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axpayers who make contributions to
approved charitable organizations can
deduct those contributions from their
income before computing their tax lia-
bility. In fiscal year 2014, the deduction
lowered taxes by $47 billion, with over 93 percent of
the benefits going to tax filers under the individual
income tax rather than the corporate tax.! Most tax-
payers would benefit from removing the deduction
and lowering tax rates since most taxpayers do not
use the deduction regularly. The only economic jus-
tification for the deduction would be to encourage
donations to organizations that provide public goods
or quasi-public goods. It is unclear, however, that
the charitable deduction actually encourages private
sector provision of these goods.

One of the primary purposes of government is to pro-
vide certain public goods that it is not possible for the
private sector to provide. Providing public goods is
one of the primary roles of government as defined by
almost every economist from Adam Smith through the
authors of modern public finance textbooks. But just
because government should assist in providing certain
public goods, it does not necessarily have to provide
them directly. Government could finance the private
provision of public goods, or simply encourage their
provision in some way.

The deduction for charitable contributions is a form
of this last option: government will let private philan-
thropic organizations provide some public goods, and
it will encourage taxpayers to fund these organizations
by offering a tax benefit rather than funding the public
goods out of tax revenue. To be justified economically,
this tax deduction must pass several tests. Two thres-
hold tests are: Are the organizations actually providing
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public goods? Does the deduction actually increase
charitable donations?

ARE CHARITABLE ORGANIZATIONS PROVIDING
PUBLIC GOODS?

For the charitable deduction to be justified economi-
cally, the government cannot simply encourage more
donations to nonprofit organizations. The government
must encourage donations to organizations that are
providing goods undersupplied by the normal market
process—or, as economists refer to them, public goods.
A public good has a precise definition in economics,
which is that the good in question must be nonrival in
consumption (at the margin, adding more users does
not diminish the quantity available) and that it must be
difficult to exclude non-payers from benefitting from
the good (“difficult” meaning prohibitively expensive).
In common language, the term “public good” is used in
a less precise way, often to mean “something nice” or
“something the government supplies,” but economists
have in mind a clear definition that has a very high bur-
den. I acknowledge that governments may have other
goals in mind when the tax code rewards charitable
contributions, such as encouraging charity generally
even if there are no positive externalities, but such other
goals are hard to justify using economic criteria.

For quasi-public goods, those with some elements of
both private and public goods, the role for government
is less clear than for pure public goods. Education and
healthcare are two clear examples of quasi-public goods.
While most of the benefits of consuming these services
accrue to the individual consuming them, there are also
clearly some external benefits to society. For example,
society benefits from educating voters and containing
contagious diseases. And as we will see below, educa-
tion and healthcare are some of the most widely sup-
plied services by public charities.

In the case of quasi-public goods, there is a real ques-
tion of how government should be involved. To facil-
itate access to quasi-public goods that have primarily
private benefits, one possible solution is for government
to encourage private provision with subsidies, with gov-
ernment refraining from providing the goods directly.
Encouraging private provision is certainly one of the
purposes of the charitable deduction, though as I will
discuss below, it is questionable whether the deduction
has achieved this goal.
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What activities are the charitable organizations engaged
in? Economists Cyril Chang and Howard Tuckman
examined tax-exempt organizations in the United
States. They found that the majority of them provide
a mixture of private and public goods, which may call
into question whether they should be subsidized at all
(or whether the subsidy should be based on the outputs
they produce).? The table below uses IRS data compiled
by the Urban Institute on 501(c)(3) public charities, the
main group of organizations that the charitable deduc-
tion applies to.? It shows total revenue for the sectors
that these charities fall into. The data are for total reve-
nue of these organizations, not just donations, as many
of these organizations obtain a significant amount of
revenue from other sources (e.g., charging for services
provided).

While the list of charity categories is long, the two
largest—health and education—have nearly 73 percent
of the revenues among public charities. These two
categories certainly produce a mix of private and pub-
lic goods, but arguably most of their output is private
goods. As discussed above in this paper, the charitable
deduction is often defended as a way of encouraging the
private provision of the quasi-public goods.

Has the deduction been effective in achieving the goal
of private provision? There is no easy way to answer
this question, but a cursory look at health expenditure
data suggests that the charitable deduction has not been
powerful enough to encourage health spending to stay
in the private sector. In 1960 about 70 percent of health
spending was from private sources and 20 percent was
from government sources, while in 2013 about 49 per-
cent was private and 45 percent was government (the
balance in each case is from categories that are a mix
of private and public sources).* Even starting from a
later date, such as 1970, after Medicare and Medicaid
had been established, private health spending was still
about 56 percent and government spending was only
about 33 percent.

It appears that, at the very least, the charitable deduc-
tion has not stopped the funding of quasi-public goods
in healthcare from drifting into the public sector. On the
other hand, the United States does still have much more
private provision of education and healthcare compared
to other industrialized countries.

