
TAX EXPENDITURES: A REASSESSMENT

VICTOR THURONYI*

INTRODUCTION

The concept of "tax expenditures" holds that certain provisions of
the tax laws are not really tax provisions, but are actually government
spending programs disguised in tax language.1 The late Stanley S. Surrey
developed the concept nearly twenty years ago. Surrey hoped that if
policymakers acknowledged that tax expenditures were spending pro-
grams, many would be repealed as an ineffective means of providing a
federal subsidy.2 In some cases, repealed tax expenditures could be re-
placed by direct subsidy programs that would furnish government assist-
ance more effectively,3 while in other cases, federal assistance could be
eliminated entirely.4

Although Surrey's concept of tax expenditures has gained official
recognition, it has not been fully integrated into the budget-making pro-
cess and has largely failed to attain its goals.5 A basic theoretical weak-
ness contributes to this failure. Surrey defines tax expenditures as
departures from a "normative income tax," and his normative tax starts
with the Haig-Simons definition of income (or "economic income"): an
individual's consumption plus the change in her net worth over a given
period.6 Substantial controversy exists, however, over the meaning of
"consumption" in this definition. Moreover, Surrey's normative tax in-
volves significant departures from economic income in order to accom-
modate various political and administrative concerns; these compromises
have made the idea of a normative income tax so inherently subjective
that it deprives the tax expenditure concept of its persuasive force.

* Associate Professor of Law, SUNY-BuffIalo. M.A., Cambridge; J.D., Harvard, 1980. Spe-

cial Legal Advisor for Fundamental Tax Reform, U.S. Treasury Department, 1984-1986. The au-
thor would like to thank Seymour Fiekowsky for inspiration and Guyora Binder, Cheryl Block,
Louis Del Cotto, Daniel Halperin, Fred Konefsky, John Schlegel, and Rob Steinfeld for their
comments.

1. See S. SURREY, PATHWAYS TO TAX REFORM vii (1973).
2. See id. at 179-80.
3. Id. at 204-07.
4. Id. at 182-203.
5. See infra notes 102-50 and accompanying text.
6. See S. SURREY & P. MCDANIEL, TAX EXPENDITURES 186 (1985). Under the Haig-Simons

definition, income measures the increase over a given period in an individual's power to consume.
Id.
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Congress's half-hearted acceptance of the tax expenditure concept
has impeded tax reform and has led to inconsistent legislative treatment
of tax-based and non-tax-based federal subsidies. To foster tax reform
and sound budgetary policy, a workable approach to tax expenditures is
needed. This Article develops such an alternative approach by formulat-
ing a definition of "substitutable tax provisions," a definition not based
on the subjective idea of a normative tax.7 A substitutable tax provision
is a tax law provision whose purposes a non-tax-based federal program
can achieve at least as effectively. This definition directs polieymakers to
two fundamental choices: first, whether to replace certain tax provisions
with programs based outside the tax system; and, second, whether to
reduce or eliminate the assistance provided by particular tax provisions
in light of budgetary priorities.

This alternative approach has several implications. First and most
importantly, the concept of substitutable tax provisions can help policy-
makers treat tax and spending programs alike for budget-making pur-
poses.8 Thus, in contrast to the traditional definition of tax expenditures,
the concept of substitutable tax provisions will facilitate tax and budget-
ary reform.9 The alternative definition also suggests that the traditional
tax expenditure dichotomy between tax and spending programs is false.10

While some tax law provisions have much in common with spending pro-
grams, others are motivated by both tax and subsidy purposes and can-
not be classified as either "tax" or "spending" programs.

The proposed listing of substitutable tax provisions does not imply
that the tax expenditure budget, as traditionally defined, should be
scrapped."I We should, however, think about the traditional list in a dif-
ferent way. Instead of considering tax expenditures as spending pro-
grams run through the tax system, we might more usefully think of them
as subsidies. Whether tax expenditures are in the nature of "tax" or
"spending" programs is both beside the point and ultimately unanswer-
able; they are however, subsidies-favored treatment of particular activi-
ties. Admittedly, the assertion that a provision involves a subsidy seems
controversial and subjective, because it depends on how the baseline is
defined. The subsidy idea may nevertheless prove useful as a way of or-
ganizing our thinking about the tax system and other federal programs.
The budget should continue to use the traditional tax expenditure list as
a means of identifying how the tax system subsidizes various activities.

7. See infra notes 176-200 and accompanying text.
8. See infra notes 220-27 and accompanying text.
9. See infra notes 201-13 and accompanying text.

10. See infra notes 220-58 and accompanying text.

11. See infra notes 217-19 and accompanying text.
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In choosing between tax provisions and non-tax-based programs, though,
the concept of substitutable tax provisions is more useful.

I. THE GENESIS OF THE TAX EXPENDITURE CONCEPT

The federal tax laws have long provided favorable treatment for par-
ticular transactions and activities. Proponents of tax reform 12 have de-
cried many of these provisions. They argue that such favorable
treatment complicates the tax laws, undermines the progressivity of the
system, 13 provides unduly advantageous treatment to particular taxpay-
ers, and distorts business decisionmaking. 14 Yet, arguments in favor of
reform often fail, and for every argument against a preferential provision,
at least one countervailing argument seems to exist. 15 The current sys-
tem does not even approach a comprehensive tax on economic income.
Because the system exempts particular forms of income from tax, one
can often argue by analogy for preferential treatment of another item of
income. Thus, one can defend a provision that looks to some like an
egregious loophole by arguing that it provides treatment equivalent to
that of some other item.

The deduction for charitable contributions is a case in point. One
can criticize the deduction for not providing a proper measure of income
since it allows a deduction for a personal consumption expense. 16 A
comprehensive income tax, in contrast, would allow no such deduction.
A donor makes contributions to particular organizations as a matter of
choice, and the system should treat the contributions the same as the
donor's other personal expenses. Opposing arguments can, however, be
raised. First, the system should treat a taxpayer who contributes cash
earned by her labor the same as a taxpayer who contributes services di-
rectly to a charity and is not taxed on the value of such services. For this
equal treatment to occur, the cash contribution must be deductible. Sec-
ond, a taxpayer's expenditures for public purposes should be treated dif-

12. For convenience, I use the term "tax reform" to describe advocacy of amending the tax
system to make it more nearly a tax on economic income. Some advocates of tax reform would work
toward a different end, such as a tax on consumption.

13. See, e.g., G. BREAK & J. PECKMAN, FEDERAL TAX REFORM: THE IMPOSSIBLE DREAM 11
(1975).

14. See, e.g., 1 OFFICE OF THE SECRETARY, DEP'T OF THE TREASURY, TAX REFORM FOR
FAIRNESS, SIMPLICITY, AND ECONOMIC GROWTH: THE TREASURY DEPARTMENT REPORT TO

THE PRESIDENT 1 (1984) [hereinafter TREASURY I].
15. "I can't make a damn thing out of this tax problem. I listen to one side and they seem

right, and then-God!-I talk to the other side and they seem to be right." Remarks of President
Warren G. Harding (1922), reported in J. CONLIN, THE MORROW BOOK OF QUOTATIONS IN AMER-
ICAN HISTORY 135 (1984).

16. See Kelman, Personal Deductions Revisited: Why They Fit Poorly in an "Ideal" Income
Tax and Why They Fit Worse in a Far from Ideal World, 31 STAN. L. REV. 831, 835-58 (1979).
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ferently from her expenditures on goods for private consumption.
Finally, and most significantly, any suggestion to repeal or scale back the
charitable contribution deduction faces the objection that "we couldn't
do that to the charities," which suggests that tax-based governmental
support for charities is desirable, or at least politically unassailable. 17 In
sum, the open-endedness of tax-policy analysis and the political power of
those who benefit from favorable provisions often lead tax reform to an
impasse.

Stanley Surrey developed the tax expenditure concept to resolve
such stalemates and advance tax reform.' Surrey wanted to eliminate
most preferential tax provisions, but was keenly aware of the difficulty of
defeating lobbyists who favored the status quo. In a rhetorically brilliant
move, Surrey argued that certain tax provisions should not be considered
tax provisions. Rather, these provisions, which Surrey defined as "tax
expenditures," were in the nature of government spending programs that
happened to be administered through the tax laws. 19 Under this view, a
preferential tax provision operates in two steps: first the taxpayer pays
the government the amount called for by the tax laws in the absence of
the preferential provision, 20 and then the government gives the taxpayer
a government grant or subsidy.2' To save time and simplify administra-
tion, the government makes the subsidy payment by reducing the tax-
payer's tax liability.22 According to Surrey, although the subsidy
program is administered through the tax code, it should be treated like a
spending program, not like a tax provision. 23

An example of a tax expenditure is the exclusion for combat pay.24

Suppose that a member of the armed forces who is in the 28% tax
bracket receives $10,000 in combat pay, none of which is taxed. Under a
tax expenditure analysis, this arrangement is equivalent to increasing the
soldier's pay to $13,889 in order to compensate him for the special

17. For example, in the Tax Reform Act of 1986 (1986 TRA), Pub. L. No. 99-514, 100 Stat.
2085 (codified in scattered sections of I.R.C.), Congress deleted the proposed "floor" on the deduc-
tion for charitable contributions in an effort to encourage private giving. See J. BIRNBAUM & A.
MURRAY, SHOWDOWN AT Gucci GULCH 90 (1987).

18. See S. SURREY, supra note 1, at vii-viii. Surrey can justly be called the father of modern tax
policy. A tax lawyer and professor, he served as the influential Assistant Secretary of Treasury for
Tax Policy from 1961 to 1969, and subsequently taught at Harvard Law School. Griswold, A True
Public Servant, 98 HARV. L. REV. 329, 330 (1984).

19. S. SURREY, supra note 1, at 6.

20. Id. at 6-7.
21. Id. at 7.
22. See id. at 131-33 (explaining this administrative efficiency argument, but denying its

validity).
23. See S. SURREY & P. MCDANIEL, supra note 6, at 3, 6, 25-26.
24. I.R.C. § 112 (1982).
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hazards of combat duty. Both methods of compensation would leave the
soldier with $10,000 after tax. The tax provision therefore generates a
disguised increase in pay for certain military personnel-a government
spending program effectuated through the tax laws.

Recharacterizing certain tax provisions as spending programs in dis-
guise shifts the focus of debate. Instead of arguing whether tax-policy
considerations justify a provision, the tax and budget policymakers ana-
lyze the provision by comparing it with existing and potential spending
programs. This change of focus has major advantages for those seeking
repeal of tax expenditures. If analyzed as spending programs, tax ex-
penditures often look absurd.

In contrast to most government subsidy programs, which primarily
benefit the needy, tax expenditures often piovide an "upside-down" sub-
sidy: benefits from tax expenditures tend to increase along with the re-
cipient's wealth. An upside-down subsidy occurs because a tax
expenditure benefits only those persons with enough income to pay tax;
moreover, if the tax expenditure is structured as a deduction or exclu-
sion, the value of the benefit increases with the recipient's marginal tax
rate, and hence with her taxable income. For example, the exclusion of
combat pay is more beneficial to taxpayers in higher marginal tax brack-
ets.25 The deduction for home mortgage interest provides another exam-
ple. This deduction amounts to a subsidy for homeownership that
excludes the poor, but gives wealthier taxpayers ever larger subsidies de-
pending on their income and the value of their home. 26 Congress would
never have enacted a direct subsidy program structured like this. If the
tax expenditure constitutes such a subsidy program, it too must be unac-
ceptable as a matter of policy.27

Surrey lampooned the deduction for charitable contributions in a
similar manner, asking how Congress might react if the Department of
Health, Education and Welfare28 proposed to establish a Division of
Charitable and Educational Assistance that would distribute its funds as
follows:

25. This is the case because the amount of tax benefit that an exclusion provides to a taxpayer
equals the amount excluded multiplied by the taxpayer's marginal tax rate. See M. CHIRELSTIN,
FEDERAL INCOME TAXATION 345 (5th ed. 1988).

26. See id. % 7.01, at 146. The poor receive no subsidy because only taxpayers who itemize
their deductions can deduct home mortgage interest. See I.R.C. § 63(e)(1) (Supp. IV 1986). Poor
people do not usually itemize, because the section 63 standard deduction (for use in lieu of itemized
deductions) generally exceeds the aggregate of itemized deductions available to them. The subsidy's
value also tends to increase with income because persons with higher income are generally in higher
tax brackets. See M. CHIRELSTEIN, supra note 25, 7.01, at 147.

27. See S. SURREY, supra note 1, at 234-46.
28. The Department of Health, Education, and Welfare is now the Department of Education

and the Department of Health and Human Services.
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-Suppose a person calls and says: "I am too poor to pay an in-
come tax but I am contributing $20 to my favorite charity. Will the
Government also help it?" The answer here will be: "We appreciate
your sacrifice but we cannot use our funds in this situation."

-Suppose a person calls and says: "I am quite well-off and want
to send a check for $3,000 to one of my favorite charities ... ." The
answer here will be: "We are delighted to be of assistance and are at
once sending a Government check for $7,000 to that charity."

-Suppose a person calls and says: "I am really very wealthy
with a considerable fortune in various stocks that originally cost me or
my family very little. In fact, I will be selling about $2 million of stock
.... I think that a particular charitable institution deserves support
and while I have decided not to contribute anything myself, I am call-
ing to inquire whether the Government will contribute to it." The an-
swer here will be: "We ... will be delighted to contribute $2 million
.... And, in appreciation of your suggesting this to us, we are sending
you a check for $100,000. .... -29

Surrey's obvious point is that no such program would ever be proposed,
let alone enacted. Yet, if the charitable contribution deduction in fact
implements such a program, as tax expenditure analysis asserts, then it
too becomes indefensible.

The tax law in force when Surrey wrote certainly had the same effect
as the spending program that Surrey described. A poor person could
take no deduction for charitable contributions. 30 A person in the 70%
bracket (the highest bracket in the 1970s) who made a $10,000 cash con-
tribution could deduct $10,000, which would reduce that person's tax
liability by $7,000.31 Thus, after taxes, the $10,000 contribution would
cost the contributor only $3,000, and the government would in effect
make a $7,000 matching grant. In Surrey's third situation, a 70%-
bracket taxpayer selling stock for a gain of $2 million would pay tax on
income of $1 million (since the $2 million gain would be reduced by a
deduction for 50% of long-term capital gains).32 The tax liability from
the sale would therefore be $700,000, with after-tax proceeds of
$1,300,000. If the taxpayer donated the stock to charity instead, the
charitable contribution deduction would save him $1,400,000 in tax

29. S. SURREY, supra note 1, at 228-29.
30. This proposition assumes that a poor person would not have had sufficient itemized deduc-

tions to make itemizing worthwhile. See supra note 26.

31. See Tax Reform Act of 1969 (1969 TRA), Pub. L. No. 91-172, sec. 803, § 1, 83 Stat. 487,
678-82 (current version at I.R.C. § 1) (70% income tax rate on taxable income over $200,000); id.
§ 201(a)(1)(B), 83 Stat. at 549, 551 (current version at I.R.C. § 170(a)(1), (b) (1982)) (allowing de-
duction for cash charitable contributions not exceeding 50% of taxpayer's adjusted gross income).

32. See Internal Revenue Act of 1954, Pub. L. No. 83-591, § 1202, 68A Stat. 3, 320, repealed
by 1986 TRA, Pub. L. No. 99-514, § 301(a), 100 Stat. 2085, 2216.
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(70% of $2 million). 33 Thus, the taxpayer would be $100,000 better off if
he donated stock to charity instead of selling it.

Tax expenditures typically have other drawbacks as well. They
complicate the tax laws by straining the tax system's administrative re-
sources;3 4 they generally involve unlimited or uncertain costs; 35 they
evade periodic budgetary review;36 and they are administered by the In-
ternal Revenue Service (IRS), an agency unfamiliar with the substantive
problems addressed by subsidies and unable to coordinate tax expendi-
tures with subsidy programs administered by other agencies. The vari-
ous subsidies that the tax code provides to dairy farmers illustrate this
last objection. The dairy farmer subsidies include accelerated deprecia-
tion deductions on livestock and equipment and the acceptance of "cash
accounting," both of which defer tax liability with no interest.37 While
these tax provisions subsidize production and encourage herd expansion,
the Department of Agriculture, on the other hand, pays dairy farmers to
curtail production and slaughter their herds.38 Such inconsistency in
policy would be much less likely if the Department of Agriculture, rather
than the IRS, provided all subsidies to farmers. If the same congres-
sional committee reviewed and the same agency administered all subsi-
dies in a particular substantive area, at least the subsidies would not
simultaneously encourage and discourage the same activity. The result
would be consistent and more efficient subsidies.

