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I. Introduction

Stanley Surrey introduced tax expenditure analy-
sis to U.S. tax and budget policy in the late 1960s.1
After elaborating on the concept in the early 1970s,2
he teamed with Paul McDaniel in later years to

1Stanley S. Surrey, excerpts from remarks before the Money
Marketeers on ‘‘The U.S. Income Tax System — the Need for a
Full Accounting’’ (Nov. 15, 1967) in Treasury Dept., Annual
Report of the Secretary of the Treasury on the State of the Finances for
the Fiscal Year Ended June 30, 1968 (1969), at 322.

2See Surrey, Pathways to Tax Reform (1973).
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Professor of Law at the University of Florida’s Fre-
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This report is a chapter from a coming book, The
Proper Tax Base; Structural Fairness From an Interna-
tional and Comparative Perspective: Essays in Honor of
Paul McDaniel, edited by Yariv Brauner and Martin J.
McMahon Jr. After briefly recounting the historical
development of tax expenditure analysis and its
enshrinement in the budget process by the Congres-
sional Budget and Impoundment Control Act of
1974, the report details the core values of tax expen-
diture analysis as articulated by Stanley Surrey and
Paul McDaniel in their 1985 book Tax Expenditures. It
explains the history of tax expenditure analysis from
tax reform to spending reform and notes that other
academics have refuted all criticisms of tax expendi-
ture analysis. The report examines a proposition that
flows from the heart of tax expenditure analysis: If
tax expenditures are the functional equivalent of
direct spending subsidies, they should be taxed in
the same manner that direct subsidies would be

taxed under a Schantz-Haig-Simons normative in-
come tax. After concluding that taxing tax expendi-
tures in this manner can only be administratively
feasible for credits, and possibly exclusions, but
likely not regarding deferral-based tax expenditure
subsidies, the report examines recent calls by leading
academics for extensive repeal of tax expenditures in
the name of either tax reform or spending reform to
bring under control both the budget deficit and the
congressional procedures that have contributed to
the enormous growth of the deficit in recent years.
All the income-base-broadening proposals can be
traced to the creators of tax expenditure analysis,
McDaniel and Surrey, and most, if not all, of the
failures of the income tax system today derive from
the failure of the political process to appreciate and
apply the wisdom in Tax Expenditures.

The author thanks Cliff Fleming, Jim Repetti, and
Gregg Polsky for helpful comments on prior drafts,
and his research assistant, Diane Dick, for assistance
in researching and editing. All errors that remain are
the author’s.
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further refine the purpose and method of tax ex-
penditure analysis.3 Surrey’s final words on tax
expenditure analysis were published posthumously
in 1985, but McDaniel continued to present and
defend their vision of tax expenditure analysis for
another 25 years.

Tax expenditure analysis was enshrined into law
by the Congressional Budget and Impoundment
Control Act of 1974,4 which requires that the presi-
dent’s annual budget submission to Congress con-
tain a list of tax expenditures, which Treasury
prepares. Also, since 1972 the staff of the Joint
Committee on Taxation has produced its own tax
expenditure list annually.

Decades later there remains no better explanation
of the core of tax expenditure analysis than what
appeared in the opening pages of Surrey and
McDaniel’s classic 1985 book, Tax Expenditures:

The tax expenditure concept posits that an
income tax is composed of two distinct el-
ements. The first element consists of structural
provisions necessary to implement a normal
income tax, such as the definition of net in-
come, the specification of accounting rules, the
determination of the entities subject to tax, the
determination of the rate schedule and exemp-
tion levels, and the application of the tax to
international transactions. These provisions
compose the revenue-raising aspects of the
tax. The second element consists of the special
preferences found in every income tax. These
provisions, often called tax incentives or tax
subsidies, are departures from the normal tax
structure and are designed to favor a particu-
lar industry, activity, or class of persons. They
take many forms, such as permanent exclu-
sions from income, deductions, deferrals of tax
liabilities, credits against tax, or special rates.
Whatever their form, these departures from
the normative tax structure represent govern-
ment spending for favored activities or
groups, effected through the tax system rather
than through direct grants, loans, or other
forms of government assistance.5

A ‘‘normal income tax’’ is an income tax based on
the Schanz-Haig-Simons normative definition of
income.6 Because that definition does not address
issues such as accounting methods, taxable units,
exemptions levels, or inflation adjustments, those
issues must also be addressed in designing a nor-
mal income tax.

The following section considers whether tax ex-
penditure analysis deals with a tax reform issue or
a spending reform issue. Part III briefly discusses
criticisms of tax expenditure analysis. Part IV exam-
ines the possibility of including in gross income the
value of the benefits received through tax expendi-
tures on the grounds that tax expenditures are the
functional equivalent of cash grants from the gov-
ernment. It posits that the failure to tax tax ex-
penditures is essentially another tax expenditure.
Finally, Part V reviews recent proposals not only to
curb the enactment of new tax expenditures, but
also dramatically to scale back existing expendi-
tures.

II. ‘Tax Reform’ Versus ‘Spending Reform’

As originally conceived, tax expenditure analysis
was designed to lead to better budget management
by controlling spending that took the form of tar-
geted tax relief, and it was simultaneously viewed
as tax reform. Surrey’s first book on the concept,
published in 1973, was titled Pathways to Tax Reform.
In it he described tax expenditures as provisions
that ‘‘weaken the fairness and structure of the
income tax.’’7 In the book’s concluding chapter,
Surrey wrote:

Federal tax reform must cope with the tax
expenditure structure that has grown up
within the income tax system. . . . [The pre-
ferred course of action] is to survey the entire
list of tax expenditures to see which can be
dropped without any substitute federal finan-
cial assistance, which can be replaced by direct
programs of financial assistance and what are
the contours of those direct programs, and

3See, e.g., Surrey and Paul R. McDaniel, ‘‘The Tax Expendi-
ture Concept: Current Developments and Emerging Issues,’’ 20
B.C. L. Rev. 225 (1979); Surrey and McDaniel, ‘‘The Tax Expen-
diture Concept and the Budget Reform Act of 1974,’’ 17 B.C.
Indus. & Comm. L. Rev. 679 (1976).

4P.L. 93-344, section 601, 88 Stat. 297, 323.
5Surrey and McDaniel, Tax Expenditures 3 (1985). A substan-

tially similar description appears in Surrey, Pathways to Tax
Reform, supra note 2, at 6. Credits, particularly refundable credits
(apart from the few structural credits) such as the credit for taxes
withheld and the foreign tax credit, stand out most clearly as

spending provisions. See Surrey and McDaniel, ‘‘The Tax Ex-
penditure Concept: Current Developments and Emerging Is-
sues,’’ supra note 3, at 225, 266-272.

6Surrey and McDaniel, Tax Expenditures, supra note 5, at 4.
The Schanz-Haig-Simons definition of income means the sum of
all consumption and all increases in asset values during a tax
period. Henry C. Simons, Personal Income Taxation: The Definition
of Income as a Problem of Fiscal Policy 50 (1938). Surrey and
McDaniel point out that tax expenditure analysis can apply to
any kind of tax, not just income tax. Tax Expenditures, supra note
5, at 3-4.

7Surrey, Pathways to Tax Reform, supra note 2, at 5.
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which should be retained as representing the
best available vehicles for providing desired
financial assistance.8

But other passages in Pathways to Tax Reform
presage what Surrey’s answer would have been.
For example, in discussing the deduction allowed
by section 213 for medical expenses, Surrey writes,
‘‘I dislike the end consequences of . . . using a tax
deduction and hence the tax system’’ to subsidize
family medical expenses.9 By ‘‘end consequences,’’
Surrey was referring to the upside-down effect of
providing subsidies through tax deductions, which
invariably results in a greater subsidy to taxpayers
in higher marginal income tax brackets than to
those in lower brackets. Doing so also results in no
subsidy to persons with insufficient gross income to
generate a tax liability before taking the deductions
into account. It is fair to conclude that Pathways to
Tax Reform set forth an agenda that would have
eliminated all tax expenditures from the code and
transferred to direct spending programs the subsi-
dies that Congress desired to retain.

