these taxpayers itemize deductions and therefore receive an incentive for their
gifts. Column 4 shows the percent of gifts in each bracket that is property
rather than cash. The top income group gives up to 30 percent in property, but
the relevant percentage for gifts to art museums may be even higher. Then,
column 5 shows that gifts to culture are very highly concentrated in the upper-
most income brackets—where taxpayers have high tax rates and itemize de-
ductions. Therefore gifts to the arts tend to receive a larger implicit subsidy
than most charitable gifts.

In the example above, at the 28-percent rate, the gift of property had a price
of 66.4 cents per dollar given. This example was chosen to be representative,
as can be seen in the last column of table 8.1. This column uses a general

-..formula-described.later-(appendix-A.,-equation.[3])-to-account for gifts to-cul- s

ture in each rate bracket, with different percentages of the gift being appre-
ciated property. Since the overall average price is 67 cents per dollar given,
the tax expenditure is approximately one-third of total individual donations to
culture.

Of the private support to art museums, most comes from individuals. As
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Table 8.1 Marginal Tax Rates and the Price of Giving to the Arts
AGI Marginal Percent Percent Gifts to Price of
Group Tax Rate Itemizers Property Culture Giving
18)) @ 3 @ ® ©)
0-10K 2.0 5.1 8.4 .0 .98
10-20K 15.9 20.5 8.7 .0 .83
20-30K 17.9 43.1 8.5 .0 .81
30-50K 21.5 67.2 9.2 0 .78
50-75K 27.8 85.3 12.9 16.6 .70
75-100K 29.1 85.3 14.8 10.9 .69
100-200K 32.2 92.6 17.2 17.5 .65
200K + 28.9 93.8 309 55.0 .67
Total ' 100.0 .67

Notes and sources (by column): (1) AGI = adjusted gross income, in K = thousands of dollars;
(2) and (3) weighted average in each group, for the Tax Reform Act of 1986, from U.S. Treasury
Dept.; (4) Statistics of Income (SOI 1988), Internal Revenue Service, for tax year 1985 (before
appreciated property placed under the alternative minimum tax; (5) calculated from Clotfelter
(1985b, 213) and SOI for 1985; and (6) calculated from appendix equation (3) using column 2
for ¢ and g, column 4 for (1 — C), a = .5 for the ratio of appreciation to value, and assuming
that the alternative is immediate consumption. These prices apply to itemizers, but there are very
few nonitemizers in the top few brackets with gifts to culture. See section 8.3.6, “Rate Reduction
and Giving to Art Museums.”

described later in this paper, some gifts are from corporations that can take
deductions at their 34-percent rate. Some funds are received as bequests, de-
ducted at various estate-tax rates. For the rough calculations here, suppose
that the overall average of these implicit subsidy rates is about one-third. An-
other implicit subsidy to art museums is the nontaxation of investment in-
come. In this case the tax expenditure is measured relative to the other ex-
treme where that income also would have been taxed by one-third. A final
possible component of tax expenditure is the nontaxation of operating reve-
nues or earned income from admissions, sales, restaurants, parking, and other
fees.

8.2.2 An Estimate of the Tax Expenditure

Consider the following sources of support in 1988 for the 155 art museums
surveyed in 1989 by the Association of Art Museum Directors:

Operating revenue (earned income) $122.4 million 14.0%
Private support (contributed income) 235.0 27.0%
Value of art donated : 71.3 8.9
Total federal support 95.7 11.0
Total state and local support 168.7 19.3
Endowment income 173.0 ~19.8

Total 872.1 100.0
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Annual budgets of museums usually leave aside the value of art that is do-
nated, since budgets are supposed to account only for dollar flows. These
donations represent additional assets to museums, however, and so they are
part of “economic” income. This art also receives an implicit subsidy. These
figures therefore show that 35.9 percent of total economic income is received
in donations of cash and art.