When compared with direct spending alternatives, tax expenditures
are often inefficient: the subsidies they provide cost the federal govern-
ment more than direct spending programs would. The tax exclusion for
interest on state and local government bonds provides a quintessential
example. 39 The exclusion subsidizes the local government issuer with a

33. See 1969 TRA, Pub. L. No. 91-172, sec. 803, § 1, 83 Stat. at 678-82 (current version at
I.R.C. § 1 (Supp. IV 1986)); id. § 201(a)(1)(B), 83 Stat. at 549, 551-52, 555-56 (current version at
I.R.C. § 170(a)(1), (b)(1)(B)-(D), (e) (1982)).

34. See S. SURREY & P. MCDANIEL, supra note 6, at 105-06.
35. The cost of tax expenditures depends on the extent to which taxpayers use them, which

cannot be known with certainty in advance. See id. at 102-03, 105.
36. See S. SURREY, supra note 1, at 143-44.
37. Accelerated depreciation deductions, see I.R.C. § 168 (Supp. IV 1986), reduce taxable in-

come in the beginning of an asset's life, and increase that income by a corresponding amount later in
the asset's life. See generally M. CHIRELSTEIN, supra note 25, 6.08 (discussing economic effect of
accelerated depreciation). Assuming a constant tax rate, this has the same effect as if the govern-
ment lent an amount to the asset owner without charging interest, requiring repayment later in the
asset's life. Similarly, cash accounting, see Treas. Reg. § 1.162-12(a) (1988), allows farmers to de-
duct the cost of inputs (such as feed, seed, and fertilizer) when purchased, and to delay reporting
income until receipt of the cash proceeds of crop sales. This, too, has the effect of artificially defer-
ring tax liability.

38. 7 U.S.C.A. § 144(d) (West 1988).
39. I.R.C. § 103 (Supp. IV 1986); see S. SURREY, supra note 1, at 210-11.
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reduction in the issuer's borrowing costs.4° When holders of tax-exempt
bonds are in various tax brackets, as has historically been the case,41 the
rate of interest on those bonds cannot fall below the after-tax rate that
the lowest-bracket holder of such bonds could obtain on a taxable
bond.42 Thus, for tax-exempt bonds marketed to investors in the 28%
bracket, the rate of interest must be at least 72% of the rate on compara-
ble taxable bonds. With the tax-exempt bond interest at this rate, a 28%
bracket holder of a tax-exempt bond would enjoy no special benefit, since
her after-tax return would equal the return obtainable on a taxable in-
vestment. However, a corporate investor in the 34% bracket would re-
ceive a higher yield on the tax-exempt bond than the after-tax yield on a
taxable bond (72% of the taxable bond's yield, versus 66%). 43 The reve-
nue lost by the federal government, in the amount of this benefit to up-
per-bracket investors, does not benefit the bond issuer. Therefore, direct
subsidies to issuers would reduce state and local borrowing costs at less
federal cost than the existing tax provision.

Another important consequence of treating tax expenditures as
spending programs is that spending cuts would include cuts in tax expen-
diture provisions whenever spending retrenchment occurs. If tax ex-
penditures are really spending programs, then whenever Congress
contemplates budget reductions, it should subject tax expenditures to the
same scrutiny as direct spending programs. By contrast, if Congress
treats tax expenditures as "tax" provisions, then it need not address them
in cutting expenditures. 44

Surrey's argument, despite its logical appeal, has enjoyed only mini-
mal success. The following parts of this Article discuss theoretical at-
tacks on the tax expenditure concept 45 and the concept's limited effect on
tax legislation. 46 The Article then considers whether a reformulation of
Surrey's concept could better accomplish his purpose of facilitating the
repeal of tax subsidies or the enactment of non-tax-based substitutes if
appropriate.

40, See S. SURREY, supra note 1, at 211; D. OTT & A. MELTZER, FEDERAL TAX TREATMENT

o0. STATE AND LOCAL SECURITIES 114 (1963).
41. For example, when the top marginal income tax rate was 70%, the average marginal tax

rate of bondholders was estimated at about 42%. See Miscellaneous Tax Bills: Hearing before the
Subcomm. on Taxation and Debt Management Generally of the Comm. on Finance, 96th Cong., 1st
Sess. 290 (1979) (statement of Donald C. Lubick, Assistant Secretary of the Treasury).

42. See generally M. CHIRELSTEIN, supra note 25, at 345-51 (discussing economics of state and
municipal bonds).

43. See id.
44. S. SURREY, supra note 1, at 1-3.

45. See infra notes 77-101 and accompanying text.
46. See infra notes 102-50 and accompanying text.
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II. THE PROBLEM OF DEFINITION

The central problem with the tax expenditure concept lies in identi-
fying the Internal Revenue Code provisions that contain tax expendi-
tures-spending programs in disguise. In some cases, a tax provision is
quite obviously a disguised spending program. For example, under the
recently terminated credit for residential energy conservation expendi-
tures,47 a homeowner or renter could take a tax credit for 15% of her
expenditures on caulking, insulation, and the like. The provision's only
connection with the income tax was its requirement that homeowners or
renters claim the credit on their income tax returns, rather than on a
mail-in rebate form or other similar device. As the circumstances of the
credit's enactment reflect, the credit is simply a government subsidy pro-
gram for home energy conservation. 48  Congress could have fulfilled this
subsidy purpose just as well with a non-tax-based subsidy program.

While it takes no leap of the imagination to identify the energy con-
servation credit as a disguised spending program, the tax code contains
many other provisions with less transparent subsidy purposes, The pur-
poses behind many long-standing tax provisions are obscure, and often
lack coherent and reliable support in legislative history.49 These provi-
sions often reflect an inconsistent response to competing policies, making
it especially difficult to detect spending programs in disguise. Nor is tech-
nical structure a reliable sign of a tax expenditure. An expenditure might
take the form of an exclusion from income,50 a deduction,51 a credit, 52 a
rule deferring recognition of an item of income,5 3 or an accelerated de-

47. I.R.C. § 23 (Supp. IV 1986). The credit ended on December 31, 1985, under section 23's
sunset provision. Id. § 23(f).

48. The residential energy credit was enacted as section 101 of the Energy Tax Act of 1978,
Pub. L. No. 95-618, 92 Stat. 3174, 3175 (codified as amended in scattered sections of I.R.C.). The
applicable committee report stated that Congress intended the credit "to provide homeowners and
tenants with an incentive to conserve energy by immediate installations of insulation and other en-
ergy-conserving components." H.R. REP. No. 496, 95th Cong., 1st Sess., pt. 3, at 35, reprinted in
1978 U.S. CODE CONG. & ADMIN. NEWS 8303, 8330. Unlike reports accompanying other tax bills,
this committee report included an estimate of the amount by which the credit would reduce oil and
natural gas consumption. See id. at 40, reprinted in 1978 U.S. CODE CONG. & ADMIN. NEWs at
8335. The report did not, however, discuss why the subsidy was being provided through the tax
system rather than by a direct spending program. See id. at 35, reprinted in 1978 U.S. CODE CONG.
& ADMIN. NEws at 8330.

49. Eg., Revenue Act of 1918, ch. 18, § 213(b)(6), 40 Stat. 1057, 1066 (excluding damages
received for personal injuries from definition of income); H.R. REP. No. 767, 65th Cong., 2d Sess. 9-
10 (1918) (expressing doubt whether damages for personal injuries included in calculation of gross
income prior to enactment of 1918 Act).

50. E.g., I.R.C. § 103(a) (Supp. IV 1986) (exclusion of interest from state and local bonds).
51. E.g., id. § 163(a), (h)(3) (West 1988) (deduction for home mortgage interest).
52. E.g., id. §§ 38(b)(2), 51 (Supp. IV 1986) (credit to businesses for portion of wages paid to

section 51(d) targeted employees).
53. E.g., id. § 1034 (1982) (deferral of capital gains on home sales).
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duction. 54 Not all exclusions, deductions, or credits have been classified
as tax expenditures, nor should they be.55

Surrey defined tax expenditures as provisions giving "special" treat-
ment to particular transactions or activities. 56 The Budget Act formal-
ized this approach by defining tax expenditures as "revenue losses
attributable to provisions of the Federal tax laws which allow a special
exclusion, exemption, or deduction from gross income or which provide
a special credit, a preferential rate of tax, or a deferral of tax liability."57

Of course, the key word in this definition is "special," but the Budget Act
does not define it, nor is its meaning immediately obvious in the context
of tax law, given the current law's disparate treatment of various forms of
income.

According to Surrey, a tax provision is special if it departs from a
normative tax,58 i.e., a tax structure that is "generally accepted" by pro-
fessional tax analysts.5 9 As the Surrey Treasury put it, a tax expenditure
is a provision that deviates "from widely accepted definitions of income
and standards of business accounting and from the generally accepted
structure of an income tax." 6

In formulating the normative income tax, Surrey began with the
Haig-Simons definition of income: the taxpayer's consumption plus the
increase in her net worth during each tax year.61 Surrey used this defini-
tion as the framework for the normative tax because of its "accept[ance]

54. E.g., id. § 174 (Supp. IV 1986) (treatment of research and development expenditures as
current expense).

55. For example, the business expense deduction and the foreign tax credit have never been
classified as tax expenditures, and properly not. The foreign tax credit simply recognizes the pri-
mary taxing jurisdiction of the country in which income was earned. See id. § 901 (Supp. IV 1986).
The total United States and foreign tax paid on foreign-source income is not reduced below the tax
that would be due if the income were earned in the U.S. However, rules permitting deferred recogni-
tion of the income of foreign subsidiaries, which flow from the fact that foreign corporations are
generally not subject to U.S. tax, see id. § 1 (d), constitute a tax preference that the foreign tax credit
exacerbates. The problem here lies with the deferral rules, not with the credit itself. The business
expense deduction is not a preferential provision because those expenses reduce net income and
constitute no personal consumption.

56. S. SURREY, supra note I, at vii.
57. 2 U.S.C. § 622(3) (1982).
58. S. SURREY & P. MCDANIEL, supra note 6, at 186.
59. Id. at 188.
60. Id. at 184 (quoting DEPARTMENT OF THE TREASURY, ANNUAL REPORT OF THE SECRE-

TARY OF THE TREASURY ON THE STATE OF THE FINANCES FOR FISCAL YEAR ENDED JUNE 30,

1968, at 326 (1969)).
61. See id. at 186, Simons established this definition in H. SIMONS, PERSONAL INCOME TAXA-

TION 50 (1938) ("Personal income may be defined as the algebraic sum of (1) the market value of
rights exercised in consumption and (2) the change in the value of the store of property rights be-
tween the beginning and end of the period in question."). Simons's definition was a more explicit
statement of Haig's earlier definition of income as "the money value of the net accretion to one's
economic power between two points of time." R.M. HAIG, THE FEDERAL INCOME TAX 7 (1921).
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by most economists in the United States and elsewhere." 62 Yet, this defi-
nition, without any modifications, would have been problematic. In par-
ticular, "consumption" is not self-defining. It is unclear, for example,
whether gifts, charitable contributions, medical expenses, and personal
items lost in casualties are consumption. Business expenses that confer
personal enjoyment (such as meals or office decorations) likewise test the
limits of the category. 63 The Haig-Simons definition is also ambiguous or
silent regarding some basic structural features of the tax system, includ-
ing tax rates and the definition of the taxable unit. For example, while
the definition can apply mechanically to both corporations and share-
holders, and therefore is arguably consistent with separate corporate and
shareholder taxes, some would argue that the concept calls for an inte-
gration of those taxes.64 Finally, the Haig-Simons definition of income
could not realistically provide a foundation for the income tax, since it
would involve a radical departure from the current system as well as
considerable administrative difficulties. For example, the definition
would require annual appraisal of a taxpayer's assets as well as inclusion
in the tax base of imputed income on owner-occupied housing and other
consumer durables.

Surrey had no desire to entangle his tax expenditure concept in dis-
putes over the interpretation of Haig-Simons income. 65 Moreover, he in-
tended the list of tax expenditures to serve at least in part as a realistic
"hit list" for reform. 66 Identifying all departures from the Haig-Simons
definition as tax expenditures would have been overbroad and ineffec-
tive,67 implicitly advocating reforms that would be administratively in-
feasible or politically untenable.6 8

For these reasons, Surrey adopted a normative income tax that re-
fined the Haig-Simons definition: he combined "the generally accepted
structure of an income tax" 69 and "widely accepted definitions of in-

See H. SIMONS, supra, at 61-62; see also W. ANDREWS, BASIC FEDERAL INCOME TAXATION 360
(3d ed. 1985) ("Simons' definition is to be taken as a refinement of Haig's, not a new departure.").

62. S. SURREY & P. MCDANIEL, supra note 6, at 186.
63. See H. SIMONS, supra note 61, at 53-54.
64. See, e.g., Gabinet & Coffey, The Implications of the Economic Concept of Income for Corpo-

ration-Shareholder Income Tax Systems, 27 CASE W. RES. L. REV. 895, 912-17 (1977); see also

Musgrave, Pathway to Tax Reform, 98 HARV. L. REv. 335, 336 (1984).
65. See S. SURREY & P. MCDANIEL, supra note 6, at 187-88.
66. See id.
67. Surrey generally avoided categorical statements that all tax expenditure provisions should

be stricken from the tax laws. But in his 1973 book, Pathways to Tax Reform, Surrey could think of

only one provision-the investment credit-that he would recommend retaining as a tax expendi-
ture. See S. SURREY, supra note 1, at 206-07.

68. For an example, the Haig-Simons definition of income would call for the taxation of im-
puted income from home ownership. S. SURREY & P. MCDANIEL, supra note 6, at 197.

69. Id. at 188 (quoting DEPARTMENT OF THE TREASURY, supra note 60, at 327).
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come,"70 with the proper accounting methods determined according to
"widely accepted.., standards of business accounting."' 71 Surrey's nor-
mative tax tempered the Haig-Simons definition by taking account of the
historical treatment of various items under the modem U.S. income tax,
as well as the consensus of economists and other tax analysts about a
politically and administratively realistic tax base. Surrey's normative tax
reflected his vision of what the U.S. income tax should look like, given
the constraints of politics. By incorporating "generally accepted" con-
cepts, though, Surrey endeavored to shield this subjective vision behind
the authority of a consensus of experts.72

Disagreement about what the "generally accepted" tax structure is
presents an obvious problem with Surrey's approach. Surrey argued, for
instance, that since U.S. tax policy has accepted the concept of separate
taxation of corporations and shareholders, the normative tax should also
assume such separate taxation. 73 Yet, arguably an integrated taxation of
corporations and shareholders should be the norm, since only an inte-
grated system would evenhandedly tax all capital income.

Moreover, unlike the Haig-Simons definition, Surrey's normative in-
come tax involves substantial internal inconsistency, caused in part by
his need to reconcile competing principles and develop a politically real-
istic norm. These factors magnify the role of individual judgment in Sur-
rey's normative income tax.74 In order to avoid this subjectivity, Surrey
relied on his own authority and on the consensus of the experts responsi-
ble for developing the tax expenditure list in Congress and the executive
branch.7 5 He even viewed the ambiguity of the tax expenditure concept
as beneficial because it would enable the concept to adapt as understand-
ing of the tax system grew.76

Despite a consensus among government officials, which led the Of-
fice of Management and Budget (OMB) and Congress to promulgate al-

70. Id. (quoting DEPARTMENT OF THE TREASURY, supra note 60, at 327).
71. Id. at 189.
72. It is not clear, however, why the consensus of experts should receive such weight. A nor-

mative tax ultimately involves value judgments, but the judgments of public finance economists or
tax lawyers are not necessarily superior to those of nonspecialists.

73. Id. at 215 (stating that tax theory considers neither full integration nor separation as
normative).

74. See infra notes 85-86 and accompanying text.
75. These experts were typically either former students, subordinates, or associates of Surrey,

and were generally interested in fostering a public consensus despite possible private disagreements.
Cf Andrews, A Source of Inspiration, 98 HARV. L. REv. 332, 334 (1984) (paying tribute to Surrey's
influence on younger policy officials in the Treasury, who continued to develop and implement his
ideas after he returned to academia).

76. See, e.g., S. SURREY & P. MCDANIEL, supra note 6, at 198 (suggesting that as understand-
ing of the tax system grows, "the initial Treasury decision to exclude [unrealized gains] from the tax
expenditure list should be reexamined").
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most identical tax expenditure lists (at least until 1982),77 the academic
literature has presented considerable dispute over the makeup of the tax
expenditure budget, and on the meaningfulness of the tax expenditure
concept in general. A brief review of this literature, focusing on articles
by Professors Andrews, Bittker, and Blum, will illustrate the advantages
of a tax expenditure definition that does not rely on a normative income
tax.