Twelve years later, Surrey’s follow-up book, co-
authored with McDaniel, was titled simply Tax
Expenditures.10 The differing title reflects a shift in
focus by the architects of tax expenditure analysis
that has not yet been fully appreciated by its critics
or advocates. In the first chapter of Tax Expenditures,
Surrey and McDaniel make an important point
about their evolving view of tax expenditure analy-
sis:

The classification of an item as a tax expendi-
ture does not in itself make that item either a
desirable or undesirable provision; nor does it
indicate whether the inclusion of the item in
the tax system is good or bad fiscal policy. The
classification of an item as a tax expenditure is
purely informative, just as the presence of an
item in the direct budget of a government is
informative; it is simply a way of announcing
that the item is not part of the normative tax
structure. This being so, it is appropriate to ask
whether the presence of those items in the tax
system is desirable or undesirable, given exist-
ing budget policy, tax policy, and other rel-
evant criteria.11

This excerpt reveals that from Surrey and
McDaniel’s perspective, tax expenditures are not
loopholes, but rather preferences consciously en-
acted by Congress. Moreover, Surrey and

McDaniel’s analytical model is based on the rubric
that the beneficiary of one of these tax preferences
has actually paid the tax due under the normative
tax structure apart from the tax preference and that
he is in turn paid by the government the amount of
the preferential benefit — hence the term ‘‘tax
expenditures,’’ although the two countervailing
payments are netted in practice.12

In chapter 3 of Tax Expenditures, Surrey and
McDaniel write: ‘‘A tax expenditure is a spending
program and must therefore be analyzed in spend-
ing terms. To attempt to discuss the program as if it
were a normative tax provision is to disregard this
fact.’’13

Recognizing that most tax expenditures repre-
sent financial assistance that ‘‘the legislators really
do want to provide,’’ Surrey and McDaniel
conclude that ‘‘tax reformers’’ bent on simply
eliminating tax expenditures on the grounds that
they ‘‘offend traditional notions of horizontal and
vertical tax equity’’ will fail.14 They conclude that
‘‘tax reform seems likely to succeed only if it is
accompanied by a substitute direct spending
program or a properly structured tax assistance
program.’’15 Nevertheless, they also conclude that
‘‘many existing tax expenditures represent un-
needed government assistance and should yield to
tax reform efforts with no substitution of another
program.’’16 Elimination of tax expenditures in the
latter category can be accompanied by general rate
reduction.17

According to this analytical rubric, most tax
‘‘reform’’ proposals, which are generally designed
to eliminate or curb tax expenditures, are actually
spending control proposals.18 This being so, for
spending decisions to be rational, criteria are nec-
essary to ‘‘determine the choice between tax and
direct expenditures, and [analyze] the possible con-
sequences of each choice.’’19 Stated somewhat dif-
ferently, ‘‘a government’s decision to provide
assistance through the tax system . . . is really a
fiscal policy decision disguised as a tax policy
decision. Accordingly the approach and analysis
applied should be similar to those used in direct
budget spending decisions.’’20

8Id. at 247.
9Id. at 22.
10Surrey and McDaniel, Tax Expenditures, supra note 5, at 3.
11Id. at 5-6.

12Id. at 25.
13Id. at 81.
14Id. at 89.
15Id.
16Id. at 90.
17Id. at 98.
18Id. at 26.
19Id. at 27.
20Id. at 70.
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In an article published the same year as Tax
Expenditures, McDaniel explained the metamorpho-
sis of tax expenditure analysis even more explicitly:

The term ‘‘tax reform’’ — and the analytic and
political arguments that accompany it — has
continued to be applied to efforts to repeal or
eliminate tax expenditures. Yet, since the intro-
duction of the tax expenditure concept in 1969,
we have had the ability to realize that action
with respect to tax expenditures does not
involve ‘‘tax’’ reform at all; it involves ‘‘spend-
ing’’ reform. As in the case of effective tax rate
analysis, tax reform as a concept can properly
be applied to the structural components of a
tax system — the appropriate rates of tax,
definition of the taxable unit, adjustments in
accounting rules, etc. But, the concept of ‘‘tax
reform’’ has no more relevance to efforts to
repeal spending programs run through the tax
system than it does to efforts to repeal direct
spending programs. The failure to accept this
fact has, I believe, contributed significantly to
the failure of ‘‘tax reform’’ efforts; the argu-
ments for tax reform are simply not relevant
responses to asserted needs for spending pro-
grams.21

Referring to the above passage 25 years later,
McDaniel said:

The above does not mean that tax policy is
irrelevant to tax expenditures. But, the role of
tax policy is not to seek repeal or modification
of tax expenditures, those are spending pro-
gram issues. Rather the role of tax policy is to
see that the tax expenditures are treated prop-
erly for income determination purposes. Thus,
if a given tax expenditure is the functional
equivalent of a direct spending program and
the benefits of that direct spending program
would be included, either directly or indi-
rectly, in gross income then the tax expendi-
ture should be also.22

This is a little-understood facet of tax expendi-
ture analysis, even though it is reflected at times in
the code provisions that deal with tax expenditures,
as will be explored further in Part IV.

III. Failed Criticisms of Tax Expenditures

Over the years, there have been many critics of
tax expenditure analysis. Some of their criticisms
are so silly as to hardly need refutation. An example
is the assertion that tax expenditure analysis posits
that ‘‘lurking behind the concept of the tax ex-
penditure is a more sinister premise. . . . It is the
subtle disposition to think of all income as virtual
state property, and forbearance to tax away every
last penny of it as itself a tax expenditure.’’23

Nevertheless, arguments of this sort have been ably
refuted.24

Probably the most vigorous, truly intellectual
criticism of tax expenditure analysis has been that
the normative tax base is beyond definition and that
the provisions labeled as tax expenditures in Surrey
and McDaniel’s model are actually reflections of
social and economic values regarding the proper tax
base.25 The JCT staff concluded in a 2008 report that
‘‘the proponents of traditional tax expenditure
analysis have failed to respond convincingly to the
criticisms of the ‘normal’ tax as underspecified,’’26

because ‘‘there no longer is a near-universal consen-
sus view as to the ideal tax system.’’27 However,
that report failed to adequately consider the pow-
erful refutation of this criticism reflected in the
scholarly literature. Indeed, McDaniel’s final scholar-
ly publication concisely demonstrated the weak-
nesses of the JCT report.28 Profs. J. Clifton Fleming
Jr. and Robert Peroni also have successfully refuted
these criticisms and the critique of these criticisms
in the JCT report,29 exposing in great detail the
political and ideological currents that motivate
those attacks.

21McDaniel, ‘‘Identification of the ‘Tax’ in ‘Effective Tax
Rates,’ ‘Tax Reform,’ and ‘Tax Equity,’’’ 38 Nat’l Tax J. 273, 277
(1985).

22McDaniel, ‘‘The Staff of the Joint Committee on Taxation
Revision of Tax Expenditure Classification Methodology: What
Is to Be Made of a Change That Makes No Changes?’’ in Lisa
Philipps, Neil Brooks, and Jinyan Li, eds., Tax Expenditure
Analysis: The State of the Art (forthcoming) (hereinafter ‘‘Change
That Makes No Changes’’).

23Charles Fried, ‘‘Whose Money Is It?’’ The Washington Post,
Jan. 1, 1995, at C7, quoted in J. Clifton Fleming Jr. and Robert J.
Peroni, ‘‘Reinvigorating Tax Expenditure Analysis and Its Inter-
national Dimensions,’’ 27 Va. Tax Rev. 437, 491 (2008).

24Fleming and Peroni, ‘‘Reinvigorating Tax Expenditure
Analysis,’’ supra note 23, at 491-493.

25See, e.g., Boris I. Bittker, ‘‘Accounting for Federal ‘Tax
Subsidies’ in the National Budget,’’ 22 Nat’l Tax J. 244 (1969);
Douglas A. Kahn and Jeffrey S. Lehman, ‘‘Tax Expenditure
Budgets: A Critical View,’’ Tax Notes, Mar. 30, 1992, p. 1661;
Michael J. McIntyre, ‘‘A Solution to the Problem of Defining Tax
Expenditures,’’ 14 U.C. Davis L. Rev. 79 (1980).

26JCT, ‘‘A Reconsideration of Tax Expenditure Analysis,’’
JCX-37-08 (May 12, 2008), Doc 2008-10450, 2008 TNT 93-21, at 35
(hereinafter ‘‘Reconsideration’’).

27Id. at 36.
28McDaniel, ‘‘Change That Makes No Changes?’’ supra note

22.
29Fleming and Peroni, ‘‘Reinvigorating Tax Expenditure

Analysis,’’ supra note 23, at 437; Fleming and Peroni, ‘‘Can Tax
Expenditure Analysis Be Divorced From a Normative Tax Base?
A Critique of the ‘New Paradigm’ and Its Denouement,’’ 30 Va.
Tax Rev. 135 (2010).
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I believe these criticisms of tax expenditure
analysis stem from a fundamental misunderstand-
ing of the essence of Surrey and McDaniel’s model.
The critics assume that tax expenditure analysis is
premised on the principle that the actual income tax
base should be identical to the normative income
tax base postulated by Surrey and McDaniel. They
have substituted that notion for Surrey and
McDaniel’s principle that tax expenditure analysis
is merely a tool to identify whether the wisdom of
any particular IRC provision should be evaluated
using criteria of tax policy or criteria applicable to
(and possibly the process that applied to) spending
decisions.30 Many other modern commentators rec-
ognize this difference.31 To be sure, Surrey and
McDaniel suspected that many, perhaps most, tax
expenditures would fail to pass muster as desirable
and effective spending programs and thus would
be eliminated.32 But that personal judgment about
the efficacy of specific provisions was separate and
distinct from the analytical model.