With these figures, the tax expenditures can now be calculated. The deduc-
tions of gifts to art museums are worth about one-third of this 35.9 percent
figure, or about 12 percent of economic income. The nontaxation of endow-
ment income is worth another one-third of the 19.8 percent of income from
this source, or 6.6 percent of economic income. A third form of tax expendi-
ture is the nontaxation of net operating revenues. Estimates are not available
here because the figures do not show all of the costs of the store, restaurant,
parking, or special events. In combination, however, just the first two implicit
federal subsidies provide 18.6 percent of museum income, an amount sub-
stantially larger than the 11 percent coming from all other direct federal aid.
Since this direct federal spending includes the financing of five large govern-
ment museums (see Clotfelter, this volume), the implicit subsidy for private
museums must be much larger than direct spending.?

8.2.3 The Justification for Public Support

The purpose of this paper is to document the economic effects of tax rules
on art museums, but a discussion of the philosophical case for implicit or
explicit subsidies may help put these rules in perspective. Books have been
written on this subject (e.g., Netzer 1978; Banfield 1984; and Weisbrod
1988), so the discussion here will be brief.

The primary economic argument for providing a government subsidy to art
museums is that individuals should not be charged more for any service than
the cost of providing that service to the individual. In the case of museums,
the cost of an additional visitor may be very low most of the time, or essen-
tially zero. In this case, an admission fee might discourage visitors who could
benefit without imposing any costs. Economists say that the art museum is
“nonrival,” in the sense that many can benefit without using it up. Equiva-
lently, we say that the cost of serving an incremental “customer” is less than
the average cost. Note, by the way, that visits during busy times or for popular
exhibitions might well cause crowding, so an appropriate admission fee could
induce visitors to recognize the congestion costs they impose.

If visitors during uncongested hours are not charged, however, and others
are charged only the incremental cost of their visits, then total revenue will be
__far less than the total cost of operating the museum. In order to.stay in busi-

ness, the museum would need some support.

2. Perhaps due to recent rate reductions, the tax expenditure estimated here is smaller than the
estimate of Schuster (1986, 320) that “taxes forgone through various arts-related tax incentives
provide three times the amount of direct aid to the arts from all levels of government.”
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Of course, not every service would deserve a subsidy just because the rev-
enue that results from charging incremental costs falls short of the total cost
of providing the service. To justify the subsidy, it must also be true that the
total value to the users of the service at least equals the total cost of providing
the service. Total costs and benefits must be measured empirically, and those
who argue for a museum subsidy have implicitly judged that the condition has
been met.

Another type of justification for public support of art museums is that ben-
efits flow to many individuals in society and not just to those who visit the
museum. The preservation and display of artistic treasures provide national
prestige, educational benefits, cultural enrichment, and inherent aesthetic
value. They provide the option of future visits, even to those who are not
currently visiting. A self-supporting art museum would not take these other
benefits into account, so we say these benefits are “external.” Again the pri-
vate market breaks down, because total benefits exceed the amount that can
be collected. The size of the external benefit is subject to measurement, but a
subsidy can correct the imbalance.?

Other arguments have been suggested as justifications for a subsidy of art
museums. One of the most straightforward simply states that the public does
not properly appreciate art museum services, and that a subsidy is justified to
induce them to consume more than they otherwise would. The trouble with
this so-called merit good argument is that it can be applied to anything that
the advocate factors. It also is impossible to measure. Like most economists,
I reject a case for government subsidy based on these paternalistic sentiments.

Finally, free admission to art museums can be more significant for the poor
than for the middle- and upper-income groups. Statistical evidence on mu-
seum attendance shows that visits rise sharply with income, however. Feld,
O’Hare, and Schuster (1983) find that the top income group, representing 8
percent of the population, accounts for 18 percent of the visits to art mu-
seums, while the bottom income group, representing 8 percent of the popula-
tion, accounts for about 2 percent of visits to art museums.* Therefore, subsi-
dizing museums cannot be justified as a favorable redistribution policy.