Professor Andrews agrees with the approach of defining tax expend-
itures as departures from an ideal income tax,78 but argues that "the ideal
for this purpose must be carefully shaped and refined to reflect the intrin-
sic objectives of the tax."'79 To him, a provision that departs from Haig-
Simons but constitutes "a refinement in our notion of an ideal personal
income tax" does not constitute a tax expenditure. 80 Andrews concludes
that deductions for charitable contributions and for medical expenses
comport with an ideal income tax by contributing to the accurate mea-
surement of personal consumption, and therefore should not be treated
as tax expenditures. 8' He suggests, moreover, that other personal deduc-
tions (for interest and state and local taxes, for example) might be appro-
priate elements of an ideal income tax. 82

Professor Bittker remains more pessimistic about the tax expendi-
ture concept's validity. He argues that systematically compiling a list of
tax expenditures requires "not an ad hoe list of tax provisions, but a
generally acceptable model, or set of principles, enabling us to decide
with reasonable assurance which income tax provisions are departures
from the model, whose costs are to be reported as 'tax expenditures [in
the budget].' "83 For Bittker, the concept of tax expenditures "is feasible
only to the extent that we can agree on a conceptual model."' 84 But be-
cause of ambiguities in the Haig-- imons definition of income and its fail-
ure to address structural tax issues,

77. Compare OMB, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL YEAR 1981-

SPECIAL ANALYSES 230-34 (1980) with SENATE COMM. ON THE BUDGET, 97TH CONG., 2D SESS.,

TAX EXPENDITURES: RELATIONSHIPS TO SPENDING PROGRAMS AND BACKGROUND MATERIAL
ON INDIVIDUAL PROVISIONS (Comm. Print 1982). See also infra notes 167-70 and accompanying

text.

78. Andrews, Personal Deductions in an Ideal Income Tar, 86 HARV. L. REV. 309, 312 (1972).
79. Id.
80. Id.
81. Id. at 335-37 (medical expenses); id. at 365-67 (charitable contributions).
82. Id. at 376 (since payments for interest and for state and local taxes do not constitute per-

sonal consumption, earnings used for these should not be included in tax system's definition of
income).

83. Bittker, Accounting for Federal "Tax Subsidies" in the National Budget, 22 NAT'L TAX J.
244, 247 (1969).

84. Id. at 260.
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every man can create his own set of "tax expenditures," but it will be
no more than his collection of disparities between the income tax law
as it is, and as he thinks it ought to be .... I do not know how we can
select one of them for inclusion in the National Budget. 85

Thus, Professor Bittker concludes that the tax expenditure concept is in-
herently ambiguous, even with the Haig-Simons definition as a bench-
mark. This ambiguity is especially extreme if the baseline income tax
explicitly departs from Haig-Simons in ways not mandated by any gen-
eral principle. Such a baseline necessarily reflects ad hoc value judg-
ments, since a value-free "correct tax structure" is impossible.86

Professor Blum maintains that some tax expenditures can be identi-
fied without reference to a normative tax. He suggests dividing Surrey's
tax expenditures into two categories. "One group consists of the prefer-
ential provisions that everyone agrees are incentive measures that cannot
be defended on grounds of tax equity, tax administration, or other tax
considerations. These items ...are clearly designed to accomplish a
social or economic goal that is not related to the tax system." T87 An item
in this category "is correctly viewed as a tax expenditure... not because
of any normative judgment about the proper contours of the income tax,
but because it is universally conceded to be an incentive measure that has
no tax justification."8 8 Items falling outside this category, according to
Blum, qualify as tax expenditures "only in terms of a normative
judgment."' 9

As the residential energy credit demonstrates, 90 there are some tax
provisions that no one would seek to justify with tax-policy considera-
tions. But most tax expenditures fall in the gray area: they fulfill a sub-
sidy function, but show some merit on tax-related grounds as well.
Indeed, the very example Blum uses,91 the fast write-off for pollution

85. Id.
86. Bittker, The Tax Expenditure Budget-A Reply to Professors Surrey and Hellmuth, 22

NAT'L TAX J. 538, 542 (1969). Professor Kahn also argues that the formulation of the normative
income tax for the purpose of identifying tax expenditures involves "value judgments," and that the
Treasury Department's claim to have "discovered the true and correct 'model' of net income" is
unsupported. Kahn, Accelerated Depreciation-Tax Expenditure or Proper Allowance for Measuring
Net Income?, 78 MICH. L. REV. 1, 6 (1979). Kahn acknowledges that "[t]o the extent that the tax
expenditure concept seeks to regularize such reexaminations [of the tax laws], it has a laudatory [sic]
goal," but that in light of serious questions about the proper classification of numerous items as tax
expenditures, "[t]he inclusion of an item in the [Tax Expenditure] Budget tends to squelch such
inquiries." Id. at 54-55.

87. Blum, Book Review, I J. CORP. TAX'N 486, 488 (1975) (reviewing S. SURREY, supra note
1).

88. Id.
89. Id.
90. See supra notes 47-48 and accompanying text.
91. See Blum, supra note 87, at 488.
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control equipment,92 can be defended on tax-policy grounds. One could
argue that the imposition of environmental controls has saddled polluters
with a one-time economic loss that the tax code has not taken into ac-
count. Allowing an accelerated deduction for the costs of compliance
properly measures net income. Moreover, if the tax system did not allow
rapid deductions for pollution control equipment, polluters might move
their operations to less regulated countries. The system's favorable treat-
ment of income earned by foreign subsidiaries would facilitate such
moves. A rapid deduction for pollution control is therefore necessary to
provide equal treatment to companies not taking advantage of the foreign
tax credit provisions. 93

While Blum attacks Surrey's classification as overbroad, his own is
too narrow: by including only those provisions that lack any tax-policy
justification, Blum's classification does not sufficiently recognize the sub-
sidy function of many tax provisions. For example, Blum complains that
the exclusion of a portion of net capital gain94 deserves analysis on tax-
policy grounds, and should not be considered a government subsidy pro-
gram.95 Subsidy arguments, though, play an important role in the debate
over the capital gain exclusion. Timber growers and venture capitalists
have advocated retaining the capital gain exclusion because theirparticu-
lar activities deserve favorable treatment, and not because of general tax-
policy considerations about taxing capital assets.96

Academic criticism of the Surrey definition thus comes from several
directions. Some, like Professor Andrews, agree with the idea of defining
tax expenditures as departures from a normative tax, but disagree with
Surrey on which normative tax to choose as the baseline. Such criticism
is devastating because it precludes the establishment of a uniform,
agreed-upon tax expenditure list. Others, like Professor Bittker, reject
the tax expenditure concept as nothing more than a list of departures
from a normative tax specified by each author of a tax expenditure list.
This fundamental argument against the concept draws support from the
arbitrary content of any normative tax.

Consider the case of capital gains. What is the normative income
tax treatment? One can make a plausible case for any of the following, or

92. I.R.C. § 169 (1982).
93. I do not mean to endorse these arguments, but only to point out that one can defend the

pollution control equipment provision with tax-policy arguments.
94. I.R.C. § 1202 (1982), repealed by 1986 TRA, Pub. L. No. 99-514, § 301, 100 Stat. 2085,

2216-17.
95. Blum, supra note 87, at 490.
96. See H. CANHAM & J. GRAY, FEDERAL INCOME TAX CHANGE AND THE PRIVATE FOREST

SECTOR 6 (1986) ("Most nations offer special tax provisions.., to encourage private forest owners
to manage their lands in the public interest.").
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for something in between: taxation upon realization of gain, with an in-
flation adjustment; taxation upon realization, without an inflation adjust-
ment; taxation upon accrual, with an inflation adjustment; or taxation
upon accrual, without an inflation adjustment. Writing when there was a
deduction for 60% of net capital gain,97 Surrey opted for taxation upon
realization, without an inflation adjustment, 98 which is now the law.99

The thrust of the tax expenditure concept is that departures from the
chosen norm are deemed mere subsidies-functional equivalents to direct
spending programs. But a departure from an arbitrary norm can be
viewed not as disguised spending, but as an expression of an alternative
norm, or simply as an undesirable rule.

Other commentators, like Professor Blum, argue that it does make
sense to characterize certain tax provisions as spending programs, but
only those provisions that everyone recognizes as disguised spending pro-
grams. This approach greatly restricts the tax expenditure list, and is
also subject to attack for its reliance on an assumed consensus of
experts. to

Although criticism of the tax expenditure concept is neither uniform
nor unanimous, it is telling, and it suggests that Congress's nonaccept-
ance of the tax expenditure concept' 01 should come as no surprise. The
criticism also indicates the need to reformulate the tax expenditure
concept.

III. THE TAX EXPENDITURE CONCEPT'S INFLUENCE ON POLICY

The tax expenditure concept, despite its theoretical flaws, has sub-
stantially influenced the legislative process. The Budget Act requires in-
clusion of tax expenditures in the President's annual budget. 10 2

Congressional staff also prepare annual tax expenditure lists for the
budget- and tax-writing committees.' 0 3 These lists are now widely
known and consulted.

Members of the tax-writing committees and their staffs have also
become familiar with the basic points of tax expenditure analysis. When
asked to comment on proposals for new tax expenditures, the Treasury

97. See I.R.C. § 1202 (1982), repealed by 1986 TRA, Pub. L. No. 99-514, § 301, 100 Stat. at
2217.

98. See S. SURREY & P. MCDANIEL, supra note 6, at 198-99, 208-09.
99. See I.R.C. § 1001(a) (1982).

100. See supra notes 87-93 and accompanying text.
101. See infra notes 102-50 and accompanying text.
102. 31 U.S.C. § 1105(a)(16) (1982).
103. E.g., STAFF OF JOINT COMM. ON TAXATION, 100TH CONG., 2D SESS., ESTIMATES OF FED-

ERAL TAX EXPENDITURES FOR FISCAL YEARS 1989-1993 (Comm. Print 1988) [hereinafter EsT-
MATES OF TAx EXPENDITURES].
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Department routinely suggests that providing subsidies through direct
spending programs might be a better course than enacting new tax ex-
penditures. 1°4 Congress does not always heed this advice, but at least it
hears it.

The "sunsetting" of several tax expenditure provisions 0 5 suggests
that Congress has partially accepted the argument in favor of treating tax
expenditures like spending programs for purposes of budgetary review.
Under a sunset provision, a tax expenditure automatically expires on a
specified date unless renewed. The purpose of these provisions is to sub-
ject tax expenditures to periodic review analogous to that of direct spend-
ing programs.10 6

Yet, Congress has made little progress in replacing tax expenditures
with direct spending programs.107 Institutional forces are partly to
blame, since tax expenditures and spending programs receive different
treatment in both the executive and legislative branches.

In the executive branch, the Treasury Department draws up the tax
expenditure budget for OMB review, but other agencies draw up the di-
rect spending budgets.10 8 For example, the Department of Agriculture
prepares budgets that include expenditures for agricultural diversion pro-
grams, but has no responsibility for tax expenditures relating to farmers.
Agriculture, therefore, cannot propose a reduction in those tax expendi-
tures in exchange for increased spending on farm programs.

Congress likewise gives tax expenditures and spending programs di-
vided treatment. Budget and appropriations committees fix the level of
direct spending in each budget category, but set no limit on the amount
of -ax expenditures in particular program areas. Rather, the budget pro-
cess gives the tax-writing committees a maximum revenue total, which
the committees can meet by any combination of taxes and tax expendi-
tures.'0 9 While the tax-writing committees can trade tax expenditures off
against tax rates, no committee can make such a trade-off between tax
expenditures and direct spending in a particular area. Moreover, no sin-

104. See, e.g., Miscellaneous Tax Bills VII: Hearing Before the Subcomm. on Taxation and Debt
Management of the Senate Comm. on Finance, 96th Cong., 2d Sess. 246-53 (1980) (statement of
John M. Samuels, Tax Legislative Counsel, Department of Treasury) (suggesting adoption of non-
tax-based assistance to railroads in lieu of proposed tax-exempt bonds, an inefficient method of pro-
viding subsidy).

105. E.g., I.R.C. § 41(h)(1) (Supp. IV 1986) (termination of research and development credit on
December 31, 1988).

106. See STAFF OF JOINT COMM. ON TAXATION, 99TH CONG., 2D SESS., GENERAL EXPLANA-

TION OF THE TAX REFORM AcT OF 1986, at 130 (Comm. Print 1987) [hereinafter BLUEBOOK].

107. See infra notes 133-37.
108. See OMB, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL YEAR 1989, at 6e-2

(1988).
109. See S. SURREY & P. MCDANIEL, supra note 6, at 47.
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gle committee could decide to replace a tax expenditure with a direct
spending program, unless the direct spending program happened to be
within the jurisdiction of the Ways and Means Committee or the Finance
Committee.

This variance in treatment between tax expenditures and direct
spending programs makes it difficult, if not impossible, to coordinate tax
expenditure and spending policy. Without institutional reform, merely
demonstrating the inappropriateness of a tax expenditure will lead to no
change.

Institutional problems aside, evidence also indicates that Congress
has not taken the tax expenditure concept fully to heart. Many Members
of Congress (as well as Presidents Reagan and Bush) apparently regard
tax expenditure repeal not as a decrease in spending, but as an increase in
taxes. 110 Two major pieces of legislation, the Tax Reform Act of 1986
(1986 TRA) 111 and the Gramm-Rudman-Hollings Act, 1 2 illustrate the
gap between Surrey's analysis and actual practice on the Hill.

In the process of enacting the 1986 TRA, both the administration
and the tax-writing committees failed to address the point that many pro-
visions slated for repeal fulfilled important subsidy functions that would
need to be performed outside the tax system if the relevant tax provisions
were repealed. In its November 1984 report to the President on tax re-
form, the Treasury Department sidestepped the tax expenditure issue by
denying that its recommendation to repeal various tax provisions implied
that none of the tax-preferred activities deserved direct public support:

Such a judgment would go beyond the mandate from the President to
propose reforms that will make the tax system broad-based, simple,
and fair. Except in a few cases this study makes no recommendations
about the need to enact spending proposals to replace subsidies cur-
rently administered through the tax system. Of course, to the extent
that direct spending replaces tax subsidies, tax rates could not be re-
duced as much as proposed.' 13

The administration, though, ignored the suggestion that it consider di-
rect spending alternatives.

The tax-writing committees repealed or cut back a number of tax
expenditure provisions without replacing them with direct spending pro-
grams.'4 The committee reports justified these repeals on various tax-

110. See infra note 139 and accompanying text.
111. Pub. L. No. 99-514, 100 Stat. 2085.
112. Balanced Budget and Emergency Deficit Control Act of 1985, Pub. L. No. 99-177, 99 Stat.

1037.
113. TREASURY I, supra note 14, at 20.
114. The 1986 TRA repealed the following tax expenditures without providing any direct expen-

diture replacement: all capital gains provisions, I.R.C. § 1202 (1982), repealed by 1986 TRA, Pub.
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policy grounds, giving no indication that Congress had determined, as a
matter of spending priorities, that federal support was unwarranted. 115

L. No. 99-514, § 301(a), 100 Stat. at 2216; special taxable income deductions for life insurance com-
panies, id. § 806(a), repealed by Pub. L. No. 99-514, § 1011(a), 100 Stat. at 2388; deductions for
property and casualty insurance companies' unpaid losses, id. § 832(b)(5)(A), (6), amended by Pub.
L. No. 99-514, § 1023(a), 100 Stat. at 2399 (discounting required); deductions for protection-against-
loss accounts of mutual property and casualty insurance companies, id. § 824, repealed by Pub. L.
No. 99-514, § 1024(a)(1), 100 Stat. at 2405; expensing of construction-period interest and taxes for
low-income housing, id. § 189, repealed by Pub. L. No. 99-514, § 803(b)(1), 100 Stat. at 2355; the
investment tax credit (other than for rehabilitation, reforestation, and energy investments), id.
§§ 46-48, amended by Pub. L. No. 99-514, § 211, 100 Stat. at 2166-70; nonrecognition of gain on
corporations' property distributions in liquidation, id. § 336, amended by Pub. L. No. 99-514, § 631,
100 Stat. at 2269-71; dividend exclusion, id. § 116, repealed by Pub. L. No. 99-514, § 612(a), 100
Stat. at 2250; deductibility of nonmortgage interest in excess of investment income, id. § 163(d),
amended by Pub. L. No. 99-514, § 51 l(a), 100 Stat. at 2244-46; treatment of qualified finance lease
as lease for tax purposes, id. § 168(f)(8), amended by Pub. L. No. 99-514, § 201(a), 100 Stat. at
2121-37; percentage-of-taxable-income deductions for additions to bad debt reserves for mutual sav-
ings banks, domestic building and loan associations, and cooperative banks without capital stock
organized and operated for nonprofit mutual purposes, id. § 593, amended by Pub. L. No. 99-514,
§ 901(b)(1), 100 Stat. at 2378; amortization of trademark expenditures, id. § 177, repealed by Pub.
L. No. 99-514, § 241(a), 100 Stat. at 2181; special rules for discount coupon redemptions, id. § 466,
repealed by Pub. L. No. 99-514, § 823(a), 100 Stat. at 2373; amortization of railroad grading and
tunnel bores, id. § 185, repealed by Pub. L. No. 99-514, § 242(a), 100 Stat. at 2181; exclusion of
payments in aid of utility construction, id. § 118(b), amended by Pub. L. No. 99-514, § 824(a), 100
Stat. at 2374; deductions for two-earner married couples, id. § 221, repealed by Pub. L. No. 99-514,
§ 131(a), 100 Stat. at 2113; exclusion of untaxed unemployment insurance benefits, id. § 85,
amended by Pub. L. No. 99-514, § 121, 100 Stat. at 2109; credit for contributions to political candi-
dates, id. § 24, repealed by Pub. L. No. 99-514, § 112(a), 100 Stat. at 2108. See also ESTIMATES OF
TAX EXPENDITURES, supra note 103 (calculating revenue losses from tax expenditures).