In 2008 the JCT staff issued ‘‘A Reconsideration
of Tax Expenditure Analysis.’’33 The report con-
cluded that the method of tax expenditure analysis
premised on a normative income tax baseline,
which had been used by the government since 1968,
failed to achieve its goals of ‘‘clarifying the aggre-
gate size and application of government expendi-
tures, and improving the Internal Revenue Code.’’34

The JCT staff proposed to replace the traditional
method for classifying provisions as tax expendi-
tures with a new two-part method under which any
provision that provided a ‘‘tax subsidy’’ or pro-
duced a ‘‘tax-induced structural distortion’’ would
be classified as a tax expenditure. Under that sys-
tem, a tax subsidy provision is one that is ‘‘deliber-
ately inconsistent with an identifiable general rule’’
in the code and that collects less revenue than
would result from application of the general rule.35

Tax-induced structural distortions are ‘‘structural

elements of the Internal Revenue Code . . . that ma-
terially affect economic decisions in a manner that
imposes substantial efficiency costs.’’36 The JCT staff
then published its 2008 tax expenditure estimates
using this new method, and, somewhat amazingly,
the only real change was the deletion of two tax
expenditures from prior years: tax deferral for for-
eign income earned by controlled foreign corpora-
tions, and depreciation of rental housing, other
buildings, and equipment in excess of the alterna-
tive depreciation system contained in the alterna-
tive minimum tax.37 In response to the 2008 tax
expenditure analysis, McDaniel marveled, ‘‘So what
is to be made of a change that makes no changes?’’38

In an about-face, however, in 2010 the JCT staff
abandoned the approach it adopted in 2008 and
re-embraced the traditional normative income tax
baseline.39

What is to explain this lurching dance by the JCT
staff? A believer in coincidence might attribute it to
the arrival and departure of a fairly short-term chief
of staff. Under the Surrey and McDaniel analytical
model, there is nothing per se pejorative in classi-
fying a provision as a tax expenditure. Yet labeling
a provision as a departure from normal rules or as
inefficient sets the stage for opponents to attack the
very existence of the provision. A departure from
normal rules violates the tax equity criterion of
horizontal equity, and a provision that is inefficient
violates the tax policy criterion of minimizing inter-
ference with economic decision-making. Viewed as
a tax provision, it becomes even more indefensible.
Simultaneously, however, for the uninitiated it
might further emphasize the ‘‘disguised spending’’
nature of tax expenditures, at least those that were
relabeled as tax subsidies. Evidence of such a goal
lies in the statements and writings of Edward
Kleinbard following his departure as the JCT chief
of staff. In a published speech shortly after his
departure, he criticized the proliferation of tax
expenditures that ‘‘distort not only tax policy, but

30See, e.g., Daniel N. Shaviro, ‘‘Rethinking Tax Expenditures
and Fiscal Language,’’ 57 Tax L. Rev. 187, 201-202 (2004).

31Leonard E. Burman, ‘‘Is the Tax Expenditure Concept Still
Relevant?’’ 56 Nat’l Tax J. 613, 614 (2003) (‘‘The purpose of the
tax expenditure estimates is to subject spending programs
administered through the tax code to the same Congressional
scrutiny and control as direct expenditures’’).

32See, e.g., Surrey, Pathways to Tax Reform, supra note 2, at
134-149; Surrey and McDaniel, Tax Expenditures, supra note 5, at
71-97.

33JCT, ‘‘Reconsideration,’’ supra note 26.
34Id. at 35.
35This approach is similar, but not identical to, the so-called

reference tax approach developed by economist Fiekowsky
when he was in Treasury’s Office of Tax Analysis. See

Fiekowsky, ‘‘The Relation of Tax Expenditures to the Distribu-
tion of the ‘Fiscal Burden,’’’ 2 Can. Tax’n 211, 214 (1980). It was
included in Office of Management and Budget, ‘‘The Budget of
the United States Government, Fiscal Year 1983 — Special
Analysis G’’ (1982).

36JCT, ‘‘Reconsideration,’’ supra note 26, at 41.
37See JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal

Years 2009-2013,’’ JCS-1-10 (Jan. 11, 2010), Doc 2010-631, 2010
TNT 7-22.

38McDaniel, ‘‘Change That Makes No Changes?’’ supra note
22.

39See JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal
Years 2009-2013,’’ supra note 37.
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also our whole concept of the size and activities of
the federal government.’’40 He called for ‘‘contain-
ing tax expenditures that are being systematically
overused in ways that materially distort policy
decisions, budget presentations, and government
resource allocations’’41 by moving their consid-
eration into the jurisdictions of the various substan-
tive congressional committees so that they would
compete for funding with direct spending provi-
sions. Kleinbard later expanded on his original
critique, and the tenor of his publications, standing
together, much resemble Surrey’s original agenda in
Pathways to Tax Reform.42

IV. Taxing Tax Expenditure Subsidies

A. Which Tax Expenditures Should Be Taxed
Under the McDaniel formulation of tax expendi-

ture analysis, from a strict tax policy perspective (as
opposed to a spending policy perspective), the only
relevant question is how to properly tax the recipi-
ents of the tax expenditure’s benefits.43 In addition
to causing the same types of inefficiencies as direct
subsidies, when federal taxation and federal spend-
ing are taken together,44 the failure to tax tax
expenditures undermines overall progressivity in a
subtle, nontransparent manner, because that exclu-
sion disproportionately benefits high-income tax-
payers. In essence, the failure to tax tax
expenditures is another tax expenditure.

Taxing tax expenditures does not necessarily
mean, however, that all tax expenditures should
result in additional income tax consequences. If tax
expenditures are treated the same way direct
spending benefits are treated under the income tax,
the question of an expenditure’s proper income tax
treatment turns on the manner in which direct
spending would be treated under a normative
income tax. However, this is not always a simple
question to answer.

Generally speaking, most tax expenditures can
be sorted into three broad categories: (1) fiscal
assistance to state and local governments; (2) sub-
sidies to stimulate businesses or investment activi-

ties (some available only to individuals, some
available only to corporations, and some available
without regard to whether the activity is conducted
directly by an individual or by a business entity);
and (3) subsidies to promote social welfare. The first
category includes, and is limited to, the section 103
exception of interest on state and local bonds, which
is intended to allow state and local governments to
issue bonds at less than the prevailing rate of
interest. The second category includes tax expendi-
tures such as preferential rates for capital gains and
dividends, accelerated depreciation and expensing
for some investments in business assets, and the
exclusion of the inside buildup in whole life insur-
ance policies. The third category includes tax ex-
penditures such as the earned income tax credit, the
section 24 child credit, deductions for charitable
contributions,45 most exclusions of employer-
provided fringe benefits (particularly the exclusion
of employer-provided healthcare and insurance),
and the exclusion for Medicare, Social Security, and
public assistance benefits. To be sure, some tax
expenditures are difficult to classify under this
taxonomy. For instance, deferral of taxes on earn-
ings in qualified retirement funds might be viewed
as either a subsidy to investment and business
activities, designed to increase savings and thus
investment (which would fall into the second cat-
egory), or as a method of increasing retirement
income over what it otherwise would have been
(which falls into the third category).

Only tax expenditures that fall into a category
other than fiscal assistance to state and local gov-
ernments need to be examined to determine the
proper tax treatment of the federal governmental
subsidy; the exemption from federal income taxa-
tion of the income state and local governments
derive from their governmental functions (or from
operating public utilities)46 is not a tax expenditure,
but part of a normative income tax system. It is true
that the figurative bucket for delivering the tax
expenditure subsidy to state and local governments
is a leaky one because of the effect that results from
the interest rate on those bonds being significantly
higher than the after-tax return rate on taxable
bonds for top-bracket investors. This occurs be-
cause the supply of bonds exceeds the demand for40Edward D. Kleinbard, ‘‘How Tax Expenditures Distort Our

Budget and Our Political Process,’’ Tax Notes, May 18, 2009, p.
925, Doc 2009-10867, 2009 TNT 94-40.

41Id. at 936.
42Id.; Kleinbard, ‘‘Tax Expenditure Framework Legislation,’’

63 Nat’l Tax J. 353 (2010).
43McDaniel, ‘‘Change That Makes No Changes?’’ supra note

22.
44For the notion that progressivity is best measured not

simply by examining the tax system, but by considering the
progressivity of government spending, see Eugene Steuerle,
‘‘And Equal (Tax) Justice for All,’’ Tax Notes, Jan. 10, 2000, p. 269,
Doc 2000-1315, or 2000 TNT 6-69.

45Note, however, that McDaniel has advanced a very good
argument that the charitable contribution deduction for cash
contributions and for property to the extent of the donor’s basis
in the property is not a tax expenditure; the tax expenditure lies
in the exclusion from gross income by the ultimate beneficiaries
of the contribution — the individuals who benefit from the
charitable organization’s activities. McDaniel, ‘‘The Charitable
Contribution Deduction (Revisited),’’ 59 SMU L. Rev. 773 (2006).