Feld, O’Hare, and Schuster (1983) also note that the benefits of visits to

3. See Baumol and Bowen (1966), Netzer (1978), Radich (1987), Scitovsky (1983), Simon
(1987), and Weisbrod (1975) for discussions of external effects and the form of the subsidy.

4. Their data derive from the 1975 survey Americans and the Arts (Louis Harris and Asso-
ciates). The 1988 survey does not show the number of visits on a comparable basis, and it has
been criticized by Schuster (1988). It shows the following percent in each income group that
visited art museums:

Income Go Do Not Go
$15,000 or less 39 61
$15,001-$25,000 57 43
$25,001-$35,000 59 41
$35,001-$50,000 61 39

$50,001 and over 73 27
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museums are only part of their impact. They also calculate the distributional
pattern of various sources of income to museums such as admission fees, do-
nations, and government subsidies. Admission fees are paid by those in rela-
tively high income brackets, donations are received from those in even higher
income brackets, and the deduction for gifts is “paid for” by taxpayers who
also lie predominantly in the upper brackets of the progressive personal in-
come tax. On balance, the arts are mildly redistributive in the sense that those
who finance them have income slightly higher than those who benefit.

8.2.4 Empirical Evidence on Willingness to Pay

Very little empirical evidence is available on the size of any external bene-
fits. One exception is a study in Australia by Throsby and Withers (1983).5
Their survey results “indicate an overall acceptance of public benefit accruing
from the arts, with only a small minority expressing the attitude that they
believe there are net cost and that arts education and general support are un-
justified” (183). They find that “a mean willingness-to-pay over the whole
sample lying between $97 and $155 is indicated. This range is far in excess of
the current average level of expenditure out of taxes on the arts in Australia,
which is in the region of $6 per head” (185). The authors provide no source
for this $6 figure, but it appears to include only direct government expendi-
tures. Additional, implicit subsidies are provided through the exemption of
nonprofit institutions and the deductions for charitable gifts.

A less scientific survey has been conducted in the United States by Louis
Harris and Associates (1988), and part of the results are summarized in Table
8.2. The question posed to respondents is misleading in the way it points out
the huge cost of major federal programs such as national defense and educa-
tion, compared to “no more than 75 cents per capita for the arts.” It ignores
the larger state and local expenditures on the arts (see Clotfelter, this volume),
and the still larger indirect federal subsidies provided through the tax system.
Nonetheless, the survey shows a majority of 56 percent willing to pay $25
more in taxes each year for the arts, and a larger majority of 70 percent willing
to pay an extra $10. More reliable than the levels might be the trends over
time, where each of these figures have been increasing steadily since 1975.

8.3 The Deduction for Charitable Giving

In our eminently democratic system, the right to vote is not the only voice
we have in government decisions about the allocation of scarce public re-
sources. When individuals or corporations decide to give to art museums in

-—the-United-States;-they-effectively-direct the-allocation-of tax-expenditure-dol

5. They deal with the problem that survey respondents have incentive to overstate or understate
their willingness to pay, depending on whether they believe that their taxes would actually depend
on their answers. The questions are asked two different ways, and the truth is assumed to lie
between the two alternatives.
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Table 8.2 Willingness to Pay Extra Tax for Arts and Culture

Question: The federal government now pays out over $900 per capita for defense, $140 for
education, and no more than 75 cents per capita for the arts. Would you be willing to pay $25
(815, $10, $5) more in taxes per year for the arts, or would you not be willing to do that?