The tax expenditures cut included all provisions structured as exclusions or deductions. The
value of these exclusions and deductions declined because of the 1986 TRA's reduction of the top
marginal rate from 50% to 33% for individuals and 46% to 34% for corporations. This reduction
affected the following provisions: the exclusion of interest income from private purpose tax-exempt
bonds, id. § 103 (1982 & Supp. III 1985), amended by Pub. L. No. 99-514, § 1301(a), 100 Stat. at
2602; the allowance of accelerated depreciation on real estate, id. § 168, amended by Pub. L. No. 99-
514, § 201(a), 100 Stat. at 2121-42; the exclusion of unemployment compensation, id. § 85, amended
by Pub. L. No. 99-514, § 121, 100 Stat. at 2109; the deduction of medical expenses, id. § 213,
amended by Pub. L. No. 99-514, § 133, 100 Stat. at 2116; and numerous others.

115. For example, congressional discussion of the repeal of the unemployment benefits exclusion
did not recognize that the prior tax treatment of such benefits represented a subsidy, and thus did
not explain why repeal of the subsidy was appropriate. See S. REP. No. 313, 99th Cong., 2d Sess. 46
(1986). Repeal of the political contributions tax credit was justified on the basis that a "significant
percentage" of contributions would be made even without the credit, and that the IRS has difficulty
verifying credit claims. See id. at 86. In contrast, no justification was offered for the total elimina-
tion of federal aid for political contributions, see id., and no meaningful justification was offered for
reducing the rehabilitation tax credits. See id. at 753. The assertion that the rehabilitation credit
would offset tax liability on a larger amount of income, given lower rates, see id. at 86, was correct,
but irrelevant. This claimed offset only masked the political accommodation involved: the credit
would be retained but reduced in order to limit the revenue loss. The alternative of placing the
credit outside the tax system was not explored. The discussion of tax-exempt bonds, see id. at 825-
28, recognized section 103's subsidy function, but neglected to consider whether a direct subsidy
would be preferable. The 1986 TRA nevertheless restricted the section 103 subsidy in certain re-
spects. In the case of private-activity bonds, this restriction was justified on the grounds that its
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For example, Congress justified its repeal of the state sales tax deduction
by stating that the deduction complicated administration of and compli-
ance with the tax laws, clashed with the tax treatment of nondeductible
selective sales taxes, and violated the general principle that individuals
may not deduct the costs of their personal consumption.1 16 The relevant
committee report did not mention, however, that the sales tax deduction
was part of a subsidy program for state revenue collection and, as such,
furnished federal aid to a presumably worthy cause.1 7 As this omission
exemplifies, Congress treated tax expenditures that it repealed or re-
stricted in 1986 as erroneous departures from appropriate tax rules,
rather than as subsidies.' 18

If Congress had treated those provisions as tax-based subsidy pro-
grams, that would have revealed the arbitrariness of repealing them with-
out replacing them at least in part by direct spending programs. That the
tax system implements a spending program surely does not mean the
program deserves no federal support. Indeed, failure to consider direct
spending alternatives may have been an important factor in blocking re-
form of tax expenditures that the 99th Congress considered repealing,
but ultimately retained. In scrutinizing tax expenditures in areas where
they considered some continued federal support appropriate,' 19 the tax
committees faced a Hobson's choice: either retain the tax expendittlre,
perhaps in a restricted or more complicated form, thus failing to simplify
the tax system; or repeal it and withdraw government support from a
worthy activity. The best alternative-replacing the tax expenditure
with a direct spending program, perhaps funded at a lower level-was, as
a practical matter, unavailable because the President had not proposed it,
and because it would involve the jurisdiction of other committees.' 20 Be-

absence would have led to an inefficient subsidy and would have increased local governments' bor-
rowing costs. See id. at 825. Neither of these points would have applied if Congress had chosen to
create a subsidy for certain private activity bonds outside the tax system, but the merits of such a
subsidy were not discussed.

116. See id. at 56-57.
117. The drafters of the report presumably omitted this point because they had no effective

response.
118. Congress was certainly aware of the subsidy cutbacks, but entertained no concrete sugges-

tions to enact spending programs as replacements. For example, Senator Gorton (R-Wash.) stated:
"[I]f we agree to cease using the Tax Code as an instrument of social policy, then we must either
abandon the policy entirely, or face up to the need to pay for it by an explicit appropriation." 132
CONG. REC. S7528 (daily ed. June 16, 1986). He then suggested that proposed limitations on the
deduction for passive losses would adversely affect low-income housing. Id. at S7528-29. However,
he made no concrete proposal for averting this harm; he merely labeled the problem as something
that "we are going to have to address." Id. at S7529.

119. E.g., I.R.C. § 48(g) (Supp. IV 1986) (credit for building rehabilitation expenditures).
120. Moving the tax bill through just one committee was difficult enough. See generally J. BIRN-

BAUM & A. MURRAY, supra note 17 (historical account of 1986 TRA's passage).
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cause of the undesirability of completely removing federal aid, many tax
expenditures emerged relatively unscathed, 21 and others were retained
with complicated limitations. 122 Congress's failure to repeal various tax
expenditures generally reflected no express determination that the provi-
sions were appropriate to the tax system; rather, the failure reflected the
desire to continue benefits in the absence of nontax alternatives.

The treatment of charitable contributions of appreciated property
provides a good example of a missed opportunity for reform. Under cur-
rent law, a taxpayer contributing property to charity may generally de-
duct its entire fair market value.1 23 Thus, a taxpayer does better to
contribute the property than to sell it and contribute the proceeds, since
the former course avoids any tax on gain from the sale. In its November
1984 report on tax reform, the Treasury Department proposed limiting
the deduction for charitable contributions of property to the property's
adjusted basis.124 Such a provision would, in effect, characterize a contri-
bution of appreciated property as a two-step transaction: a sale of the
property to the charity at fair market value, and a contribution of the
proceeds. Gain on the sale would be offset by a charitable contribution
deduction in the amount of such gain, so the net deduction would equal
the property's basis. Instead of requiring realization of the gain on such
transactions, the Treasury Department simply proposed to limit the
charitable deduction to basis, 125 stating that without such a rule donors
would never pay tax on their property's appreciation in value. 126

Few would seek to defend the current rule, which allows a deduc-
tion for the fair market value of appreciated property,1 27 as an accurate
measure of a donor's taxable income. The current provision's most seri-
ous problem is that it provides an incentive to overstate the value of con-

121. E.g., I.R.C. § 48(g) (credit for building rehabilitation expenditures); id. § 48(a)(1)(f) (1982)
(reforestation credit).

122. E.g., id. § 57(a)(6) (Supp. IV 1986) (treating unrealized appreciation on charitable contri-
butions as preference item).

123. See id. § 170(a)(1) (1982).

124. See TREASURY I, supra note 14, at 81-82. The Treasury Department proposal would have
allowed a taxpayer to deduct the lesser of adjusted basis or fair market value for donated property.
However, the fair market value test would have applied only to property that had depreciated in
value.

125. See id. Limiting the deduction to basis has the same general effect as requiring recognition
of gain, except that the (implicitly recognized) gain is not included in adjusted gross income and
accordingly does not affect such measures as the 2% of AGI floor on itemized miscellaneous deduc-
tions, I.R.C. § 67(a) (Supp. IV 1986), and the floor on medical deductions, id. § 213(b)(5). Treas-
ury's proposal was simpler than a rule requiring gain recognition, since the proposal would not have
required ascertaining the fair market value for appreciated property.

126. See TREASURY I, supra note 14, at 82.

127. I.R.C. § 170(e)(1) (Supp. IV 1986).

1175Vol. 1988:1155]



DUKE LAW JOURNAL

tributed property.1 28 By making the value of donated property
irrelevant, the Treasury proposal would have eliminated an important
abuse and simplified administration of and compliance with the charita-
ble deduction provisions. Of course, the proposal would also have dis-
couraged charitable contributions of appreciated property, probably
reducing the total volume of contributions. To maintain the level of gov-
ernment subsidy to charity, Congress or the administration could have
proposed a non-tax-based subsidy program or a tax provision such as a
credit for charitable contributions in excess of a specified percentage of
adjusted gross income. Such a provision would have brought about a net
simplification, since it would not depend on valuation of any property.

Rather than considering such alternatives, the administration
dropped the Treasury proposal in response to heavy lobbying. 129 That
did not end the matter, however. Aware that the deduction for the fair
market value of donated property allowed donors of appreciated prop-
erty to escape tax on gain, but unwilling to harm charities, the tax-writ-
ing committees compromised by limiting the charitable contribution
deduction to basis for minimum tax purposes, but not for regular tax
purposes.'30 This change subjected persons paying the minimum tax to
the Treasury Department's proposed rule. Although the change will ar-
guably simplify tax administration for some, on balance it cannot be re-
garded as a simplification;' 3 ' the whole idea of an alternative minimum
tax is antithetical to simplicity. In any event, the change did not even
approach the simplicity of the Treasury proposal. It is instructive that
the stumbling block to such reform was not disagreement over the appro-
priate tax rule, but a commitment to subsidizing charitable contribu-
tions-a purpose best served by an alternative provision.

In only one instance did the 1986 TRA substitute a direct expendi-
ture for a repealed provision. Congress eliminated the itemized deduc-
tion for expenses of adopting children with special needs, 132 and
amended the Social Security Act to provide federal spending support for

128. See TREASURY I, supra note 14, at 81-82.
129. See R. REAGAN, THE PRESIDENT'S TAX PROPOSALS TO THE CONGRESS FOR FAIRNESS,

GROWTH, AND SIMPLICITY 27 (1985).
130. See I.R.C. § 57(a)(6)(A) (Supp. IV 1986) (defining tax preference for charitable contribu-

tions of donated property, for alternative minimum tax purposes, as amount of appreciation from
basis), The minimum tax is complicated; calculated on an expanded income base, the tax applies
only if it would exceed the regular tax. It is structured to apply only to wealthy taxpayers. See id.
§ 55.

131. The provision complicates tax planning because, for example, many taxpayers will not
know until the end of a given tax year whether they are subject to the regular tax or the alternative
minimum tax. See id. § 55(a) (minimum tax applicable only if tentative minimum tax exceeds regu-
lar tax).

132. 1986 TRA, Pub. L. No. 99-514, § 135, 100 Stat. 2085, 2116 (repealing I.R.C. § 222 (1982)).
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such expenses. 133 In justifying this action, the House committee report
approved federal support for the expenses in question, but disapproved
the practice of providing this support through the tax system; according
to the committee, that approach provides less support to lower-income
families than to upper-income families.134 The committee also indicated
that the program would be better administered by agencies with responsi-
bility and expertise in the area of special-needs adoption than by the
IRS. 135 Two facts facilitated the enactment of a direct expenditure sub-
stitute: the President's tax reform proposal had anticipated such an en-
actment, 136 and the Ways and Means and Finance Committees had
jurisdiction over the direct spending program. This jurisdiction enabled
Congress to avoid the complexities of intercommittee coordination. In
addition, a federal program already covered some expenses of caring for
special-needs children, although not the adoption expenses. 137 It was rel-
atively simple to extend this existing program to cover an additional cate-
gory of expenses.

Thus, the 1986 TRA's failure to treat tax expenditures as spending
programs led to what were, in effect, spending cuts embodied in tax re-
form legislation. The same Congress's deficit-cutting legislation, how-
ever, produced the opposite result: the Gramm-Rudman-Hollings Act' 38

mandated cuts in various direct spending programs, but not in any tax
expenditures, and this failure to deal with tax expenditures is a serious
flaw. While Gramm-Rudman severely cut most federal programs, it ex-
empted all the spending programs that happened to be based in the tax
code. This exemption of all tax expenditures from budget cuts in a time
of fiscal restraint was as arbitrary as the 1986 TRA's wholesale, uncom-
pensated-for repeal of a number of tax expenditures.

The exemption of tax expenditures from Gramm-Rudman suggests
that many Members of Congress do not consider tax expenditures as
spending provisions, and this attitude carried over into the 1987 deficit
reduction negotiations. In the course of those negotiations, President
Reagan adamantly opposed increasing taxes, calling instead for domestic
spending cuts. 139 The administration never proposed cuts in tax expendi-

133. Id; see BLUEBOOK, supra note 106, at 52-53 (Social Security Act amended to provide, as
administrative expense, matching funds to parents for qualified expenses incurred for adoption of
children with special needs).

134. See H.R. REP. No. 426, 99th Cong., 1st Sess. 113 (1985).
135. Id.
136. R. REAGAN, supra note 129, at 109.
137. See id.
138. Balanced Budget and Emergency Deficit Control Act of 1985, Pub. L. No. 99-177, 99 Stat.

1037.
139. See N.Y. Times, Nov. 10, 1987, at A20, col. 1.
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tures as a means of cutting domestic spending, since in its view that
would have amounted to a "tax increase." The message that tax expend-
itures are spending and not tax programs is clearly not getting through.

Politicians commonly attack the tax expenditure concept for assum-
ing that our money belongs to the government and that the government
is doing us a favor by not taxing it.140 This criticism, of course, misses
the point. Tax expenditure analysis does not assert that the federal gov-
ernment has a right to tax away everyone's income. Rather, it asserts
that the government taxes to the extent of the normative tax, but gives
back a substantial amount of this tax revenue through various tax-based
spending programs. 141 This assertion troubles politicians like Ronald
Reagan because it seems to legitimate a high level of taxes and govern-
ment expenditures. These politicians would much rather view a tax pref-
erence as equivalent to a low tax rate. In their view, tax reform that
replaces tax preferences with lower rates seems like a relatively neutral
step: the bottom line-namely the tax liability of high-bracket taxpayers
who take advantage of preferences-stays the same.

By contrast, viewing a tax preference as a government spending pro-
gram threatens conservatives. This view suggests that a taxpayer can
lose his subsidy to someone else, leaving him high and dry, and paying a
substantial rate of tax. For example, if one views the tax exemption for
state and local bond interest as a tax expenditure, repealing the subsidy
would justify no reduction in a bondholder's tax rate. Rather, repeal
would require maintaining the tax rates where they were and using the
added revenue to provide a non-tax-based subsidy to state and local gov-
ernments. Tax expenditure analysis suggests that the 1986 TRA gave the
wealthy a large tax cut in the form of reduced rates funded by repeal of
various subsidy programs. Yet, the distributional tables used to analyze
the 1986 TRA, in effect, take the opposite view that tax preferences are
tax reductions for those taxpayers claiming the preferences on their re-
turns.' 42 Indeed, politicians often prefer to view tax preferences as an
appropriate way to reduce the burden on taxpayers who would otherwise
be hard hit by the highest rates of the tax code. Certain tax expenditure
provisions seem to support this view. For example, one can argue that
preferential treatment of capital gains is not equivalent to a government

140. See H. Wells, Remarks at the Meeting of the Business and Commerce Political Action
Committee (Feb. 20, 1986) (made upon receiving Business Leader of the Year Award) ("[S]ome
personal tax deductions including interest paid on home mortgages are being referred to as tax ex-
penditures... indicating the idea, it's the government's money that they are expending on you-a
pretty scarey prospect for a country that believes in free enterprise and democracy."), reprinted in
132 CONG. REC. E899 (daily ed. Mar. 20, 1986) (extension of remarks of Rep. Bentley).

141. See supra notes 18-24 and accompanying text.
142, See BLUEBOOK, supra note 106, at 16-17.

1178 [Vol. 1988:1155



TAX EXPENDITURES

program that taxes capital gains at a high rate but then provides a federal
subsidy. Rather, such treatment simply reflects a government decision to
tax capital gains at a low rate. 143

The view that tax preferences are surrogates for low tax rates is,
however, much harder to sustain in the context of a provision like the
residential energy credit. As long as provisions like the capital gains de-
duction, which seem much more like abstinence from taxing than spend-
ing programs, are classified as tax expenditures, then this conservative
view will hold substantial sway.