46Section 115.
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bonds by top-bracket taxpayers. Because not all
those bonds are purchased by top-bracket taxpay-
ers, state and local governments must offer higher
interest rates to attract investments by lower-
bracket taxpayers. As a result, the top-bracket tax-
payers, who would have been content with a lower
interest rate, receive a windfall equal to the excess
of the interest rate offered on the bonds over the
lower rate for which they would have settled.47

Thus, only part of the subsidy is actually delivered
to state and local governments, and high-bracket
taxpayers receive a windfall. Arguably, this wind-
fall ought to be included in gross income and taxed
in the same manner as other windfalls,48 but doing
so would likely be unadministrable because it
would be difficult, if not impossible, to calculate
annually the dollar value of the windfall to particu-
lar taxpayers.

Tax expenditure benefits that fall into the second
category — subsidies to businesses or investment
activities — at first blush should be taxed under
normative income tax principles. Direct govern-
mental subsidies to businesses are generally includ-
able in gross income,49 even though no IRC section
expressly so provides. However, many of those tax
expenditure subsidies might be excludable by cor-
porate taxpayers under section 118 as non-
shareholder contributions to capital50 unless section
118 itself were to be viewed as a tax expenditure
provision, which it currently is not, at least offi-
cially. (Note, however, that the contributions to
capital exclusion should not be available to indi-
viduals or members of partnerships and limited
liability companies.51) In any event, even for corpo-

rate recipients, the scope of the application of any
such exclusion as a non-shareholder contribution to
capital is murky at best.

Analysis of whether tax expenditure benefits that
fall into the third category — social welfare pay-
ments — should be taxed is even more complex. In
general, either the code or administrative practice
excludes social welfare benefits that are intended to
alleviate poverty or financial hardship, such as
Medicaid, Supplemental Nutrition Assistance Pro-
gram benefits (formerly known as food stamps),
public housing assistance, and so on. In contrast,
benefits that are substitutes for wages, such as
unemployment compensation,52 are includable in
gross income. Although in theory all benefits gen-
erally should be included in the recipient’s income,
when the benefits are based on need, little if any tax
is likely to be paid on these amounts, and the
exclusion therefore might be defensible on admin-
istrative grounds. An exclusion based on adminis-
trative convenience generally is not considered a
tax expenditure. Nevertheless, the current view is
that the exclusion from gross income of cash public
assistance benefits (which include Supplemental
Security Income benefits and Temporary Assistance
for Needy Families benefits) constitutes a tax ex-
penditure.53

Focusing solely on public assistance benefits for
the needy, we come to the seemingly anomalous
conclusion that social welfare benefits paid to
people whose market income is considered insuffi-
cient to meet their basic needs — and who, because
of exemptions, the standard deduction, and the
EITC would not otherwise face a tax liability —
ought to be required to include social welfare
benefits in gross income. As a result, they could face
an obligation to pay federal income taxes in an
amount equal to some portion of those social wel-
fare payments if the payments are viewed as the
marginal income that pushes them over an income
threshold that triggers a tax liability.

One response to the argument that such an
outcome would be anomalous would be to draw an
analogy to unemployment compensation. Since
1987, unemployment compensation has generally
been fully includable in gross income under section
85. Before 1987, unemployment compensation was
includable only if the sum of the taxpayer’s ad-
justed gross income and unemployment benefits

47See Boris I. Bittker, ‘‘Equity, Efficiency, and Income Tax
Theory: Do Misallocations Drive Out Inequities,’’ 16 San Diego L.
Rev. 735 (1979); Stephen Maguire, Congressional Research Serv-
ice, ‘‘Tax-Exempt Bonds: A Description of State and Local
Government Debt’’ (2008), at 3-4.

48See Commissioner v. Glenshaw Glass Co., 348 U.S. 426 (1955).
49See, e.g., Standley v. Commissioner, 99 T.C. 259 (1992), aff’d by

order, 24 F.3d 249 (9th Cir. 1994) (payments from the Department
of Agriculture under the Dairy Herd Termination Program to
dairy farmers who sold cattle for slaughter at less than their fair
market value for dairy purposes were taxable); Graff v. Commis-
sioner, 74 T.C. 743 (1980), aff’d, 673 F.2d 784 (5th Cir. 1982)
(mortgage interest reduction payments made on behalf of the
owner of low-income rental housing under section 236 of the
National Housing Act were held to be taxable income to the
property owner).

50See Surrey and McDaniel, ‘‘The Tax Expenditure Concept:
Current Developments and Emerging Issues,’’ supra note 3, at
273.

51GCM 38944 (Dec. 27, 1982) (section 118(a) applies only to
corporations; it does not apply to partnerships). But see Kim-
berly S. Blanchard, ‘‘The Taxability of Capital Subsidies and
Other Targeted Incentives,’’ Tax Notes, Nov. 8, 1999, p. 781, Doc
1999-35675, or 1999 TNT 215-65.

52Section 85.
53See JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal

Years 2009-2013,’’ supra note 37, at 7. See also S. Prt. 102-119, at
473 (1992) (‘‘while no specific rationale has been advanced for
this exclusion [of social welfare payments], the reasoning may
be that the Congress did not intend to tax with one hand what
it gives with the other’’).
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exceeded specified levels. The rule was changed to
require 100 percent inclusion of unemployment
compensation on the theory that unemployment
benefits ‘‘essentially are wage replacement pay-
ments [that] should be treated for tax purposes in
the same manner as wages.’’54 Congress reasoned
that ‘‘repeal of the prior-law partial exclusion con-
tributes to more equal tax treatment of individuals
with the same economic income,’’ and it further
concluded that ‘‘if wage replacement payments are
given more favorable tax treatment than wages,
some individuals may be discouraged from return-
ing to work.’’55

It might be reasonable to conclude that social
welfare benefits to the needy are a form of wage
replacement, because the social welfare payments
would not have been received if the recipient had
earned adequate wages (or had investment income)
to cover basic human needs. Any exclusion should
result only from the application of personal exemp-
tions, the standard deduction, and possibly the
EITC, which, despite its inclusion in the tax ex-
penditure budget,56 might be viewed as the third
leg of the normative structure for determining the
threshold of taxability. However, if most recipients
of social welfare benefits would never cross the
threshold of income subject to positive tax rates, the
administrative burdens of requiring so many more
individuals to determine whether they are required
to file a tax return might not be worth the elegant
theoretical purity of the suggestion.

B. How to Tax Tax Expenditures
The tax expenditures easiest to tax as if they were

benefits received from direct spending programs
are credits based on an amount incurred as an
ordinary and necessary business expense that is
deductible in calculating taxable income.57 Gener-
ally speaking, those tax expenditures can be in-
cluded in the income tax base simply by
disallowing any deduction in an amount equal to
the credit. Current law does exactly this with some
business tax credits relating to wage payments,
including the section 45A Indian employment
credit, the section 45P credit for differential wages
paid by an employer to employees who are reserv-
ists who have been called to active duty, the section
51A work opportunity credit, and the section 1396

empowerment zone employment credit.58 Similar
rules apply to expenses for which credits are
claimed under section 41 for increased research
expenses,59 section 45C for testing specified clinical
drugs,60 and section 43 for enhanced oil recovery.61

A more direct way to tax a business subsidy is to
simply include the amount of the credit in gross
income. This is the rule for the section 40 alcohol
fuels credit and the section 40A biodiesel fuels
credit.62 In most instances, the method chosen to tax
the tax expenditure does not matter; the results will
be identical if the taxpayer’s operations are profit-
able and the credit does not exceed the tax other-
wise due. However, if the taxpayer is in a net
operating loss situation, the results will differ. Re-
sults will also differ if the amount of the credit is
limited by the amount of tax otherwise due, be-
cause business credits are generally not refund-
able.63

If, however, the credit is allowed for an expendi-
ture that must be capitalized, basis is reduced (the
counterpart to disallowing a deduction), which
thereby reduces future cost recovery allowances.
This is required for several credits, including the
section 45D new markets credit64 and the section
45F credit for employer-provided child care if
claimed regarding depreciable property, such as
facilities and equipment.65 Reduction of basis is not,
however, the equivalent of including the credit in
income. Although a reduction in basis eventually
results in an increase in taxable income in an
amount equal to what would have been included in
gross income under an inclusion model, a reduction
of basis in lieu of current inclusion in gross income
defers taxation of the tax expenditure. Thus, there is
in essence an interest-free loan from the govern-
ment — another tax expenditure that remains bur-
ied and untaxed — unless an additional remedial
tax consequence is required.

Surrey and McDaniel have observed that the
denial of a deduction or the reduction in basis in an
amount equal to a credit is a ‘‘technique for achiev-
ing the equivalent of a taxable tax credit [that]
evidences clever work by tax technicians,’’ but one
that ‘‘does not represent a sufficient response to the
broader issue of the proper income tax treatment of

54JCT, ‘‘General Explanation of the Tax Reform Act of 1986,’’
JCS-10-87 (May 4, 1987), at 29.