1987 1984 1980 1975

$25 More

Willing 56% 53% 51% 41%

Not willing 42 45 45 53

Not sure 3 2 4 6
$15 More

Willing 62 61 59 46

Not willing 36 38 39 50

Not sure 2 1 2 4
$10 More

Willing 70 66 65 51

Not willing 28 32 33 44

Not sure 2 2 2 5
$5 More

Willing 75 72 70 58

Not willing 23 26 28 37

Not sure 2 2 2 5

Source: Louis Harris and Associates (1988, 105).

lars as well. The next section (8.3.1) reviews practices in several other coun-
tries and reveals that tax rules are characterized by considerable diversity.
Many nations do not allow a deduction for charitable giving, and no other
nation allows both a deduction for the market value of the gift and forgiveness
of capital gains tax. The following subsection reviews past practices and re-
veals that even the United States did not always allow a deduction for chari-
table giving. In addition, with the deduction, changes in marginal tax rates
have resulted in considerable changes over time in the net price of giving or
amount of the subsidy. The section also looks at Internal Revenue Service
efforts to ensure compliance, and recent changes in the alternative minimum
tax. Finally, it simulates the effects of rate changes in the Tax Reform Act of
1986.

8.3.1 Rules in Other Countries

Tax systems vary widely, even among the 23 developed Western nations of
the Organization for Economic Co-operation and Development (OECD).
Table 8.3 summarizes some of the rules about deductibility from the individ-
ual income tax at the national level, but it ignores other special treatments of
art museums that might exist under a subnational level income tax, a corpo-
ration income tax, a wealth tax, a capital transfer tax, or a value-added tax.
Thus, this table should not be used to calculate the final tax price of giving in
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each country. It is only intended here to indicate the diversity of rules just
among the national level individual income tax systems.

A large number of these countries allow no deduction at all for charitable
donations. Several other countries allow deductions only under extremely re-
strictive conditions. Some allow deductions only for cash and not for the mar-
ket value of any gifts of property, so that donors have no deduction for giving
paintings to art museums. Denmark and New Zealand have very low upper
limits that would not support large gifts of art. Luxembourg allows deductions
for gifts only to state and municipal museums and not for gifts to any private
museums. Ireland specifies a list of qualified beneficiaries that is extremely
limited and apparently excludes any art institutions (Schuster 1986, 324).

Ireland and the United Kingdom provide a tax incentive or “covenant” that
operates much like a tax deduction in some cases, as described further by
Rosemary Clarke (chap. 10 in this volume). In Britain, the pay-as-you-earn
(PAYE) system means that the taxpayer only receives net income, upon which
tax has already been paid. In order for the charity to receive the tax that was

Table 8.3 The Deductibility of Donations in OECD Countries

Nation Deduction

Australia Gift of $A2 or more to specified charities

Austria None

Belgium Cash, BF1000 or more, to 5% of income or BF10 million

Canada Up to 20% of net income

Denmark Over DKr300, up to DKr1000

Finland None

France Up to 1% of net income (causes of general interest) or 3% (charitable
foundations)

Germany Up to 5% or 10% of net income

Greece Up to 50% of net income

Ireland None

Italy None

Japan Excess of ¥ 10000, up to 25% of income

Luxembourg None

Netherlands Excess of 1% of income or Gld120, whichever is more

New Zealand None (credit up to NZ$200)

Norway None

Portugal Up to a ceiling

Spain None

Sweden None

Switzerland None

Turkey None

United Kingdom Cash up to £240

~United-States-—------For-itemizers;-cash-up-to-50%-of-income-or-property-up-to-30%-of.

income

Sources: Organization for Economic Cooperation and Development (1986); Price Waterhouse
(1988); and Schuster (1986).
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paid on a gift out of net income, the taxpayer must enter into a formal agree-
ment or covenant to give certain amounts over a minimum number of years,
recently reduced to four. Then the individual’s gift is matched by a check from
the government directly to the charity. Until 1980, the government would only
match gifts at the low basic rate of tax, so that gifts from high-bracket taxpay-
ers were “subsidized” at the same rate as those from low-bracket taxpayers.
The subsidy under this system is less flexible than the straight deduction, and
it does not accommodate gifts of property. Also, Schuster (1986) notes that
the donor can put restrictions only on his or her portion of the gift, not on the
government’s share. In the United States, the donor can specify the use of the
funds for the entire gift, including the government’s implicit portion of sup-
port.