The failure of Gramm-Rudman and the 1986 TRA to treat tax ex-
penditures as spending programs does not stem solely from errors in
analysis. For various reasons legislators might have found it expedient to
treat tax expenditures as tax, rather than as spending, provisions. Enact-
ment of spending programs to replace some of the repealed tax expendi-
tures would have diminished the rate reduction that made the tax reform
bill so attractive to many legislators and to President Reagan. Moreover,
lobbyists for groups favored by existing provisions that were slated for
repeal often had no incentive to suggest direct spending alternatives.
Any such proposal would have had bleak prospects, given the prevailing
hostility to spending programs, even well-established ones. Fighting
tooth and nail to protect existing tax provisions, or at least to minimize
the damage, seemed the better course. Finally, although there were rea-
sons why direct spending alternatives did not appear very practical in
1986, the fact is that hardly anyone on the Hill even thought about the
possibility of direct spending programs.

In light of the repeated failure of the tax reform proposals immedi-
ately preceding the 1986 TRA to treat tax expenditures as spending pro-
grams, it is ironic that in his recent book review entitled Tax
Expenditures and Tax Reform, Professor Karzon lauds these proposals
for their tax expenditure analysis. 144 Karzon apparently bases his praise
on the fact that the proposed reforms corresponded fairly closely to the
tax expenditure budget. 145 Since this budget lists the tax system's depar-
tures from a normative income tax, it should not be surprising that a
comprehensive tax reform proposal would call for the repeal of many
items that happen to be listed as tax expenditures. No close correspon-
dence exists, however, between the most comprehensive of the proposals

143. See Blum, supra note 87, at 490.
144. See Karzon, Tax Expenditures and Tax Reform (Book Review), 38 VAND. L. REV. 1397,

1398 (1985) (reviewing S. SURREY & P. MCDANIEL, supra note 6) (success of tax reform stems from
adoption of tax expenditure analysis); id. at 1400 ("[T]he tax expenditure theory has been pre-emi-
nently successful in shaping tax reform.").

145. See id. at 1403-06.
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considered in 1986 (Treasury I) and the tax expenditure budget. Numer-
ous reforms proposed in Treasury I did not appear in the Fiscal Year
(FY) 1985 tax expenditure budget, 146 and many items in the tax expendi-
ture budget were not slated for repeal by Treasury 1.147 Moreover, tax
expenditure analysis goes far beyond a call for the repeal of inappropriate
tax provisions. It requires treating tax expenditure provisions as spend-
ing programs, asking whether they belong in the tax code and, if not,
whether they should be implemented by another federal program or re-
pealed. The tax reform proposals failed to perform this analysis.148

Thus, contrary to Karzon's assertion, 149 the tax expenditure budget,
and tax expenditure analysis in general, did not play a central role in the

146. Compare TREASURY I, supra note 14 with OMB, BUDGET OF THE UNITED STATES Gov-
ERNMENT, FISCAL YEAR 1985-SPECIAL ANALYSES G-1 to -48 (1984) [hereinafter FY 1985
BUDGET, SPECIAL ANALYSES]. Affected items that do not appear in the FY 1985 tax expenditure
budget include: indexing of interest income and deductions; indexing of basis for depreciation, in-
ventories, and capital assets; modification of income taxation of trusts and estates; taxation of mi-
nors' unearned income at their parents' rate; miscellaneous estate and gift tax reforms; repeal of the
exclusion for prizes and awards; limitation of the deduction for charitable contributions of appreci-
ated property to basis; repeal of the charitable contributions deduction for non-itemizers; limitation
of the deduction for entertainment and business meals; limitation of the deduction for travel ex-
penses; repeal of the alternative minimum tax; repeal of the presidential campaign donation checkoff;
increased limits on the amount of moving expenses deductible; restrictions on income averaging by
full-time students; reduction of double taxation of corporate earnings distributed to shareholders;
treatment of large partnerships as corporations; revision of the accounting rules for multiperiod
production; and denial of interest deductions allocable to tax-exempt bonds carried by financial
institutions.

147. Compare TREASURY I, supra note 14 with FY 1985 BUDGET, SPECIAL ANALYSES, supra
note 146. Treasury I did not propose to repeal the following items listed as tax expenditures for FY
1985: exclusion of income earned abroad by U.S. citizens and certain federal employees, with lim-
ited exceptions; exclusion of income from foreign sales corporations; deferral of income of controlled
foreign corporations; expensing of research and development expenses; credit for increasing research
activities; deductibility of patronage dividends and certain other expenditures of cooperatives; de-
ductibility of mortgage interest on owner-occupied homes; deferral of capital gains on home sales;
exclusion of interest on state and local public-purpose bonds; the one-time exclusion of capital gains
on home sales for persons age 55 and over; expensing up to $5,000 of the cost of depreciable business
property; carryover of basis of capital gains at death; amortization of business start-up costs; nonrec-
ognition of gain on property distributed in liquidation; reduced rates on first $100,000 of taxable
corporate income; exclusion of interest on state and local debt for rental housing; exclusion of in-
come from discharge of indebtedness; expensing of magazine circulation expenditures; deferral of
gain on installment sales; deferral of income recognition under the completed contract rules; deferral
of taxes on shipping companies; exclusion of payments in aid of utility construction; parental per-
sonal exemption for students age 19 and older; deductibility of charitable contributions; exclusion of
employee meals and lodging; deferral of income by creating vacation pay reserves payable in later
years; exclusion of public assistance benefits; exclusion of investments in individual retirement plans;
deductibility of casualty and theft losses; deductibility of medical expenses; exclusion of untaxed
social security benefits; and deferral of income from interest on savings bonds.

148. See supra notes 107-38 and accompanying text.

149. See Karzon, supra note 144, at 1404 ("[I]n most instances the provisions targeted for
change [by the major tax reform proposals] are recognized as tax expenditures.").
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1986 TRA. 150 The unfortunate results were that reform was not nearly
as comprehensive as it could have been and that federal support for many
worthy activities was arbitrarily withdrawn.

It is revealing that reform proposals that miserably failed to incor-
porate tax expenditure analysis could nevertheless garner praise for such
analysis. It demonstrates that many policymakers have forgotten Sur-
rey's original message that tax expenditures are really not tax provisions
at all. Instead, the tax expenditure list has, for many, become just a
handy reference guide to possible tax reform targets. Surrey thus seems
to have suffered a prophet's worst possible fate: his message has been
accepted, but has lost its original vigor in the process. It is time to go
back to basics and consider how the concept of tax expenditure can best
contribute to tax-policy analysis.

IV. REDEFINING TAX EXPENDITURES

A. Introductory Comments.

The tax expenditure concept is a powerful rhetorical tool, but a
thorough reading of Surrey and his critics 151 indicates that Surrey tried
to accomplish too much with the idea. By defining tax expenditures as
departures from a normative tax, Surrey tried to cover all tax reform
questions with the tax expenditure umbrella, which he could do only
with considerable forcing. Surrey thus applied the concept in a question-
begging fashion. His key assertion was that only spending policies, and
not tax-related policies, can legitimately defend tax expenditures. As a
result, provisions identified as tax expenditures become virtually indefen-
sible. 152 Classification of a particular provision therefore becomes criti-
cal, but Surrey made such classifications by ipse dixit.153 Perhaps it is
Surrey's mode of argument-"tax expenditures are what I say they are"
and "tax expenditures can only be analyzed in spending terms"-that
has left politicians less than entirely convinced by tax expenditure
analysis.

The question naturally arises whether a reformulated tax expendi-
ture concept would be less subjective and independent of the idea of a
"normative tax." As long as the definition of tax expenditures ties the
concept to a subjective "ideal" income tax, a uniform list of tax expendi-
tures cannot emerge.

150. See supra notes 113-18 and accompanying text.
151. See supra notes 56-101 and accompanying text.
152. S. SURREY & P. MCDANIEL, supra note 6, at 81 ("A tax expenditure is a spending program

and must therefore be analyzed in spending terms.").
153. See supra notes 69-76 and accompanying text.
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B. Professor McIntyre's Solution.

Professor Michael McIntyre has suggested that a new methodology
can alleviate the problem of defining tax expenditures, which arises in the
absence of a consensus on the features of a normative tax.154 McIntyre
argues that the tax expenditure concept has multiple purposes, and that
the definition of a tax expenditure need not be the same for each pur-
pose.1 55 The argument is sound, as far as it goes. The concept of tax
expenditures attempts to solve problems, and it could well require a dif-
ferent definition for different purposes. McIntyre does not, however, of-
fer a truly new definition that liberates tax expenditures from the search
for an elusive normative tax. He suggests that a tax expenditure list
could include every item arguably a tax expenditure under the traditional
definition, or only those items defined as such by universal agreement.' 56

Although either of these approaches might work in some cases, neither
gets to the heart of the problem. Both still rely on the idea of a norma-
tive tax, and will likely produce tax expenditure lists that are either too
broad or too narrow to be useful.

C. The Reagan Administration's Redefinition of Tax Expenditures.

In 1980, Seymour Fiekowsky of the Treasury Department offered a
redefinition of tax expenditures. He characterized his redefinition as con-
sistent with Surrey's aim in developing the tax expenditure budget-to
identify tax provisions that "affect the private economy in ways that are
usually accomplished by expenditures."1 57 Fiekowsky thought that only
tax "substitutes for programs financed by appropriated funds" should be
considered tax expenditures. 5 8 He viewed tax expenditures as provisions
allowing affirmative answers to both of two questions:

(1) Absent the particular provision, does the existing tax law provide a
general rule by which the results of the transaction would determine
the transactor's tax liability?... [and] (2)... [I]s it possible to formu-
late an expenditure program administrable by a cognizant government
agency that would achieve the same objective at equal, higher or lower
budgetary cost?159

154. McIntyre, A Solution to the Problem of Defining a Tax Expenditure, 14 U.C. DAVIS L.
REV. 79, 82 (1980).

155. Id. at 92.
156. See id. at 88-89.
157. Address of Assistant Secretary of the Treasury Stanley S. Surrey to Money Marketeers, in

New York City (Nov. 15, 1967), reprinted in DEPARTMENT OF THE TREASURY, supra note 60, at
322, 323; see Fiekowsky, The Relation of Tax Expenditures to the Distribution of the "Fiscal Bur-
den," 2 CAN. TAX'N 211, 213-16 (1980).

158. See Fiekowsky, supra note 157, at 215.
159. Id.
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Fiekowsky seems correct in beginning by identifying provisions that
substitute for direct expenditure programs, since this step avoids the con-
cept of a normative tax, but his formulation is problematic. The first part
of his test is either redundant, formalistic, or both. It is redundant be-
cause any provision that could satisfy the test's second part will consti-
tute an exception to a general rule. The general rule is simply what, if
anything, would remain after repeal of the special provision. In some
cases, special rules may totally govern an area, leaving no general rule if
repealed. The test is formalistic because it requires that the general rule
defining a tax expenditure be currently "existing," rather than implicitly
contained, in the tax code. Fiekowsky argues, for example, that acceler-
ated depreciation does not qualify as a tax expenditure because "absent
the provisions that permit taxpayers to use certain accelerated methods
in computing annual depreciation deductions, there is no income tax ac-
counting rule in the United States income tax laws which would ap-
ply."' 160 Accelerated depreciation does, however, mark a departure from
section 167's "reasonable allowance" for the decline in value of property,
even though the section does not apply to equipment currently placed in
service and provides no specific depreciation schedule.161 Although this
rule provides no schedule, one could certainly design a schedule to reflect
a reasonable allowance for economic depreciation more accurately than
does current law. Alternatively, one could argue that the depreciation
method used for computing corporate earnings and profits 162 and for
"tax-exempt use" property 63 is the "general rule," since this method was
intended to reflect economic depreciation without any subsidy. 164 One
could treat the current accelerated depreciation provisions as an excep-
tion to this implicit general rule. This approach would avoid the absurd
and arbitrary result of failing to treat special rules as tax expenditures
because no general rule exists.

The second part of Fiekowsky's test, by requiring that a spending
program achieve "the same objective" as a putative tax expenditure,
proves unduly simplistic. What if the tax provision has several objec-
tives, some of which a direct spending program could achieve, but others
that a spending program could not? Does it make sense to think that a
direct spending program could replace a tax provision if the program
involves substantially higher administrative costs?

160. Id.
161. See I.R.C. § 167 (Supp. IV 1986).
162. Id. § 312(k).
163. Id. § 168(g).
164. See STAFF OF JOINT COMM. ON TAXATION, 98TH CONG., 2D SESS., GENERAL EXPLANA-

TION OF THE REVENUE PROVISIONS OF THE DEFICIT REDUCTION ACT OF 1984, at 44 (Comm.
Print 1984).
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These definitional problems aside, Fiekowsky was calling for a much
more restricted list of tax expenditures than the Treasury Department's
and OMB's tax expenditure budgets contained. For example, Fiekowsky
argued that accelerated depreciation was not a tax expenditure.1 65 He
also excluded from his definition the preferential treatment of long-term
capital gains: "[S]ince the affected transactions cut across all private sec-
tor activities and all classes of transactions in both physical assets and
property rights in those assets, there is no sensible set of expenditure
programs that could replace this inconsistent income tax accounting
rule."166

Reagan administration officials, particularly Under Secretary of the
Treasury Norman Ture, viewed the traditional concept of tax expendi-
tures with hostility, and advocated removal of Accelerated Cost Recov-
ery System (ACRS) deductions from the tax expenditure budget.167 The
inclusion of ACRS in the tax expenditure budget embarrassed the admin-
istration, which had supported this substantial liberalization of deprecia-
tion allowances in the Economic Recovery Tax Act of 1981.168 Ture
criticized the tax expenditure budget as misleading and even useless for
policymaking.169 The administration, however, recognizing the statutory
mandate to include tax expenditures in the budget, and also the reality
that complete abandonment of the tax expenditure concept would have
raised a congressional outcry, attempted to redefine tax expenditures to
exclude ACRS, among other items.

The administration reformulated Fiekowsky's definition. Special
Analysis G for the FY 1983 budget defined tax expenditures as follows:
"For a provision to involve a tax subsidy, two conditions are neces-
sary:-The provision must be 'special' in that it applies to a narrow class
of transactions or taxpayers; and-There must be a 'general' provision to
which the 'special' provision is a clear exception."'' 7 0 This definition, un-
like Surrey's approach, purports to be objective: instead of using an
ideal, and necessarily subjective, income tax to define tax expenditures, it
uses the general rules of the current income tax as the norm.

165. See supra note 160 and accompanying text.
166. Fiekowsky, supra note 157, at 215.
167. See Harstad, Treasury and OMB Clash on Tax Expenditure Concept, 13 TAX NOTES 1407

(1981).
168. See id. at 1408 (discussing arguments against inclusion of ACRS in tax expenditure

budget).
169. See id. at 1407.
170. OMB, THE BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL YEAR 1983-SPE-

CIAL ANALYSES G-5 (1982) [hereinafter FY 1983 BUDGET, SPECIAL ANALYSES]. The administra-
tion's choice of language may have stemmed from its desire to conform to the language of the
Budget Act, 2 U.S.C. § 622(3) (1982), which defines tax expenditures as "special" provisions.
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On closer inspection, however, this approach turns out to be just as
subjective as Surrey's. Countless sets of rules can be characterized as the
general rules of the current income tax, with other rules constituting the
exceptions. One could reasonably say that section 61 states the general
rule defining gross income,17 1 and that the various exclusions set forth in
sections 101 through 134172 state exceptions to this general rule. FY
1983 Special Analysis G, however, did not adopt this view. For example,
it did not consider section 102, which excludes gifts and inheritances
from gross income, as an exception to the general rule of section 61;
rather, it claimed that section 102 itself states the general rule that no
gifts are included in income.1 73 Such reasoning would leave the tax code
with relatively few "special" rules.

One might possibly extract from the current tax laws a minimum set
of rules to define each person's tax liability and collectively specify a ra-
tional tax on net income. One could consider all other rules exceptions
to these "general" rules. However, even if only one such minimum set of
rules existed, it would not adyance tax expenditure analysis because the
reverse problem would arise: most of the tax code would consist of "spe-
cial rules."

These problems with developing a set of objective general rules, as
well as the absence of criteria for distinguishing "special" from "general"
rules, show that the general/special dichotomy is as arbitrary and subjec-
tive as an ideal income tax. 174 Both the current OMB approach and the
Surrey approach identify tax expenditures as departures from a set of
subjectively constructed "normal" or "reference" tax rules. The differ-
ence lies merely in the rules chosen as the baseline.