55Id.
56See JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal

Years 2009-2013,’’ supra note 37, at 21.
57See Surrey and McDaniel, ‘‘The Tax Expenditure Concept:

Current Developments and Emerging Issues,’’ supra note 3, at
272.

58Section 280C(a).
59Section 280C(c).
60Section 280C(b).
61Section 43(d)(1).
62Section 87.
63There are problems raised by limitations on the application

of credits against alternative minimum tax liability.
64Section 45D(h).
65Section 45F(f)(1).
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the subsidies made available through tax expendi-
tures.’’66 Tax expenditures in the form of a deduc-
tion present a more difficult problem. A tax
expenditure in the form of a deduction can repre-
sent either a permanent exclusion from the tax base
or an interest-free loan through the deferral of tax
liability attributable to accelerating the deduction.
Almost all deduction-based tax expenditures fall
into the latter category because they represent
either (1) current deductions for capital expendi-
tures that otherwise would have been depreciable
or amortizable, such as the limited deduction for
equipment purchases under section 179 or the ex-
pensing of the cost of drilling oil and gas wells
under section 263(c); or (2) an allowance of amorti-
zation or depreciation deductions at a rate faster
than the decline of the underlying asset’s economic
value, such as accelerated depreciation under sec-
tion 168.67

From a tax policy perspective, these timing pref-
erence tax expenditures that result in an interest-
free loan from the government to the taxpayer
should result in a realization of gross income equal
to the value of the benefit — that is, the value of the
interest forgone by the fisc. Determining the value
of the benefit is, however, a Herculean task. As
McDaniel pointed out in his final scholarly publi-
cation, economic depreciation is a theoretical con-
cept that is nearly impossible to practically
determine.68 Further, even if economic depreciation
were determinable, because the retirement date of
depreciable assets and their salvage value are both
indeterminate in any particular pre-retirement tax
year, the value of the tax benefit as computed for
any given tax year would necessarily be merely
tentative, and adjustments, which should give rise
to real interest payments, would often be necessary
in future years. The complexity would be com-
pletely unadministrable, but at least as far as defer-
ral tax expenditures for business taxpayers are
concerned, the issue might be a tempest in a teapot.

Arguably, the benefit of deferral realized from tax
expenditures to business taxpayers could be ex-
cluded on the grounds of administrative con-
venience — an exclusion that is not itself a tax

expenditure. For a deferral tax expenditure, there
are two deemed circular cash flows. The first is the
amount of tax deferred, which is the loan principal
that is later repaid when deferral ends. The second
deemed circular cash flow, which is where the
subsidy arises, is a deemed interest payment from
the taxpayer to the government that is rebated. If
the interest is deductible, the section 163 deduction
for the deemed interest should offset the inclusion
of the rebated interest in gross income.69 However,
there are various limitations on the deductibility of
business interest. Some are application specific,
such as section 263A(f), which requires the capitali-
zation of construction period interest. Others are
taxpayer-activity specific, such as the section 469
passive activity loss rules. Simply ignoring the
interest subsidy on the theory that the gross income
inclusion and interest deduction cancel out would
sidestep these rules, but the complexity of dovetail-
ing these rules with rules requiring inclusion and, if
otherwise allowable, an interest deduction would
be beyond comprehension.

However, the deferral can be viewed as a simple
deferral of taxes due, rather than as a business-
related loan. Section 163(h) and the regulations
deny any deduction for interest paid on taxes by a
noncorporate taxpayer,70 even if the taxes arise from
business income.71 By analogy, there should be no
interest deduction for the deferred taxes ‘‘lent’’ to
the taxpayer. As a result, the interest rebate includ-
able in gross income would not be offset by a
deduction. Simple application of the existing rules,
however, would treat corporations, which can de-
duct interest on taxes, differently than all other
business taxpayers. Thus, the proper resolution
turns on whether the rule applicable to corporations
(allowing a deduction for interest paid on income
taxes) or the rule applicable to noncorporate tax-
payers (disallowing a deduction for interest paid on
income taxes) is theoretically correct. That question
is beyond the scope of this report.72

Tax expenditures that result from deviations in
the determination of gross income come in the form

66Surrey and McDaniel, ‘‘The Tax Expenditure Concept:
Current Developments and Emerging Issues,’’ supra note 3, at
274.

67See JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal
Years 2009-2013,’’ supra note 37, at 21 (depreciation).

68McDaniel, ‘‘Change That Makes No Changes?’’ supra note
22 (citing Jane G. Gravelle, The Economic Effects of Taxing Capital
Income 96 (1994), for the proposition that ‘‘depreciation is easy to
assess in theory, but difficult in practice’’); McDaniel and Surrey,
‘‘Tax Expenditures: How to Identify Them; How to Control
Them,’’ Tax Notes, May 24, 1982, p. 595.

69To be sure, a deferral tax expenditure results in an after-tax
internal rate of return (IRR) for the advantaged investment that
exceeds 1 - (before-tax IRR x tax rate). See McDaniel et al., Federal
Income Taxation, Cases and Materials, 499-501 (6th ed. 2008).
However, that enhanced after-tax IRR is the result of financial
leverage from the loan on which no interest is due.

70Reg. section 1.163-9T(b)(2).
71See, e.g., Robinson v. Commissioner, 119 T.C. 44 (2002), Doc

2002-20462, 2002 TNT 173-4, and cases cited therein.
72Bittker argued that under the Haig-Simons definition of

income, federal income tax payments should not be treated as
consumption expenditures and thus should be deductible. See
Bittker, ‘‘Income Tax Deductions, Credits, and Subsidies for
Personal Expenditures,’’ 16 J. Law & Econ. 193, 201 (1973).
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or either exclusions (which are permanent) or non-
recognition (which, at least in theory, results
‘‘merely’’ in deferral).73 The most common exclu-
sions are for (1) interest on state and local bonds, (2)
a wide range of employer-provided fringe benefits,
(3) earnings on some educational savings funds, (4)
a wide range of social welfare receipts such as
public assistance benefits and most Social Security
benefits, (5) many veterans’ benefits, (6) most gain
recognized on the sale by an individual of a princi-
pal residence, and (7) accrued gains on death
(coupled with a tax-free basis step-up for the suc-
cessor in interest). Except for the exclusion of state
and local bond interest, which applies to both
individuals and corporations, almost all the exclu-
sions apply only to individuals. On the gross in-
come side, various nonrecognition rules apply to
both individuals and corporations. Among the
more salient nonrecognition rules are section 1031
like-kind exchanges and tax-free corporate reor-
ganizations, which include properly structured
mergers and acquisitions. Also, individuals are ac-
corded deferral on investment income earned on
qualified retirement plan savings and the inside
buildup in some whole life insurance and annuity
policies.

Taxing the subsidy in tax expenditure exclusions
would require including in gross income the
amount of tax forgone as a result of the exclusion. If
absolute accuracy is desired, a shortcut, such as
allowing an exclusion for only 85 percent of the
receipt, for example, and including the remainder
of the receipt in gross income, will not work be-
cause such a rule would fail to take into account the
graduated rate schedule for individuals. Further,
the taxable subsidy to an individual would have to
be calculated in a manner that reflects that an
exclusion might result in portions of the preference
item being excluded at different rates. Thus, the
calculation would be inordinately complex, and
compliance would be burdensome for many low-
income taxpayers, who have positive income tax
liabilities and benefit from tax expenditure exclu-
sions. Those calculations would also be very diffi-

cult for the tax return preparers to whom the
taxpayers who benefit from the tax expenditures
turn for help.

Unless the above-described approach of ignoring
the benefit of deferral in taxing tax expenditures is
adopted on the grounds that a deemed interest
payment and the taxable subsidy in the form of a
deemed interest rebate cancel out, taxing gross
income deferral tax expenditures, such as section
1031 like-kind exchange treatment, would be even
more complicated. Because deferral is the equiva-
lent of an interest-free loan from the government to
the taxpayer, the amount of gross income subject to
tax would theoretically be the amount of forgone
interest. To avoid taxpayer-by-taxpayer determina-
tions of the appropriate interest rate, interest might
be computed at some multiple of the applicable
federal rate — the rate at which Treasury borrows
— for an obligation of a term comparable to the
deferral period. (Alternatively, as suggested by Sur-
rey and McDaniel, Treasury might charge express
interest each year on the tax savings produced by
the deferral.74) Because deferral from nonrecogniton
is generally for an indefinite term, it might be for
one year, for 50 years (or more), or for any period in
between. Thus, it would appear that the ‘‘loan’’
would be required to be viewed as a demand loan,
with the forgone interest determined as if the loan
were short term. But this solution would vastly
understate the value of long-term deferral, and a
retrospective adjustment, although possible,75

would be very complex.
Indeed, the 600-pound gorilla in the room re-

garding gross income deferral tax expenditures is
the treatment of qualified deferred compensation
and IRAs. The JCT staff estimates the cost of these
exclusions for the five-year period 2009-2013 to be
nearly $600 billion.76 It would be theoretically pos-
sible to tax the value of the deferral (or to impose
express interest on the deferred taxes). Further, the
deemed interest payment would not necessarily
offset the deemed annual subsidy, because section
163(d) would limit and defer the interest deduction.
In most cases, this would mean deferring almost all
the interest deduction until payout. Even then, a
complex calculation would be required to deter-
mine which portion of each distribution from the
plan represented interest income accrued within theHowever, federal income taxes are not deductible under current

law, and it is the framework of current law that we are
concerned with.