Most other categories in the table also provide some
mix of private and public goods, but there are only a
few on the list that likely provide mostly public goods:




TABLE 1. TOTAL REVENUE OF PUBLIC CHARITIES, BY TYPE

Description

Health
Education

Human Services
(Multipurpose and Other)

Philanthropy, Voluntarism,

and Grantmaking
Foundations

Arts, Culture, and
Humanities

Mental Health, Crisis
Intervention

International, Foreign
Affairs, and National
Security

Housing, Shelter

Science and Technology
Research Institutes,
Services

Community Improvement,

Capacity Building
Employment, Job Related

Recreation, Sports,
Leisure, Athletics

Diseases, Disorders,
Medical Disciplines

Religion Related, Spiritual
Development

Public, Society Benefit
(Multipurpose and Other)

Food, Agriculture, and
Nutrition

Medical Research

Environmental Quality,
Protection, and
Beautification

Crime, Legal Related
Youth Development

Animal Related

Social Science Research
Institutes, Services

Civil Rights, Social Action,
Advocacy

Public Safety

Unknown

Revenue

$886,793,086,100

272,078,871,498

121,743,049,887

34,763,264,182

30,441,258,692

29,409,007,043

27,750,902,137

22,444,916,929

20,728,869,774

17,723112,457

15,163,400,478

14,581,724,942

14,428,976,561

13,282,837130

10,395,229,774

10,231,252,463

9,772,500,474

9,457,759,061

7,055,002,134
6,823,009,652
6,711,440,395

2,418,548,106

2,283,415,457

2,186,609,169
299,152,685

Percentage of
Revenue for
All Sectors

55.8%
171

77

2.2

0.9

0.9

0.8

0.7

06

0.6

06

0.4
04
0.4

02

01

01
0.0

Source: National Center for Charitable Statistics, Urban Institute, “Number of
Public Charities in the United States, 2013.”

national security, science and technology research,
medical research, environment, crime, social science
research, civil rights, and public safety. But these cate-
gories combined only represent about 5 percent of the
total public charity revenues, meaning that 95 percent
of the charities, based on revenue, are not clearly pro-
viding mostly public goods. Thus, the benefits to society
are not clear from this tax deduction, and many of the
benefits of charitable activities flow to private groups
and individuals.

DOES THE DEDUCTION INCREASE CHARITABLE
DONATIONS?

The first important test for justifying the charitable
deduction is whether it increases donations to char-
ity beyond what they would be without the deduction.
Ideally, a justification would also provide a benefit-cost
analysis of the increase in donations since this implies
that marginal tax rates must be higher than otherwise
(and thus lower economic growth), but I am not aware
of any studies that provide a direct comparison.

Several studies do provide a kind of benefit-cost analysis
on this issue, but the “cost” they use is forgone tax rev-
enue to the government. Nearly all of the studies in
this literature find that there is some increase in char-
itable giving from its current tax treatment.® However,
one study by William C. Randolph casts doubt on the
claim that the deduction increases giving in the long
run. Randolph’s paper analyzes both major tax reforms
in the 1980s and follows individuals for 10 years, find-
ing that taxpayers alter the timing of their giving in
response to changes in tax policy, but not necessarily
the total amount of giving.®

Recent experimental research attempts to answer sim-
ilar questions in a slightly different venue. For example,
Dean Karlan and John List find that offering to match
charitable contributions ($1:$1) does increase both the
size of the gift (by 19 percent) and the probability of
donating (by 22 percent). But they also find that larger
matches ($2:$1 and $3:$1) do not further increase an
individual’s donations beyond the $1:$1 match. The cur-
rent match in the federal tax code is, of course, much
less than $1:$1, being determined instead by the taxpay-
er’s marginal tax rate. But one possible application of
this result to the charitable contributions deduction is
that the government may be able to make the deduction
less generous but still elicit roughly the same amount in
contributions.’
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DISTRIBUTION OF BENEFITS ACROSS INCOME
GROUPS AND SUGGESTIONS FOR REFORM

The benefits of this tax deduction skew largely to
upper-income earners, as with most tax expendi-
tures. There are three primary reasons for this, among
many others: higher-income earners are more likely
to itemize deductions; higher-income earners have
a larger tax burden as a share of their income; and
the progressive tax schedule means higher-income
earners have a stronger incentive to reduce their tax
burden. For the lowest-income households, those with
annual income under $20,000, only 0.3 percent claim
the charitable deduction. By contrast, for households
with over $100,000 in annual income, almost 59 per-
cent claim the deduction in a given year—and for those
over $200,000, it is still higher at over 72 percent. For
households closer to the middle of the income distribu-
tion (between $40,000 and $75,000), around 20 percent
claim the charitable deduction.?

There is, however, an interesting twist to the numbers
for this deduction, because lower-income households
also donate to charities in large numbers. Using data
from the Panel Survey of Income Dynamics, economist
John List shows that, first, the relationship between
income and propensity to give to charity is as we would
expect. Over 90 percent of higher-income households
(above $100,000 in annual income) give to charity, but
only 37 percent of lower-income households (under
$20,000) do so. A majority of middle-income house-
holds (between $40,000 and $75,000), over 70 percent,
also donate to charity. But looking only at the house-
holds that donate to charity, a reverse pattern occurs:
lower-income households give a large percent of their
household income (12 percent) to charity, and this
declines as income increases to just 2 percent for the
highest-income group (over $130,000).° Thus, it is not
that lower-income households do not donate to charity:
many do, and on average they give a substantial portion
of their income. However, very few of them benefit in
terms of their tax burden, because many lower-income
households have no positive tax liability.

For middle-income households the disparity is most evi-
dent: over 70 percent donate to charity, but only 20 per-
cent can claim the tax deduction. And for those that do
claim the deduction, the average tax benefits are quite
small: $229 for filers in the $40,000-$50,000 group and
$348 for filers in the $50,000-$75,000 group.'’ These
small dollar amounts are no doubt important to house-
holds receiving the benefit, but if the deduction were

eliminated, they could easily be offset by a small reduc-
tion in marginal tax rates.

For the 80 percent of middle-income filers who do
not currently claim the charitable deduction, any cut
in marginal tax rates is a pure benefit. Most taxpayers
would be better served by eliminating the charitable
contributions deduction and using the additional rev-
enue to lower tax rates.
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