The second element of the FY 1983 Special Analysis G test-the
requirement that a tax expenditure apply to a narrow class of transac-
tions or taxpayers-appears to derive from the second part of Fiekow-
sky's test, which asks whether an asserted tax expenditure could be
reformulated as a direct spending program. Special Analysis G for FY
1988 restates the test as whether "the particular provision applies to a
distinctive class of transactions sufficiently narrow in scope that it could
be replaced by an expenditure program administrable by a Federal

171. I.R.C. § 61 (1982 & Supp. IV 1986).
172. Id. §§ 101-34.
173. FY 1983 BUDGET, SPECIAL ANALYSES, supra note 170, at G-6.
174. The administration has acknowledged that it is impossible to identify "special" rules in an

objective manner: "[W]hile the distinction between the normal and special provisions of the income
tax may be clear in the abstract, in practice there is always difficulty in applying the distinction in
order to delineate tax expenditures." First Concurrent Resolution on the Budget, FY 83: Hearing
Before the Senate Comm. on the Budget, 97th Cong., 2d Sess. 231 (1982) (statement of John
Chapoton, Assistant Secretary of the Treasury for Tax Policy).
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agency other than the Internal Revenue Service."' 175 Although this re-
statement provides some additional guidance, it does not clarify how to
determine whether a spending program could replace a tax provision.
When a tax provision has multiple purposes, must the hypothetical
spending program fulfill all of those purposes? Is a tax provision replace-
able if the hypothetical spending program would involve greater adminis-
trative costs than the tax provision? In order to proceed, the inquiry
requires greater guidance and sophistication.

D. An Alternative Approach.

1. In General. The appropriate definition of a "tax expenditure"
depends on the definition's intended use. The chief purposes of tax ex-
penditure analysis should be to facilitate the replacement of tax expendi-
tures with non-tax-based programs and to guide budgetary choices
between tax-based and non-tax-based assistance. To advance this pur-
pose, I define a "substitutable tax provision" as a tax provision that can
be replaced with a non-tax-based federal program that fulfills the current
tax provision's purposes at least as effectively as does the current provi-
sion itself. 176 This definition of substitutable tax provisions does not rely

175. OMB, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL YEAR 1988--SPECIAL
ANALYSES G-4 (1987).

176. This definition corresponds to suggestions made by Blum and Fiekowsky. The idea of
moving away from a normative income tax in defining tax expenditures has arisen in Australia as
well. Although the Australian definition of tax expenditures does seem to presuppose some kind of
benchmark tax structure, the definition also embodies an element of comparison to direct expendi-
tures. Thus, the Australians define tax expenditures as "[r]eliefs or concessions in the tax system
(not being a basic component of the tax structure) which reduce tax liability and have effect on the
Government's budget similar to direct expenditures." See AUSTRALIAN GOV'T PUBLISHING SERV.,
REFORM OF THE AUSTRALIAN TAX SYSTEM: DRAFT WHITE PAPER xiii (1985). In specifying the
benchmark tax structure, the system apparently does take into account whether the tax provisions in
question are alternatives to direct expenditures:

[T1he aim of identifying taxation expenditures should be to include in the Budget-making
process and documentation the cost of special taxation provisions which can, in most cases,
be considered as alternatives to direct expenditure programs, rather than to attempt to
define some ideal taxation system and show deviations from it.

AUSTRALIAN GOV'T PUBLISHING SERV., BUDGET STATEMENT No. 4, at 265-66 (1982-1983).
In proposing this classification of substitutable tax provisions, I avoid calling them "tax expend-

itures." That term implies that all provisions classified as tax expenditures are "truly" spending
programs and that provisions not so classified are not. I want to avoid the implication that substitut-
able tax provisions are necessarily completely equivalent to spending programs (i.e., that none of
them has any possible tax-policy justification), or that provisions not classified as substitutable have
no spending or subsidy aspects. The substitutable tax provision definition merely points out that
certain tax provisions could be replaced by spending programs. Some of these provisions may have
nothing to do with the tax system other than being located in the tax laws as a matter of legislative
convenience or politics. Others may have some kurpose related to the tax system. Moreover, many
tax provisions that do not qualify as substitutable under the above definition perform subsidy func-
tions and are analdgous to spending programs in that sense. A dichotomy between "tax" and
"spending" programs has a tendency to mislead. The classification of substitutable tax provisions is
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on the idea of a normative tax, and thus avoids attack from those who
disagree with a particular normative tax or, more generally, with the ap-
proach of defining tax expenditures as departures from a normative tax.
Concluding that a tax provision is substitutable does not imply that a
spending program should be substituted. Policymakers can choose not
to furnish any federal assistance, to maintain current law, or to revise the
tax provision at issue. Classifying a provision as substitutable implies
only that a hypothetical spending program would provide assistance at
least as well as current law.

Classification under this scheme involves two steps: (1) identifying a
provision's significant purposes, and (2) determining whether a nontax
program can serve those purposes at least as well. Performing these steps
will often require judgment; many tax provisions have multiple purposes,
some of which are best carried out by a nontax program, and others that
are best accomplished through the tax system. In some instances, it is a
matter of opinion whether the advantages of a non-tax-based program
outweigh the advantages of the current tax law provision, but in many
others this determination will generate little controversy.

In cases involving potential disagreement, such as when a direct ex-
penditure cannot exactly fulfill a tax provision's purposes, the classifiers
must judge whether the advantages of the direct expenditure outweigh
the disadvantage of not precisely fulfilling the purposes of current law. If
the question is close, one should err in favor of classifying the provision
as substitutable in order to enable the appropriate executive department
and congressional committees to evaluate the arguably superior spending
program.

Because the classification of substitutable tax provisions depends on
policy analysis, which inevitably involves political considerations and
personal value judgments, such classifications will never be indisputable.
Yet, since the concept of substitutable provisions is simply a tool of pol-
icy analysis, this indeterminacy presents no real problem. The degree of
indeterminacy is relatively modest in light of the narrow scope of the
policy question involved, and falls well short of the indeterminacy that
arises in classifying tax expenditures under the traditional tax expendi-
ture definition. Moreover, any indeterminacy in the definition stems
from the indeterminacy of the basic policy question at issue: can a given
tax provision be replaced by a spending program?

Although the proposed list of substitutable tax provisions will in-
clude some items not currently listed on the tax expenditure list, such as

not intended to establish such a dichotomy, but simply to identify those tax provisions that could be
replaced by spending provisions.
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the Presidential Election Campaign Fund Checkoff177 and subsidies con-
tained in taxes other than the income tax, 178 the list will likely be shorter
than the current one. For example, it will not include accelerated depre-
ciation on equipment. A non-tax-based subsidy, for several reasons,
could not replace accelerated depreciation. First, a direct subsidy would
involve greater administrative expenses than the current provision. Sec-
ond, accelerated depreciation has the tax-related purpose of compensat-
ing, albeit crudely, declines in the real value of depreciation allowances
by reason of inflation. Third, to the extent that accelerated depreciation
was intended to benefit owners of capital equipment, a desire to reduce
the tax on capital income provided the motivation for the provision.
This implies that accelerated depreciation should provide no benefit to
persons not subject to tax. 179 The relative narrowness of the list of sub-
stitutable tax provisions is appropriate, given the list's purpose. It is sim-
ply unrealistic to hope that direct expenditures will replace the entire list
of current tax expenditures. Indeed, a more modest list should make
replacement more likely.

2. Classification of Particular Provisions. Determining a tax pro-
vision's substitutability requires identifying its significant purposes. The
term "significant purposes" refers to purposes that are, or might be, pub-
licly stated in a committee report. For example, the tax exemption for
interest on municipal bonds 180 has the purpose of reducing interest costs
to bond issuers, and thus benefiting activities financed by such bonds.
Although section 103 might also benefit investors in tax brackets that
exceed the "implicit tax" on bond interest, and almost certainly benefits
bond counsel, Congress would view the benefits to upper-bracket inves-
tors and bond counsel as costs necessary to achieve section 103's pur-
poses, rather than as ultimate goals. These benefits are not "significant
purposes" of the tax exemption, but rather its "incidental effects."

An evaluation of direct expenditure alternatives to a tax provision
should focus on whether a direct expenditure could deliver the same level
of government support as the tax provision at equal or lower cost. Both
administrative costs and compliance costs should factor into this evalua-
tion, although the overall desirability of providing aid to the activity in
question is not relevant. Thus, in the case of airport industrial develop-
ment bonds, 1 81 the question is simply whether the government could pro-

177, See I.R.C. § 6096 (1982 & Supp. IV 1986). This provision is presumably not listed as a tax
expenditure because it involves no revenue loss.

178. See infra pp. 1195-96.
179. See I.R.C. § 168(h) (Supp. IV 1986).
180. Id. § 103.
181. Id § 142(a)(1).
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vide a direct interest subsidy at a cost equal to or lower than the revenue
lost under the tax exemption, not whether the government should subsi-
dize airports at all.

Applying the substitutable tax provision definition to some provi-
sions in the current tax expenditure budget will illustrate how the defini-
tion works. Many provisions are easily identified as substitutable,
including the credit for increasing research activities,18 2 the alternative
fuel production credit, 1 83 the alcohol fuel credit,184 the exclusion of inter-
est on state and local government bonds, 185 the investment credit for and
seven-year amortization of reforestation expenditures,18 6 the tax credit
for historic preservation,18 7 the low-income housing credit, 188 and the
targeted jobs credit. 189

The targeted jobs credit, for example, currently provides a tax credit
to employers for a specified percentage of wages paid to members of
targeted disadvantaged groups for the first two years of employment. El-
igibility for the credit requires certification of an employee by a local
agency and submission of a certification voucher to the employer before
the employer hires the employee or within a short time thereafter. 90

The employer claims the credit on its income tax return. A direct expen-
diture alternative could involve a direct payment, equal to the current tax
credit, to the employer from the Department of Labor. The certification
procedure could remain unchanged. 191 Alternatively, the government
could make payments directly to the employee. This approach would
avoid one problem under current law: a potential employee's member-
ship in a targeted group often discourages employers from hiring him,
despite the financial incentive. For example, one targeted group under
current law consists of "economically disadvantaged ex-convict[s]."' 192

182. Id. § 41; see OMB, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL YEAR
1989-SPECIAL ANALYSES G-36 (1988) [hereinafter FY 1989 BUDGET, SPECIAL ANALYSES].

183. I.R.C. § 29; see FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182, at G-36.
184. I.R.C. § 40 (West 1988); see FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182, at G-

36.
185. I.R.C. § 103 (Supp. IV 1986); see FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182,

at G-37 to -40.
186. I.R.C. §§ 48(a)(1)(F), 194 (1982 & Supp. IV 1986); see FY 1989 BUDGET, SPECIAL ANAL-

YSES, supra note 182, at G-37.
187. I.R.C. § 48(g) (Supp. IV 1986); see FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182,

at G-38.
188. I.R.C. § 42; see FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182, at G-38.
189. I.R.C. § 51 (West 1988); see FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182, at G-

39.
190. See I.R.C. § 51(d)(16) (Supp. IV 1986).
191. The procedure is already supervised by the Labor Department, not the Internal Revenue

Service. See id. § 51(d)(15).
192. Id. § 51(d)(7).
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Understandably, many persons who fit this description may be unwilling
to trumpet that fact in a job interview. Changing the program to pay
employees directly, however, is not critical in identifying the targeted
jobs credit as substitutable. Either direct expenditure alternative de-
scribed above would accomplish the purposes of current law at least as
well as the current tax credit; accordingly, the current credit is a substi-
tutable tax provision.

In some cases, identifying a provision as substitutable requires fur-
ther analysis. For example, percentage depletion for oil and gas 93

should be classified as substitutable in part. Percentage depletion allows
a deduction of a specified percentage of the income from oil and gas pro-
duction; the taxpayer's cost basis in the oil and gas in question does not
limit the total percentage depletion deductions allowed. Current practice
treats the excess of percentage depletion over cost depletion as a tax ex-
penditure. A more accurate analysis would recognize that, under certain
circumstances, cost depletion as currently allowed 194 may not accurately
reflect economic depletion of a taxpayer's reserves.1 95 Changing the rate
of cost recovery could provide a deduction that accurately reflects eco-
nomic depreciation. Percentage depletion that exceeds such a restruc-
tured cost depletion allowance serves to subsidize oil production (or,
perhaps, to encourage energy self-sufficiency)-purposes that a non-tax-
based subsidy for exploration, production, or some other aspect of energy
self-sufficiency, such as alternative energy production or conservation,
could accomplish. Thus, the current provision for percentage depletion
could be replaced by a tax provision involving no subsidy purpose (re-
structured cost depletion) and a non-tax-based subsidy program. Such a
provision constitutes a partially substitutable tax provision-substitut-
able to the extent that a non-tax-based program can replace it. Splitting
the provision in this fashion clarifies the analysis.

The immediate deduction for research and development (R & D)
expenditures 196 presents an example of a provision with some purposes
that a tax-based provision can best accomplish and others that a provi-
sion outside the tax system can best achieve. Section 174 allows busi-
nesses to deduct R & D expenses immediately upon incurring them

193. Id. § 613.
194. Id. § 611 (1982).
195. For example, suppose that a well has reserves estimated at 1,000,000 barrels, that it is being

depleted at a rate of 100,000 barrels per year, that the cost basis of the well is $614,460, and that the
cost of the well equals its value at a 10% interest rate. In that case, the value of the well at the end of
the year will decline to $575,900 (the present value of an annuity of $100,000 for nine years), a
decline in value of only $38,560, while straight-line cost depletion would call for a recovery of
$61,446.

196. Id. § 174 (1982 & Supp. IV 1986).
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rather than treating them as property development costs.197 The imme-
diate deduction of these expenses avoids the need to distinguish between
R & D and general business expenses, and only a tax-based provision can
effectively accomplish this purpose. The simplicity gains of section 174,
however, come at the price of income distortion. Alternatively, amortiz-
ing R & D costs over a specified period, such as five years, could produce
an accurate measurement of economic income. Section 174"s subsidy
purpose could then be achieved by direct government grants, targeted
toward research considered most important for society. Even
nontargeted grants would prove superior to the current tax-based subsidy
because their effect would not depend on the tax position of the taxpayer
conducting R & D. Arguably, though, distinguishing R & D expenses
from other business expenses involves such unpredictable and potentially
enormous administrative problems that current law might provide the
most efficient R & D subsidy. But this uncertainty should not prevent
classifying section 174 as substitutable, which will occasion further study
of the provision and the potential administrative difficulties with its re-
placement. In sum, while a scheme that requires capitalization and
amortization of R & D expenses for tax purposes and subsidizes them
outside the tax system might be administratively more complex than cur-
rent law, on balance it would arguably provide at least as efficient a sub-
sidy for R & D as current law, and thus section 174 should qualify as
substitutable.

The exclusion of income earned abroad by U.S. citizens 198 furnishes
an example of a provision, currently classified as a tax expenditure, that
should not be classified as substitutable. Section 911 allows a taxpayer to
exclude up to $70,000 of income from personal services abroad, plus the
excess of her housing expenses abroad over a base amount, provided that
she meets foreign residence and other requirements. 199 This U.S. tax
preference aims in part to help U.S. companies employing U.S. personnel
to compete with companies that employ foreign personnel, who typically
do not pay tax on income earned abroad. Since this purpose amounts to
a desire to relieve the tax burden on foreign-earned income, an exclusion
from income tax, rather than a nontax subsidy, seems most appropriate.
The exclusion also seeks to compensate U.S. citizens for high foreign
housing costs. The exclusion for excess housing expenses reflects a
theory that the dollar value of such expenses overstates their consump-
tion value, since that dollar value reflects a higher overall price level than
in the U.S. Moreover, employees of competing companies are not taxed

197. See id.
198. Id. § 911.
199. Id.
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on compensation that goes to pay these inflated housing costs. A tax-
based provision best serves the purposes of the housing cost exclusion,
since the exclusion relates to the determination of taxable income.

Concluding that the tax system best implements section 91 I's bene-
fits does not necessarily justify the exclusion. One can argue that the
general exclusion is inappropriate, °° or that it inappropriately subsidizes
conspicuous housing consumption and clashes with the general principle
that the income tax ignores differences in regional price levels. Classify-
ing section 911 as nonsubstitutable simply means that any reform of the
section must proceed within the tax system, rather than merely replacing
the exemption with a non-tax-based subsidy program.