73For an individual taxpayer, deferral through nonrecogni-
tion and the attendant substituted basis rules can turn into an
exclusion though the section 1014 tax-free step-up in basis at
death, which is itself a listed tax expenditure. For corporations,
deferral can extend forever, and after taking into account the
time value of money, deferral for a long enough period, even if
well short of forever, is as good as an exclusion.

74Surrey and McDaniel, Tax Expenditures, supra note 5, at 93.
75See reg. section 1.460-6 (dealing with the percentage of

completion lookback method for reporting income from long-
term contracts).

76See JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal
Years 2009-2013,’’ supra note 37, Table 1, at 43.
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plan (against which deferred interest would be
deductible) and which portion represented distri-
butions of initial contributions of deferred wages or
other compensation. Only a die-hard tax policy
purist would fail to consider such a solution oxy-
moronic. Thus, taxing that tax expenditure is sim-
ply a political non-starter.

A third category of tax expenditures is preferen-
tial rates, such as the preferential rate accorded to
individuals’ long-term capital gains and, from 2001
through 2012, qualified dividends received by indi-
viduals. Measuring the tax expenditure benefit
from these tax expenditures will depend on how the
special rate is provided. Under current law, the
benefit of the fixed ceiling on the long-term capital
gains tax rate varies among taxpayers in different
marginal tax brackets for ordinary income differ-
ently than it would were the preferential rate a
uniform fraction of the taxpayer’s normal marginal
rate. If rate preferences are provided through arbi-
trary maximum rates rather than a parallel but
uniformly proportional lower rate schedule for each
income tax bracket, the benefits of the preferential
rates are not proportionate for taxpayers in the
different tax brackets. For example, for taxpayers
normally subject to the 25 percent marginal tax
bracket, a 15 percent capital gains rate is a 40
percent rate reduction, while the benefit of a 15
percent capital gains rate to taxpayers otherwise
subject to the 35 percent marginal tax bracket is
approximately a 57 percent reduction from the rates
applicable to ordinary income. By according capital
gains a preference through maximum rates, rather
than providing a parallel but uniformly propor-
tional lower rate schedule for each income tax
bracket, the rate reduction generally inures dispro-
portionately to taxpayers in the higher tax brackets.

If the tax benefit of the rate preference is to be
taxed, the amount includable in gross income
should be the difference between the amount of tax
the taxpayer would have owed absent the rate
preference and the amount of tax the taxpayer owes
as a result of the rate preference (before taking into
account the tax on the tax expenditure subsidy).
Note that according a rate preference to the addi-
tional tax would itself be an additional tax ex-
penditure subsidy, thereby generating another
round of computations, and so we head down the
rabbit hole.77

By this point, it should be clear that taxing the
subsidies provided through tax expenditures would
only exacerbate the code’s already mind-numbing
complexity. As Surrey and McDaniel pointed out in
1979, ‘‘Normative structure dedications, such as for

wages or costs of producing income, should not be
complicated and distorted to achieve what can be
done directly and simply.’’78 If the prospect of that
added complexity is not daunting enough, there is a
further reason not to attempt to tax tax expenditure
subsidies: As discussed in the following section, we
really do not know exactly who to tax.

C. Taxing the Subsidies Is Unadministrable
Up to this point we have assumed that a tax

expenditure subsidy actually benefits only (and
fully) the taxpayer to whom it is accorded by the
code’s provisions. That may be true for some tax
expenditures (for example, the section 32 child
credit), but it is not always clear. And in some cases
it is clearly not true, as with tax expenditures that
can be obtained only by engaging in a market
transaction with a third party. With those expendi-
tures, which constitute most tax expenditures, the
benefit nominally conferred on a taxpayer by the
statute may be shifted in whole or in part to the
counterparty to the transaction through market
forces. One example that has already been dis-
cussed is the effect of the exclusion for interest on
state and local bonds, which permits state and local
governments to issue bonds at lower than market
interest rates, thereby shifting the benefit of the tax
preference from the bondholder to the bond issuer.
The nominal recipient of the tax expenditure benefit
— the investor in tax-exempt bonds, for example —
bears an implicit tax.

There are many other examples of tax expendi-
tures whose benefits are shifted by market forces,
price, or yield changes to a person other than the
taxpayer who nominally benefits from the prefer-
ence. Owners of whole life insurance policies re-
ceive a lower yield on the inside buildup than they
would if the buildup were currently taxed, which
thereby shifts some of the benefit of the tax prefer-
ence to the insurance company issuing the policy.79

The home mortgage interest deduction might well
result in home mortgage interest rates that drive the
price of homes higher than they otherwise would
be, thereby shifting some of the benefit to home

77See Lewis Carroll, Alice’s Adventures in Wonderland 1 (1897).

78Surrey and McDaniel, ‘‘The Tax Expenditure Concept:
Current Developments and Emerging Issues,’’ supra note 3, at
274.

79The tax-preferred treatment of the inside buildup leads to
an increased demand for whole life insurance. Treasury Depart-
ment, 2 Tax Reform for Fairness, Simplicity, and Economic Growth
259-262 (1984). This drives up the price (unless the supply is
perfectly elastic), which results in a lower yield. See Myron S.
Scholes et al., Taxes and Business Strategy, a Planning Approach 124
(4th ed. 2008). But see Michael S. Knoll, ‘‘Of Fruit and Trees: The
Relationship Between Income and Wealth Taxes,’’ 53 Tax L. Rev.
587, 601 n.61 (2000) (life insurance might bear relatively low
implicit taxes because investors’ access to the funds is limited).
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mortgage lenders, owners of existing housing stock,
and home builders.80 The credits for higher educa-
tion tuition payments may have resulted in greater
increases in college tuition than otherwise would
have occurred, thereby shifting some of the benefit
to colleges and universities.81 Even the benefit of
the section 24 child-care credit arguably might be
shifted, at least partially, to employers by enabling
them to pay the credit recipients lower wages while
leaving those employees’ net after-tax income un-
changed or increased by less than the credit.82 These
are just a few examples of the various demand
subsidies delivered through tax expenditures
whose benefits are to some extent capitalized into
the market price for the underlying item.83 How-
ever, there is an inherent difficulty in pursuing this
analysis. ‘‘Data on and understanding of real-world
effects may be lacking or too indirect to trace.’’84

Thus, we really do not know exactly who to tax on
the benefit derived from any particular tax ex-
penditure.

V. Tax Expenditures, Reform, Raising Revenue

A. Convergence of Inefficiency and Inequity

Because some significant portion, but almost
certainly not all, of the benefit of many tax ex-
penditures obtained by engaging in market trans-
actions with third parties is capitalized into market
prices, these types of tax expenditures are doomed
to cause both inefficiency (that is, create economic

distortions) and inequity.85 The home mortgage
interest deduction can serve as a quintessential
example of the lose-lose nature of tax expenditure
subsidies. From an efficiency perspective, invest-
ment capital is diverted from other uses into an
increased stock of owner-occupied homes.86

Similar problems arise with any demand-based
subsidy, however provided. In analyzing subsidies
for low-income housing, the JCT staff has described
the phenomenon as follows:

If market supply does not respond to the
increase in demand which the subsidy creates,
the benefit of the subsidy would flow to
landlords in the form of higher rents. Even if,
as a result of the subsidy, recipients can suc-
cessfully buy more or better housing, some of
the benefit of the subsidy will not be spent on
housing because demand subsidies are rarely
fully efficient (this is because money is fun-
gible and can be spent on many types of
consumption).87

The same principles hold true for any good or
service for which a tax expenditure subsidy is
provided to the buyer, whether as a credit, an
accelerated deduction, or a deduction for a personal
living expense.

The inequity of the home mortgage interest de-
duction comes from two sources. The first lies in the
partial capitalization of the tax expenditure. When a
tax expenditure is only partially capitalized because
demand at the highest tax brackets for the tax-
preferred item is insufficient to clear the market, the
change in the market price shifts the entire benefit
from the taxpayer nominally granted the tax pref-
erence to the counterparty only at tax brackets
below the highest bracket. As a result, the higher-
tax bracket — that is, higher-income taxpayers —
receives a windfall.88

The second source of inequity is the upside-
down effect discussed previously. For example, to
the extent the benefit of the home mortgage interest
deduction is not captured by home sellers and
lenders through higher home prices and higher
interest rates, the benefits of the deduction accrue
primarily to upper-income taxpayers, primarily the

80See, e.g., Pamela J. Jackson, Congressional Research Service,
‘‘Fundamental Tax Reform: Options for the Mortgage Interest
Deduction’’ (Aug. 8, 2005), Doc 2005-17000, 2005 TNT 154-9, at
21 (if the home mortgage interest deduction were repealed,
mortgage interest rates would fall in response to the lower
demand for mortgage debt); Michelle J. White and Lawrence J.
White, ‘‘The Tax Subsidy to Owner-Occupied Housing: Who
Benefits?’’ 3 J. Pub. Econ. 111-126 (1977) (the value of the
mortgage interest deduction is capitalized into housing prices).