Also, in Britain, artwork may receive a conditional exemption from capital
transfer taxes due upon gift or bequest if the recipient agrees to show it pub-
licly. Upon sale, the government is able to use certain tax advantages in bid-
ding for it. Some works of art may be accepted as payment in lieu of tax. In
the French dation system, heirs may pay estate taxes with artwork or other
objects and thus avoid finding buyers and paying commissions. For the eleven
countries on this list that have a personal wealth tax, art is fully exempt in
Denmark, France, and Sweden; fully taxable in Finland, Norway, and Switz-
erland; and given intermediate rules in Austria, Germany, Luxembourg, Neth-
erlands, and Spain (OECD 1988, 55; Cummings and Katz 1987). These
wealth and transfer taxes are not reviewed here, but U.S. estate and gift taxes
are described in a later section (8.4.4).

8.3.2 A Brief History of Deductions in the United States

For most of the time since our nation was founded, there has been no in-
come tax and therefore no indirect subsidy for charitable gifts. During the
experience that lasted from 1861 to 1872, income-tax revenue reached 28 per-
cent of total federal revenue (Ratner 1980, 142), but no deduction was al-
lowed for charitable giving even though Congress thought enough about fair-
ness to establish progressive rates, a deduction for other taxes paid, and an
allowance for housing. That tax was repealed, and other attempts at income
taxation were held unconstitutional, before the Sixteenth Amendment allowed
the enactment of a new income tax in 1913. That tax allowed deductions for
business expenses, interest paid, taxes paid, casualty losses, bad debts, depre-
ciation, corporate dividends received, and income on which tax was paid at
the source, but there was no deduction for charitable giving.

The deduction for charitable contributions was enacted in 1917, and it was
limited to 15 percent of taxable income. At the same time, personal marginal
rates began to reach significant percentages for a small fraction of taxpayers.
Table 8.4 summarizes the historical development of the top personal marginal
tax rate, the relevant rate for calculating the after-tax price of giving for the
most wealthy art donor. This top rate jumped from 15 to 67 percent during the
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Table 8.4 The Top Federal Personal Income Tax Rate in the United States
Years Top Rate (%)
1913-15 7
1916 15
1917 67
1918 77
1919-21 73
1922-23 58
1925-31 25
1932-35 63
1936-39 79
1941 81
1942-43 88
194445 94
1946-51 91
1952-53 92
1954-63 91
1964 77
1965-80 70
1981-86 50
1987 38
1988— 33

Note: See the Tax Foundation, Facts and Figures on Government Finance, for footnotes describ-
ing some surcharges and other special rules.

First World War, but the 67-percent rate only applied to incomes over $1 mil-
lion in 1917. The great majority of donors still received no incentive, or at
most 15 percent, for charitable giving.® The top rate fell back to 25 percent
for a period, and rose to around 90 percent for the Second World War. It is not
clear how much revenue was actually collected at such high marginal rates,
and recent rethinking in the United States has led to successive marginal rate
reductions. The top rate fell to 70 percent in 1964, to 50 percent in 1981, and
to 33 percent in 1988, even though the revenue from the personal income tax
has been rising with the economy and has remained roughly constant as a
fraction of total federal revenue.

As a simplification measure for those who would no longer have to record
every itemized deduction, a standard deduction was introduced in 1944. It
was originally 10 percent of adjusted gross income (AGI) up to some maxi-
mum, but it later became a flat amount and was incorporated into a zero-rate
bracket. The incentive for charitable donations was thus removed for tax re-
turns taking the standard deduction, initially 83 percent of the total (Clotfelter

1985a, 26). As inflation and real growth decreased the relative value of this

6. The 1917 law “levied no tax on net incomes below $37,700 in 1982 dollars and applied tax
rates as high as 15 percent only for net incomes above $300,000, in 1982 dollars” (Clotfelter
1985a, 31).
































































