V. IMPLICATIONS OF THE SUBSTITUTABLE TAX

PROVISION APPROACH

A. Institutional Reform.

The concept of substitutable tax provisions should breathe life into
the moribund tax expenditure budget. Confined to a "special analysis,"
the budget is merely an appendix to the President's budget.201 Until the
budget integrates tax expenditures and direct spending programs in each
budget category,202 Congress will not treat tax expenditures as spending
programs, whatever the theory might say. Indeed, replacing tax expendi-
tures with spending programs will not become standard practice until the
budget-making process forces agencies with authority over spending pro-
grams to consider such replacement seriously. These agencies must de-
sign substitute spending programs long before Congress becomes
involved. For this reason, Surrey and McDaniel argued that OMB
should set total budgets, covering both tax expenditure and spending
programs, for each agency, and then allow those agencies to allocate re-
sources between the tax expenditure and spending programs.20 3 How-
ever, many tax expenditures (as currently defined) are not completely
analogous to spending programs. They have purposes that only the tax
system can effectively implement.2°4 Giving agencies other than the

200. See, e.g., Thuronyi, A Critique of the Tax Treatment of US. Workers Overseas, 10 TAX
NOTES 979 (1980).

201. E.g., FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182, at G-1 to -45.
202. The description of the budget refers to tax expenditures by program function, see e.g.,

OMB, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL YEAR 1985, at 5-113 (tax expendi-
tures on health care); see also OMB, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL
YEAR 1988, at 6d-9 (1987), but are not listed in the budget of each agency, see, eg., id. at 6f-72 to
-86 (Department of Health and Human Services), or in tables showing budgetary authority or out-
lays by function, see id. at 6g-15 to -16, 6g-32 to -38.

203. See S. SURREY & P. MCDANIEL, supra note 6, at 33.
204. See supra note 196 and accompanying text.
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Treasury Department jurisdiction over such provisions could lead to
chaos by fragmenting the Treasury Department's authority to make what
are essentially tax-policy decisions. For this reason, the Treasury De-
partment would not, and should not, relinquish its jurisdiction over these
provisions.

Consider, for example, the provision allowing farmers to use cash
accounting,20 5 which is listed as a tax expenditure under the traditional
definition.206 Cash accounting enables farmers to deduct the costs of
raising plants and animals when these costs are incurred. 20 7 This rule
provides an exception to the general rule requiring businesses to defer
deductions for input costs until the final product is sold.20 8 If the De-
partment of Agriculture assumed responsibility for this tax expenditure,
it might decide to replace cash accounting with a direct subsidy for pro-
duction. However, the Treasury Department might conclude that, at
least for small farmers who produce annual crops, the distortions and
inequity of the cash accounting rule pale in comparison with the adminis-
trative burden that accrual accounting would impose on both taxpayers
and the IRS. Because this judgment falls within the realm of tax admin-
istration and policy, the Treasury Department should make it. For tax
expenditure provisions that have both tax-policy and subsidy aspects
(and thus cannot be classified as substitutable), Surrey and McDaniel's
suggestion that agencies other than the Treasury Department take re-
sponsibility will likely go unheeded. This problem arises from the tradi-
tional definition of tax expenditures.

By contrast, the definition of substitutable tax provisions isolates
provisions for which agencies other than Treasury could easily assume
responsibility. Treasury should have no objection to ceding jurisdiction
over these provisions because, by hypothesis, nontax statutes can just as
effectively achieve the provisions' purposes. Before OMB lists a provi-
sion as substitutable, though, Treasury should concur in the classifica-
tion. Under such a scheme, the budgets of the relevant agencies should
include the outlay-equivalent costs. The President's annual budget for
each such agency should also recommend outlay-equivalent levels for
substitutable tax provisions or propose and describe non-tax-based alter-
natives along with their recommended expenditure levels. These alterna-
tives might take the form of government subsidy programs, regulatory
programs, insurance programs, loan programs, or whatever other pro-
grams seem appropriate. To meet the demands of double-entry book-

205. See Treas. Reg. § 1.162-12 (as amended in 1972).
206. See FY 1989 BUDGET, SPECIAL ANALYSES, supra note 182, at G-20.
207. See Treas. Reg. § 1.162-12.
208. See id. § 1.471-1 (1960).
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keeping, the budget's receipts side should show imputed receipts in the
amounts necessary to fund the substitutable tax provisions 0 9 In addi-
tion, separate listings of substitutable tax provisions in each agency's
budget would facilitate the proposal and consideration of direct spending
alternatives for these tax provisions.

Instead of having just the Treasury Department and OMB create
the tax expenditure list, each affected agency should review these provi-
sions and decide whether to propose alternative programs. Although the
agencies would likely propose nontax substitutes for many substitutable
tax provisions, non-tax-based subsidies do not always work better than
tax-based subsidies; the facts of each case will determine the best choice.
Indeed, revisions of particular tax expenditures can often meet criticisms
of the provisions. For example, converting exclusions or deductions to
refundable credits can cure the problem of "upside-down" subsidies.210

An agency could also propose to repeal or limit a substitutable tax
provision. Given a limited budget that would cover both substitutable
tax provisions and non-tax-based programs within the agency's jurisdic-
tion, the agency might often have a strong incentive to propose eliminat-
ing or cutting back particular substitutable tax provisions. 211 Thus,
identifying a tax provision as substitutable does not necessarily advocate
the enactment of a direct spending substitute. Tax policy does not dic-
tate appropriate funding levels for non-tax-based substitutes; only the
budgetary process can determine those levels, and budgetary priorities
may well require the elimination of any federal support.

If the appropriate congressional committees review such alterna-
tives, that review might facilitate tax committee reform of current law
because a substitutable tax provision's repeal or restriction would not
necessarily mean the termination of f .deral assistance. Interested per-
sons could direct their requests for fL.nding not only to the tax-writing
committees, but to the relevant appropriating or authorizing committee
as well. To formalize this procedure, the tax-writing and appropriating
and authorizing committees should agree to joint jurisdiction over substi-

209. The listing of imputed revenue receipts is suggested in S. SURREY & P. MCDANIEL, supra
note 6, at 44.

210. While the value of a deduction increases with a taxpayer's marginal tax rate and hence with
income, a refundable credit is of equal value to all taxpayers.

211. Arguably, an agency seeking to maximize its budget would routinely do just that, anticipat-
ing no real danger of losing its tax subsidy. This problem is unavoidable, but it is much less serious
than under the traditional tax expenditure list. Under the traditional list, an agency may well pro-
pose elimination of an item, knowing that legislators can defend the item with tax-policy arguments.
In the case of a substitutable tax provision, however, there will be little reason, other than subsidy
arguments, for keeping the provision in the tax laws. Moreover, if elimination of the tax provision
"counts" for purposes of the relevant appropriating committee's budget total, there will be no assur-
ance that the tax provision will be retained.
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tutable tax provisions. 2 12 Under such a scheme, the Ways and Means
and Finance committees would identify substitutable provisions, perhaps
by including those substitutable tax provisions in the appropriating com-
mittees' budgetary totals for purposes of the concurrent resolutions on
the budget and the reconciliation process. As tax expenditures are now
defined, the Ways and Means Committee and the Finance Committee
would never agree to cede jurisdiction over all tax expenditures.213

Although such agreement with respect to substitutable tax provisions
would not come easily either, it might be possible, particularly if the ex-
ecutive branch takes the first step by involving agencies other than the
Treasury Department in decisions on substitutable tax provisions.

B. Non-income Taxes.

The Federal government has developed official tax expenditure
budgets only for the income tax, although it has made unofficial esti-
mates for the estate and gift tax.214 The traditional approach to defining
tax expenditures, by reference to a normative tax, proves even weaker for
non-income taxes, since even less consensus on their normative content
may exist than for the content of a normative income tax. In the case of
special excise taxes of limited scope, Surrey and McDaniel concede that
no normative provisions exist and that therefore no tax expenditures can
be identified. 215

Since the substitutable tax provision definition does not rely on a
normative tax, it can apply to any tax, even an excise tax of narrow
scope. For example, the exemption from the manufacturers' excise tax
for sales to nonprofit educational organizations216 is substitutable be-
cause a direct federal grant to educational organizations could replace it.
This grant could either take account of expenditures on taxed articles or
could simply provide a flat subsidy. A flat subsidy would actually make
more sense, since the excise taxes are intended to serve as user fees and
either an exemption or a grant based on use would undermine that
purpose.

212. One example of an agreement for joint exercise of jurisdiction over a tax subsidy provision
appears in H.R. REP. No. 426, 99th Cong., 1st Sess. 193-95 (1985) (relating to Merchant Marine
Capital Construction Fund).

213. For the same reason that the Treasury Department would not agree to cede jurisdiction
over tax expenditures involving tax administration and policy issues, the tax-writing committees
would also be unwilling to do so (and rightly so).

214. S. SURREY & P. MCDANIEL, supra note 6, at 233-35.
215. See id. at 233.
216. I.R.C. § 4221(a)(5) (West Supp. 1988). The exemption does not apply to the taxes on coal,

id. § 4121, and gas-guzzling automobiles, id. § 4064 (1982 & Supp. IV 1986). See id. § 4221(a)
(West Supp. 1988).
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Although most tax expenditures appear in the income tax, the possi-
bility of identifying substitutable tax .provisions located in other taxes
provides the substitutable tax provision concept with another powerful
justification. Sometimes identifying obscure provisions hidden in an ex-
cise tax will have greater effect than pointing out well-known income tax
expenditures, particularly in countries that rely more heavily on excise
taxes. In any event, the proposed definition enables uniform treatment of
substitutable provisions in both income and non-income taxes.

C. Identifying Federal Subsidies.

Special Analysis G of the President's annual budget should continue
to identify tax expenditures as traditionally defined. Besides being useful,
such a listing is required by the Budget Act.217 While separately listing
tax expenditures and substitutable tax provisions may at first seem con-
fusing, it should actually reduce confusion, since the traditional list of tax
expenditures lumps together provisions whose purposes can be served by
spending programs and provisions reformable only within the tax system.

Listing traditional tax expenditures in the budget identifies tax pro-
visions that, even if not reasonably replaceable with direct spending pro-
grams, provide support similar to that provided through non-tax-based
subsidies. Throughout the budget process, Congress should be aware of
all the assistance provided through the tax system. For example, in a
time of spending retrenchment, Congress could cut tax-based subsidies
along with direct spending programs, or could set direct spending levels
in light of tax-based subsidies.

On the question of how to define the "traditional" tax expenditures
to list, a broader concept of economic income along the lines of Haig-
Simons income218 might prove more useful than the normative tax elabo-
rated by Surrey. For purposes of evaluating the subsidy effects of tax
law, a relatively consistent economic concept seems superior to a concept
tempered by concerns of political and administrative feasibility. Thus,
for example, while politics and administrability may preclude taxation of
imputed housing income, the nontaxation of such income provides a sub-
sidy to owner-occupied housing relative to other capital. Congress
should bear this subsidy in mind when it coniiders other assistance pro-
grams for housing. Accordingly, Congress should consider requiring
that Special Analysis G list the cases in which current law departs from
Haig-Simons income, along with estimates of the resulting revenue

217. See 2 U.S.C. § 622(3) (1982).
218. See supra note 61 and accompanying text.
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lOSS. 219 Under this approach, the budget should restate tax expenditures
for prior years according to the new definition in order to enable compar-
isons over time. In terms of budget mechanics, Special Analysis G
should contain a list of tax expenditures, defined as departures from
Haig-Simons income. Substitutable tax provisions- would appear as out-
lays in each agency's budget, and the total amount of substitutable tax
provisions would also appear as part of budgetary receipts.

D. The Dichotomy Between "Tax" and "Spending" Provisions.

1. In GeneraL Traditional tax expenditure analysis claims that a
dichotomy exists between "tax" and "spending" programs.220 Identify-
ing substitutable tax provisions and, by extension, traditional nonsub-
stitutable tax expenditures, shows that this dichotomy is ultimately
artificial for purposes of policy analysis. By definition, nonsubstitutable
tax expenditure provisions involve both tax-policy considerations and the
purpose of subsidizing or favoring a particular activity. This combina-
tion calls for the use of spending analysis to evaluate how effectively a tax
expenditure accomplishes its subsidy purpose, and of tax-policy analysis
to evaluate tax structure issues raised by the provision. 221

For example, the charitable contributions deduction 222 both subsi-
dizes charitable contributions and serves various tax-related purposes.223

Spending analysis does not aid in evaluating arguments that justify this
deduction as an appropriate part of the income tax structure, but such
analysis contributes a great deal in evaluating the argument that "chari-

219. This is the approach taken by a Senate bill in the 100th Congress that defined tax expendi-

tures as departures from Haig-Simons income. See S. 1709, 100th Cong., 1st Sess. § 101, 133 CONG.
REC. S12,840, S12,840 (daily ed. Sept. 25, 1987). The bill also provided an alternative definition of

tax expenditures as departures from a consumption tax, id., 133 CONG. REC. at S12,840, an ap-
proach that would be problematic because we have no consumption tax.

220. See S. SURREY & P. MCDANIEL, supra note 6, at 3.
221. The point that both tax-policy analysis and tax expenditure analysis can apply to one provi-

sion has been made by McIntyre, supra note 154, at 93-101. Analysts often fall into the trap of
analyzing a provision solely in tax or in subsidy terms. For example, Professor Natbony considers
the section 174 deduction for research and development expenditures solely as a subsidy provision,
without recognizing that it also fulfills the function of providing a cost recovery method for R & D

expenditures and that, if section 174 were repealed, Congress would have to devise an appropriate
cost recovery method. See Natbony, The Tax Incentives for Research and Development: An Analysis
and Proposal, 76 GEO. L.J. 347, 348 (1987). Professor Natbony's failure to focus on the need for
cost recovery also leads him to overstate the amount of section 174's subsidy as 34% for corpora-
tions. See id. at 404. In fact, the subsidy is much smaller, since a proper measure of the subsidy
compares the immediate deduction provided by section 174 with the present value of cost recovery
deductions that would reflect the economic depreciation of R & D expenditures.

222. I would not classify this provision as substitutable.
223. One such purpose is equal treatment for taxpayers who contribute personal services to char-

ity and taxpayers who contribute the fruits of personal services rendered to others. See Andrews,
supra note 78, at 347-48.
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ties would suffer" if the deduction were repealed. For tax provisions
with both tax-related and subsidy purposes, one must apply both tax-
policy analysis and spending analysis.

This approach reconciles the seemingly polar positions of Professors
Surrey and Andrews on the charitable contributions deduction. Surrey
considers the deduction an upside-down subsidy, not a proper part of the
income tax, 224 while Andrews calls it an appropriate "elaboration of an
ideal personal tax base."' 22 5 One might better evaluate a given argument
in favor of the deduction with the type of analysis that argument sug-
gests. The argument that the deduction forms a proper part of the tax
base is a tax-policy argument, which does not call for spending analysis.
On the other hand, the provision's tax-policy justification does not neces-
sarily make spending analysis inappropriate; the deduction's subsidy ef-
fects provide an important argument for maintaining the provision.
While analyzing the deduction under this approach might prove more
complicated than either Professor Surrey or Professor Andrews would
prefer, this complexity seems inevitable when a provision has various jus-
tifications, no single one of which is adequate by itself.

This approach also makes apparent the artificiality of the dichotomy
between "tax" and "spending" programs. Before Surrey invented the
concept of tax expenditures, tax provisions appeared fundamentally dif-
ferent from spending programs. 2 26 Any curtailment of favorable tax pro-
visions was a "tax increase" (as opposed to a spending cut)-as much of
an anathema as an increase in marginal tax rates. Surrey rightly argued
that tax provisions should not be immune from the type of analysis ap-
plied to spending programs, and that cutbacks of certain tax subsidy pro-
visions would more closely resemble a decrease in direct subsidies than
an increase in tax rates.227 But he overcompensated for others' errors by
characterizing all tax expenditures as pure spending provisions to which
tax-policy arguments could not apply.

2. Distribution of the Tax Burden. As part of the tax legislative
process, tax-writing committees routinely consider tables showing the
distribution of proposed tax changes among income classes.228 These

224. See S. SURREY, supra note 1, at 223-32.
225. Andrews, supra note 78, at 314-15.
226. Many people still think this way. See supra notes 107-43 and accompanying text.
227. See supra notes 19-23 and accompanying text.
228. Eg., S. REP. No. 313, 99th Cong., 2d Sess. 34 (1986) (showing percentage change in in-

come tax liability by income class after passage of bill); STAFF OF JOINT COMM. ON TAXATION,

97TH CONG., IsT SEss., GENERAL EXPLANATION OF THE ECONOMIC RECOVERY TAX ACT OF

1981, at 23 (1981) (showing projected revenue loss (as against prior law) from income tax reductions
for two-earner married couples for FY 1982-1984).
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tables typically present the average tax increase or decrease for taxpayers
in each income class. Presumably, the committees seek to ascertain
whether proposed changes will treat income classes fairly, relative to
each other.