81See Bridget Terry Long, ‘‘The Impact of Federal Tax Credits
for Higher Education Expenses,’’ in Caroline M. Hoxby, ed.,
College Choices: The Economics of Which College, When College, and
How to Pay for It (2004); Susan Dynarski, ‘‘The Behavioral and
Distributional Implications of Aid for College,’’ 92 Am. Econ.
Rev. 279 (2002).

82See David Cay Johnston, ‘‘Is the Child-Care Credit Parent
Friendly?’’ Tax Notes, Nov. 8, 2010, p. 735, Doc 2010-23596, or
2010 TNT 215-6.

83Note that the benefit of some tax preferences is not subject
to capitalization into the market price. Only tax expenditures
that are asset-specific, as opposed to taxpayer-specific, are
subject to tax capitalization. If an asset bears no tax preference
generally but is tax preferred if owned by a particular taxpayer
(for example, bonds owned by an IRA or another tax-exempt
pension fund), the market price or yield of the asset cannot be
affected by the tax preference. See Eugene Steuerle, Taxes, Loans,
and Inflation 59-60 (1985).

84Surrey and McDaniel, Tax Expenditures, supra note 5, at 88.

85Id. at 86. See also Treasury Department, 1 Tax Reform for
Fairness, Simplicity, and Economic Growth 14-15, 37-42 (1984)
(proposing repeal or limitation of many tax expenditures to
enhance both market efficiency and equity).

86See, e.g., Congressional Budget Office, ‘‘The Tax Treatment
of Home Ownership: Issues and Options’’ (Sept. 1981), at 27;
House Committee on Ways and Means, 102d Cong., ‘‘Overview
of Entitlement Programs,’’ at 1044 n.29 (1992).

87JCT, ‘‘Description and Analysis of Tax Provisions Expiring
in 1992,’’ JCS-2-92 (Jan. 27, 1992), at 73.

88Surrey and McDaniel, Tax Expenditures, supra note 5, at 86.
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top quarter.89 As stated by a leading fiscal econo-
mist, ‘‘With respect to any conceivable policy objec-
tive, the pattern of tax benefits seems to be
capricious and without rationale.’’90 Surrey and
McDaniel note that ‘‘it is safe to say that Congress
would never approve a direct program to encour-
age home ownership that specifically stated that it
provide no benefits to . . . 85 percent of home-
owners . . . and that the benefits would increase as a
homeowner’s income grew, so that the richest
people reaped the maximum benefits.’’91

B. Current Tax Expenditures Are Unaffordable
Despite the double whammy of inefficiency and

inequity, there has been little or no examination by
the government regarding the effectiveness of tax
expenditure subsidies,92 despite Surrey and
McDaniel’s entreaty for that examination. However,
studies by those outside government frequently
demonstrate that tax expenditure subsidies often
fail to achieve their policy goals. For example,
experts have concluded that the deduction for
home mortgage interest ‘‘is unlikely to influence the
homeownership rate,’’ but that it does lead to
overconsumption of owner-occupied housing by
those who were already inclined to own homes.93

As noted previously, the credits for higher educa-
tion tuition payments have resulted in greater in-
creases in college tuition than otherwise would
have occurred, thereby shifting some of the benefit
to colleges and universities. Also, the monetization
of tax expenditures through tax shelter transactions
in which passive investors rather than actual busi-
ness operators reap the benefits of the subsidy
when it is possible to do so adds a pure ‘‘wasteful

spending’’ element to the mix.94 A similar analysis
applies to many other tax expenditure subsidies.
Thus, in reality, there are already three strikes
against most tax expenditures.

There is little doubt that the U.S. government is
facing a dire fiscal crisis. An August 2010 Congres-
sional Budget Office report summarizes the picture
as follows:

In the CBO’s current-law projections, once the
economy has recovered the federal budget
deficit amounts to between 2.5 percent and 3.0
percent of [GDP] from 2014 to 2020. Projected
deficits total $6.2 trillion for the 10 years
starting with 2011, raising federal debt held by
the public to more than 69 percent of GDP by
2020, almost double the 36 percent of GDP
observed at the end of 2007.95

The CBO report goes on to explain the impor-
tance of these long-term projections:

Although running deficits during or shortly
after a recession generally hastens economic
recovery, persistent deficits and ever-growing
debt would have several negative conse-
quences for the United States. National saving
and investment would be lower than they
would be otherwise, reducing output, wages,
and incomes in the long run. If the payment of
interest on the extra debt was financed by
imposing higher marginal tax rates, those
higher rates would discourage work and sav-
ing and further reduce output. Alternatively,
policymakers could choose to offset rising
interest costs, at least in part, with reductions
in benefits and services. Moreover, growing
debt would increasingly restrict policymakers’
ability to use fiscal policy to respond to unex-
pected challenges, such as economic down-
turns or international crises.

Unless policymakers restrain the growth of
spending substantially, raise revenues signifi-
cantly above their average percentage of GDP
of the past 40 years, or adopt some combina-
tion of those two approaches, persistent
budget deficits will cause federal debt to rise
to unsupportable levels.96

89Id. at 77-78. According to estimates by the JCT staff, almost
75 percent of the benefit of the home mortgage interest deduc-
tion goes to taxpayers with incomes of $100,000 or more, and of
that, approximately 32 percent of the benefit goes to taxpayers
with incomes of $200,000 of more. See JCT, ‘‘Estimates of Federal
Tax Expenditures for Fiscal Years 2009-2013,’’ supra note 37,
Table 3, at 54.

90Henry Aaron, ‘‘Income Taxes and Housing,’’ 60 Am. Econ.
Rev. 789, 803 (1970).

91Surrey and McDaniel, Tax Expenditures, supra note 5, at 78.
92President’s Advisory Panel on Federal Tax Reform,

‘‘Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax
System’’ (Nov. 2005), Doc 2005-22112, 2005 TNT 211-14, at 27;
GAO, ‘‘Tax Policy: Tax Expenditures Deserve More Scrutiny,’’
GAO/GGD/AIMD-94-122 (June 3, 1994), Doc 94-5324, 94 TNT
109-26.

93Edward L. Glaeser and Jesse M. Shapiro, ‘‘The Benefits of
the Home Mortgage Interest Deduction,’’ 17 Tax Pol’y & the
Economy 37, 40, 76-80 (2003); see also William G. Gale et al.,
‘‘Encouraging Homeownership Through the Tax Code,’’ Tax
Notes, June 18, 2007, p. 1171 (the home mortgage interest
deduction ‘‘has little if any positive effect on homeownership’’).

94See, e.g., Surrey and McDaniel, ‘‘The Tax Expenditure
Concept: Current Developments and Emerging Issues,’’ supra
note 3, at 256-257.

95CBO, ‘‘The Budget and Economic Outlook: An Update’’
(Aug. 1, 2010), Doc 2010-18442, 2010 TNT 161-20.

96Id. at 27.
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Some expert analysts have predicted that con-
tinuation of the current patterns of taxing and
spending likely will lead to ‘‘catastrophic budget
failure . . . with a significant probability of hyperin-
flation.’’97

This analysis makes it clear that the United States
inevitably faces the choice of raising taxes, cutting
spending, or some combination of the two, as
politically unpalatable as those actions might be.
However, the CBO also puts a damper on the idea
of raising large amounts of revenue through gener-
ally higher marginal tax rates. Thus, unless the
United States were to adopt a broad-based con-
sumption tax such as a VAT to supplement the
income tax, on the revenue side the most readily
apparent remedy to the fiscal crisis is broadening
the base.