The distributional effect of tax legislation is important, but recent
congressional analysis of distributional data has been sloppy and mislead-
ing. One problem is that the tables often reflect percentage changes in
tax liability, rather than percentage changes in after-tax income. The
latter figures more correctly indicate.the effect of tax changes on income
distribution, since that distribution is expressed in after-tax terms. To
keep income distribution constant, a tax change would have to effect the
same change in after-tax income for all income groups. Under a progres-
sive income tax system, though, a bill that cuts all taxpayers' tax liability
by an equal percentage would not maintain the system's progressivity;
the bill would cause a larger increase in the after-tax income of the
wealthy. Yet, the legislative process has retained its focus on percentage
changes in tax liability, perhaps because this focus makes tax legislation
look more progressive than it really is.

With no more information than the average tax liability and income
in each income class, one can create distribution tables that show per-
centage changes in after-tax income, assuming that the tax change in
question does not change incomes. But this assumption may not be
valid; tax changes usually change the distribution of pre-tax income and
wealth. Accordingly, to obtain an accurate picture of the distributional
effects of tax legislation, one must identify at least the most important
effects of the legislation on the pre-tax wealth and income distribution.

For example, suppose Congress considers eliminating the targeted
jobs tax credit229 and reducing rates to keep the distribution of the tax
burden the same as before the change. Assume, for simplicity, that
predominantly wealthy taxpayers take the credit. The distributional ta-
bles as currently prepared would show no change in the tax burden dis-
tribution. However, if analysis of the proposed change takes account of
the effect on incomes, and if one assumes that the tax credit functions as
a wage subsidy and that wages would decline by the amount of the credit
if it were eliminated, the tables would show a drop in the incomes of
workers who benefited from the credit and an increase in their employ-
ers' pre-tax incomes.

Thus, in the case of the targeted jobs tax credit, one can relatively
easily ascertain the effect of a tax change on pre-tax (and, consequently,
after-tax) incomes, although the assumptions made above may not be

229. See supra notes 190-92 and accompanying text.
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entirely accurate. With other tax changes, however, effects on pre-tax
income distribution may prove difficult or impossible to ascertain. This
Article cannot offer a solution to this fundamental public finance prob-
lem, but even recognizing the problem should suggest that considering
solely the changes in taxes paid will often lead to error.

Professor McDaniel advocates an alternative approach to this prob-
lem. He suggests preparing tax burden distribution tables that show
amounts of tax liability without adjusting for tax expenditures. 230 Under
his view, tax expenditures should not appear on tables that show tax bur-
dens because tax expenditures are spending programs, which generally
do not appear on tax burden tables. In the targeted jobs credit example,
McDaniel would probably treat the amount of tax paid before the pro-
posed change as taxpayers' liability unreduced by the targeted jobs
credit. The distribution tables would thus show a reduction in taxes paid
in the top brackets as a result of the change. The same outcome results
when one considers the change in after-tax incomes. In other cases, how-
ever, McDaniel's approach would produce a misleading result. Suppose,
for example, that Congress repealed the deduction for home mortgage
interest, and reduced tax rates to keep the amount of tax in all income
classes the same. Under current practice, the distribution tables would
show no change. A comparison of after-tax income, too, would show
little or no change. Under McDaniel's approach, however, the tables
would show a sharp reduction in tax for wealthier taxpayers, since the
pre-change tax burden would not reflect the deduction for home mort-
gage interest.

McDaniel considers this result appropriate because it correctly iden-
tifies the change in "tax"-considering the deduction for home mortgage
interest not as a reduction in tax, but as a spending program.231 This line
of reasoning epitomizes the artificiality of a distinction between "tax"
and "spending" programs. Analyzing the effect of one type of govern-
ment program in isolation, and focusing only on "tax" changes, is likely
to be misleading in many cases. Both tax and spending programs affect
the distribution of after-tax income, and, for this reason, those concerned
with the equity of that distribution must consider the combined eco-
nomic effect of all government programs.

3. Foreign Tax Credit. The foreign tax credit also illustrates how
artificial it is to distinguish "tax" and "spending" provisions. Section
901 currently provides a U.S. tax credit for the amount of income tax

230. See McDaniel, Identification of the "Tax" in "Effective Tax Rates," "Tax Reform" and
"Tax Equity," 38 NAT'L TAX J. 273, 275-76 (1985).

231. Id. at 277.
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paid to a foreign country, subject to specified limitations.232 Suppose
that a foreign country's corporate tax rate is 34%, the same as the cur-
rent corporate rate in the U.S.233 Consider two cases. In the first, corpo-
ration X earns income of 100 in country A, but under special provisions
in A's tax law, X owes foreign tax of only 24, leaving it with after-for-
eign-tax profits of 76. In this case, X will have U.S. tax liability of 34,
less a credit of 24, for a net liability of 10. In the second case, country B
provides a non-tax-based subsidy of 15 for corporation Y's operations,
resulting in a total operating income of 115. Since foreign tax applies to
the entire amount, Y owes foreign tax of 39, leaving it with the same
after-foreign-tax profits as X, 76. Y has no U.S. tax liability, because the
foreign tax credit wipes out its liability entirely.

Treating X and Y differently for U.S. tax purposes makes little
sense. The difference in tax treatment penalizes companies like X, and
provides an incentive for countries to restructure their tax systems by
increasing the amount of "tax paid" in order to take advantage of the
U.S. foreign tax credit, and to provide any desired investment incentives
through non-tax-based subsidy programs.

While X and Y should clearly receive the same treatment, which
treatment is appropriate remains uncertain. Should the U.S. allow Y to
receive a foreign tax credit for the entire amount of foreign tax paid, even
though a portion of the tax revenues subsidizes the corporation? The
foreign tax credit regulations deny a credit for taxes paid in exchange for
a subsidy provided to a specific taxpayer, but allow the credit when the
subsidy is generally available. 234 These regulations effectively state that,
under certain circumstances, the U.S. Treasury is willing to pay the cost
of subsidies that U.S. taxpayers receive from foreign governments. One
might rejoin that U.S. law should not allow a credit for a foreign tax to
the extent that the foreign government uses the tax revenues to subsidize
a taxpayer, but it is generally impossible to ascertain the extent to which
a country subsidizes foreign corporations. For example, if a government
subsidizes imports of concrete, but the price of concrete in the country is
higher than the world price because of currency controls, does a subsidy
exist?

An alternative approach, advocated by Professor McDaniel, 235

232. I.R.C. § 901 (West 1988).
233. See id. § 11(b) (Supp. IV 1986).
234. The foreign tax credit regulations deny a credit for foreign taxes paid in exchange for a

specific economic benefit, but limit the definition of specific economic benefits to benefits "that [are]
not made available on substantially the same terms to substantially all persons who are subject to the
income tax." Treas. Reg. § 1.901-2(a)(2)(ii)(B) (1983). Thus, a generally available subsidy would
not be a specific economic benefit.

235. See McDaniel, supra note 230, at 275-76.
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would be to treat X and Y alike by identifying the subsidy elements of the
foreign tax law. This would require constructing a schedule of tax ex-
penditures for each foreign country. How would one prepare such a list,
though? Certainly, tax law provisions that have subsidy aspects extend
beyond those here labeled substitutable tax provisions. Identifying the
subsidy features of tax laws is an inherently doubtful exercise.236

As long as foreign countries make subsidies generally available,
there may be no alternative to allowing a foreign tax credit. The short-
comings of this approach, however, suggest that the foreign tax credit's
rationale is not as theoretically sound as generally assumed. That ration-
ale focuses on the amount of "tax" paid to the foreign government in
isolation from what the foreign government does with tax revenue, and
under a broader view, the amount of "tax" paid seems a rather indeter-
minate concept, and hence the foreign.tax credit's theoretical underpin-
nings are weak.

4. Tax Expenditures and Constitutional Litigation. The Consti-
tution prohibits various forms of federal or state assistance to private
persons, including assistance that creates an establishment of religion.237

Governmental assistance to a private person engaged in racial discrimi-
nation may also constitute "state action" and thus allow a constitutional
attack on that discrimination. 238 As a result, discrimination suits some-
times implicate federal or state assistance in the form of preferential tax
treatment.

According to Surrey and McDaniel,
the underlying issue in all these situations is whether tax assistance is
equivalent to direct assistance. If the answer is yes-and we contend
that under rational governmental and judicial decisions it must be-a
court need not search through the entire income tax system to deter-
mine which tax provisions involve government assistance. The tax ex-
penditure list contained in Special Analysis G of the federal budget is a
ready index to provisions that should be subject to the same constitu-
tional restrictions as parallel programs financed by direct government
spending. 239

Under this view, courts should apply the definition of tax expenditures
used for the tax expenditure budget in constitutional litigation. Tax ex-
penditures, as equivalent to spending programs, should undergo the same
constitutional analysis as government spending programs, while tax pro-
visions not amounting to spending programs presumably should not un-

236. See supra notes 65-101 and accompanying text.
237. U.S. CONST. amend. I.
238. Eg., Burton v. Wilmington Parking Auth., 365 U.S. 715, 721-26 (1961).
239. S. SURREY & P. MCDANIEL, supra note 6, at 119.
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dergo that analysis. Surrey and McDaniel temper the negative aspect of
this argument by acknowledging that government financial assistance
may exist "even though the item being litigated is not on the tax expendi-
ture list."24° This results from the noncomprehensive quality of the tax
expenditure list.241 Surrey and McDaniel do not, however, indicate how
courts should decide whether a tax provision not listed in the tax expen-
diture budget is equivalent to a direct spending program.

In the context of constitutional litigation, merely stating that "the
result should be the same for both [tax expenditures and direct expendi-
tures]" 242 does not advance analysis, since results vary even for seem-
ingly very similar forms of direct assistance; the manner of providing aid
makes a critical difference. For example, in Meek v. Pittenger, the
Supreme Court held that while loans of instructional materials to private
schools violated the establishment clause, loans of textbooks to children
attending such schools did not, even though the schools placed the text-
book orders and stored the books on their premises while the children
were not using them.243

Instead of equating tax expenditures with direct spending programs,
it would be better to acknowledge that various tax provisions provide
various degrees of financial assistance. Courts can decide whether a par-
ticular tax provision that provides financial assistance violates the estab-
lishment clause (or constitutes state action or impermissible aid to racial
discrimination) about as well as they can decide these issues with respect
to a non-tax-based program.

As discussed above, a particular tax law provision can have multiple
purposes, some related to tax policy and administration, and others that
a direct spending program could achieve.244 In constitutional litigation,
courts would do better to treat tax provisions as government programs
often justified by hybrid purposes than to draw an artificial line between
tax provisions that amount to spending programs and those that do not.

The Court's opinion in Mueller v. Allen 245 is consistent with this
approach. The case held that a Minnesota income tax deduction for tui-
tion, textbooks, and transportation of dependents attending elementary
or secondary schools did not violate the establishment clause.246 Parents
of public school students could sometimes deduct expenses under this

240. See id. at 144.
241. See id.
242. Id. at 154.
243. 421 U.S. 349, 362 (1975).
244. See supra pp. 1190-91.
245. 463 U.S. 388 (1983).
246. Id. at 402-03.
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provision, but it primarily benefited parents whose children attended reli-
gious schools. 24 7 In Committee for Public Education v. Nyquist, 248 the

Court had invalidated tax credits that reimbursed a portion of private
school tuition expenses. The Mueller Court distinguished Nyquist on
two grounds. First, Minnesota allowed the deduction to all parents, not
just those with children in private schools. 249 This distinction undoubt-
edly had some validity, although Justice Marshall had the better of the
argument in pointing out that only about 100 of 815,000 public school
students (those charged tuition for attending a school outside their dis-
trict) received any substantial benefit from the deduction, while all stu-
dents attending private schools benefited substantially from the
deductions, and over 95% of these students attended sectarian
schools. 250 The Court also distinguished Nyquist on the ground that the
Minnesota law involved a "genuine tax deduction," as compared with
the credit in Nyquist. 251 The Court offered only a cryptic explanation of
this point, noting that the educational expenses deduction was "only one
among many deductions-such as for medical expenses ... and charita-
ble contributions . . . available under the Minnesota tax laws" 252 and
concluding that "the Minnesota Legislature's judgment that a deduction
for educational expenses fairly equalizes the tax burden of its citizens and
encourages desirable expenditures for educational purposes is entitled to
substantial deference." 253

As the Court's reference to tax burden equalization suggests, it con-
sidered that the Minnesota deduction was motivated at least in part by
tax-policy considerations unrelated to the goal of providing aid to private
schools. 254 For example, a person who incurs expenses for a dependent's
education arguably has less ability to pay income tax than one with no
such educational expenses. The deduction equalizes the treatment of
persons who incur such educational expenses with the treatment of those
who benefit from public education. In light of these considerations, the
Court correctly distinguished the deduction in Mueller from the credit in
Nyquist, which was available only to parents with children in private
schools and apparently bore no relation to any concern with ability to

247. Id. at 391-92.
248. 413 U.S. 756 (1973).
249. Mueller, 463 U.S. at 398.
250. Id. at 405 (Marshall, L, dissenting).
251. See id. at 397 n.6.
252. Id. at 396.
253. Id.
254. However, as Surrey and McDaniel point out, the reference to encouraging desirable ex-

penditures suggests a different motivation-providing a subsidy. See S. SURREY & P. MCDANIEL,

supra note 6, at 135.
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pay income tax. 255 The credit in Nyquist amounted to a tuition grant
made through the tax laws and was designed to provide a "tax benefit...
comparable to, and compatible with, the tuition grant for lower income
families."

256

To recognize this distinction between the Minnesota deduction and
the credit in Nyquist, however, is not necessarily to agree with the result
in Mueller. Despite this distinction, the Mueller provision's primary ef-
fect was to reimburse a portion of sectarian school tuition. Although the
deduction had some tax-policy justification, the Court could have found
that the provision had "the primary effect of advancing the sectarian
aims of the nonpublic schools"' 257 and hence held that it violated the es-
tablishment clause.

The Mueller case thus stands for the proposition that a tax provision
justified at least in part by tax-policy considerations unrelated to advanc-
ing religion can survive an establishment clause challenge.2 58 Mueller
illustrates the chronic shortcomings of analysis in this area. These short-
comings probably result from the nature of the applicable test: whether a
provision's primary effect is to advance religion. This test should not
depend on whether a court characterizes a provision as a "tax" or
"spending" provision.

CONCLUSION

Ever since Stanley Surrey created the tax expenditure concept, it has
proven extremely useful in alerting policymakers that the tax system pro-
vides subsidies. Yet, Surrey's original concept involved some simplifica-
tion and failed to acknowledge that many tax code provisions resist neat
classification as either "tax" or "spending" programs. As a result, the
tax expenditure concept has not reached its full potential. In particular,
Congress and the Executive have not fully integrated tax expenditures
into the budget-making process.

The category of substitutable tax provisions proposed in this Article
focuses on the possibility of replacing certain tax provisions with nontax
programs. Such replacement can provide a number of benefits. First, it
can simplify the tax laws, and true simplification-including outright de-

255. See Nyquist, 413 U.S. at 789-91.
256. Id. at 790.
257. 463 U.S. at 396 (quoting Committee for Public Educ. v. Regan, 444 U.S. 646, 662 (1980)).
258. Under the facts of the case, however, this tax-policy purpose provided only weak support

for the decision. The other distinction from Nyquist-the availability of the tax benefit at issue to all
parents, not just those with children in private schools-is best viewed as a subset of the argument
that the provision was a genuine deduction. If the deduction had only been available to private-
school parents, it would not have passed muster as genuine.
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letion of many substitutable provisions from the tax laws-is urgently
needed. Second, it can provide federal support more efficiently and ra-
tionally. Owing to the structure of the tax laws, it often costs less to
provide a given level of support outside the tax system. Substituting di-
rect spending programs can therefore save money for the federal govern-
ment, an urgent need in a time of fiscal stringency. Moreover, providing
federal aid through the tax system often clashes with other federal pro-
grams. Removing these provisions from the tax code occasions review of
their program goals. Finally, replacing tax expenditures with direct ex-
penditures can facilitate budgetary review of substitutable tax provisions
on the same basis as other spending programs. There is no reason to give
automatic preference to provisions that happen to appear in the tax code.

This Article's proposal regarding substitutable tax provisions recog-
nizes that no single definition of "tax expenditure" can serve all pur-
poses. Surrey's traditional definition remains useful as a means of
identifying tax-based subsidies, even though that identification remains
subjective. For other purposes, it seems best not to attempt to draw a
bright line between tax and spending provisions. The absence of a bright
line will, among other things, allow constitutional litigation to focus on a
tax provision's subsidy effect without argument over whether the provi-
sion is "truly" a tax or a spending program.

Identifying substitutable tax provisions will not solve all the
problems with the tax laws. Tax simplification poses many technical and
political hurdles, and removing substitutable provisions from the tax
code is a mere prerequisite for reforming the tax system's remaining pro-
visions, a formidable task that the 1986 TRA only began.
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