C. The Case for Curbing Tax Expenditures
Over the past few years, several prominent tax

scholars, including Kleinbard, have vigorously ad-
vocated the elimination of many, if not most of the
tax expenditures provided in the code.98 Kleinbard
is concerned that the pervasiveness of tax expendi-
tures throughout the code corrupts the political
process:

By excluding tax expenditures from the reach
of most budget framework processes, Con-
gress privileges tax expenditures over explicit
spending. In doing so, Congress largely ig-
nores the social costs of using tax subsidies to
distort private sector allocations of goods and
services, and the deadweight loss of higher
taxes used to pay for these subsidies. . . . And
at the same time, Congress both operates
through and capitalizes on the prism of fiscal
illusion.99

By operating spending programs through the tax
code, these spending programs ‘‘effectively fall be-
tween the budget cracks.’’100 Kleinbard echoes, and
quotes, a similar analysis by McDaniel over 20 years
ago:

Nonetheless, the budget process [that is, the
tax expenditure budget] has not proved an

effective device by which to review, control,
and coordinate tax expenditures with direct
spending. The review of tax expenditures has
been left to ad hoc actions by tax writing
committees. Tax expenditures are largely un-
controlled by the budget process because no
effective limits are imposed on them. The tax
writing committees are not given directions by
the budget resolution as to the level of tax
expenditures for a given fiscal year. Instead,
the committees are given an overall revenue
figure that they are to meet. But they can meet
this revenue target by increasing or reducing
rates, personal exemptions, or the standard
deduction for non-itemizers. Finally, there is
virtually no coordination between tax ex-
penditures and actions by the authorization-
appropriations committees in the same budget
area.101

But Kleinbard also demonstrates a belief that tax
expenditures, particularly those labeled as tax sub-
sidies in the 2008 JCT report, should simply not
exist in any form, whether as tax preferences or as
outright spending:

Many tax expenditures, particularly those that
are designed as business incentives, thus dis-
tort market prices and behavior through legis-
lative fiat. Think how difficult it would be to
enact into law a new tax expenditure benefit-
ing one industry, if only the sponsor were
required to describe his proposal as a ‘‘govern-
ment economic five-year plan’’ rather than
‘‘targeted tax relief.’’ Tax expenditure analysis
is a way of demonstrating to policymakers the
fundamental equivalence of ‘‘targeted tax re-
lief’’ with a ‘‘tax and spend’’ big government.

Second, the introduction of [tax expenditures]
in a revenue neutral fashion [by increasing
rates] has another profound economic effect,
which is that the tax rate imposed on the
incomes of all [other] producers not adroit
enough to have lobbied for their own targeted
tax relief has increased. Here again economists
have something really important to say: all
taxes, no matter how beautifully implemented,
impose ‘‘deadweight losses.’’ ‘‘Deadweight
loss’’ means that some transactions that are
rational in a world without taxes become
unaffordable in a world with those taxes, and
therefore simply do not take place, and society
as a whole becomes less wealthy. Because of

97Leonard E. Burman et al., ‘‘Catastrophic Budget Failure,’’
63 Nat’l Tax J. 563, 581 (2010).

98Kleinbard, ‘‘The Congress Within the Congress: How Tax
Expenditures Distort Our Budget and Our Political Processes,’’
Tax Notes, May 18, 2009, p. 925, Doc 2009-10867, 2010 TNT 94-40;
Kleinbard, ‘‘Tax Expenditure Framework Legislation,’’ supra
note 42; Calvin H. Johnson, ‘‘How to Raise $1 Trillion Without a
VAT or a Rate Hike,’’ Tax Notes, July 5, 2010, p. 101, Doc
2010-13081, 2010 TNT 129-4.

99Kleinbard, ‘‘Tax Expenditure Framework Legislation,’’ su-
pra note 42, at 354.

100Id. at 359.

101Id., quoting McDaniel, ‘‘Tax Expenditures as Tools of
Government Action,’’ in Lester M. Salamon (ed.), Beyond Priva-
tization: The Tools of Government Action, 167, 178 (1989).
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deadweight loss (the transactions that remain
unconsummated) . . . the cost to the private
sector of paying taxes is greater than the value
of those taxes transferred to the public sector
(and in turn recycled back to individuals). . . .
What all this means is that, by virtue of
granting ‘‘revenue neutral targeted tax relief,’’
the . . . government may raise the same aggre-
gate revenues as it did previously, but in doing
so is imposing disproportionately more dead-
weight loss on the remaining taxable . . . pri-
vate sector. Government revenues may stay
constant, but the country as a whole is poorer
by virtue of the incentive. This result is one of
the great ironies of many tax expenditures,
particularly those that fall into the category of
business incentives — once the incentive’s
impact on tax burdens for others is considered,
it impoverishes the country even more than it
enriches the beneficiaries of the legislative
largesse.102

In this respect, Kleinbard’s position is quite simi-
lar to that of Surrey and McDaniel 25 years ago,
when they concluded as follows:

Many tax expenditure incentives or corre-
sponding direct programs may have little jus-
tification. Certainly most existing studies on
the efficiency of tax expenditure incentives
indicates a low response in relation to the
funds involved.103

Kleinbard goes on to explain that the same
deadweight loss problem arises when tax expendi-
tures are not offset by rate increases; that is to say,
targeted tax relief through tax expenditures always
produces a deadweight loss that leaves the country
poorer.104

Prof. Calvin Johnson focuses instead on the need
for revenues for the federal government and the
economic distortions that flow from tax expendi-
tures. He points out that federal spending over the
next decade is projected by the CBO to be 150
percent of projected revenues.105 Because continu-
ing deficits of that magnitude are not sustainable,
he concludes that significantly increased tax rev-
enues are inevitable. Johnson treats tax expendi-
tures as loopholes and reasons as follows:

A tax does the least damage if it is as broad as
possible, neutral, and unavoidable. A broader

tax base means the lowest feasible tax rates, at
whatever the level of revenue. The tax should
be neutral across all investments so that it is
the pretax demand, not the tax loopholes, that
determines the allocation of capital.106

Johnson lists loopholes, the closing of which he
views as important revenue raisers. Although not
all the items on Johnson’s list are included in the tax
expenditure budgets prepared by either the OMB or
the JCT staff, and although not every tax expendi-
ture is on Johnson’s loopholes list, many of the
items are identified as tax expenditures. In the end,
Johnson concludes, ‘‘Making taxation more compre-
hensive and neutral will improve both the fairness
and efficiency of the tax system.’’107 Johnson’s point
should be well taken, because some estimates show
that the forgone revenues from tax expenditures
exceed the total amount of personal income taxes
collected.108 Further, other studies indicate that fed-
eral taxes would have to be raised by almost 40
percent ‘‘to reduce — not eliminate, just reduce —
the deficit to 3 percent of our GDP, the 2015 goal the
Obama administration set in its 2011 budget,’’ and
that ‘‘that tax boost would mean the lowest income
tax rate would jump from 10 to nearly 14 percent,
and the top rate from 35 to 48 percent.’’109

Johnson conflates tax expenditure analysis and
tax reform, much the way Surrey originally did, and
that may well be the modern trend, at least as far as
labeling is concerned. A 2010 Congressional Re-
search Service report concluded:

Tax expenditures account for a large propor-
tion of the resources the federal government
uses to achieve various national goals. In 2009,
it was estimated that tax expenditures
amounted to about $1 trillion and accounted
for about a quarter of total expenditures.
When combined with outlays for mandatory
spending programs and net interest payments,
almost three-quarters of total expenditures are
for permanent programs that many claim are
more or less on ‘‘autopilot.’’ The proportion of
total expenditures subject to annual review by
the Appropriations Committees in the appro-
priations process has been declining over the
past two decades. Given the long-term fiscal
imbalances, part of the solution will likely

102Kleinbard, ‘‘The Congress Within the Congress,’’ supra
note 98, at 8-9.

103Surrey and McDaniel, Tax Expenditures, supra note 5, at 87.
104Kleinbard, ‘‘Congress Within the Congress,’’ supra note 98,

at 10.
105Johnson, supra note 98, at 101.

106Id. at 102.
107Id.
108Committee for a Responsible Federal Budget, ‘‘Let’s Get

Specific: Tax Expenditures’’ (Oct. 2010), at 2, available at http://
crfb.org/sites/default/files/Lets_Get_Specific_-_Tax_Expendi
tures_2.pdf.

109Rosanne Altshuler et al., Tax Policy Center, ‘‘Desperately
Seeking Revenue’’ (2010), Doc 2010-2190, 2010 TNT 20-84.
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involve tax reform and the limitation or out-
right elimination of some tax expenditures.
Tax expenditure analysis can be a useful tool
for policymakers considering tax reform pro-
posals.110

This conclusion is not really any different than
that reached by Surrey and McDaniel 25 years ago.
In discussing tax expenditures in the context of tax
reform in Tax Expenditures, they noted that many tax
expenditures ‘‘are spending assistance that the leg-
islators really do want to provide,’’111 and that the
underlying desire for the expenditure often
doomed to failure efforts to repeal them without
substituting a direct spending alternative. Never-
theless, they went on conclude that ‘‘many existing
tax expenditures represent unneeded government
assistance and should yield to tax reform efforts
with no substitution of another program.’’112

Curbing tax expenditures thus appears to be a
win-win solution to several vexing budgetary and
administrative problems. First, from a tax adminis-
tration perspective, the code is simplified every
time a tax expenditure provision is repealed. The
greater the number of tax expenditures repealed,
the greater the corresponding simplification.113 The
transaction costs of business planning, as well as tax
planning and compliance, can be significantly re-
duced. However, curbing tax expenditures will be
difficult politically. In recent years, Congress has
shown an increasing affinity for new tax expendi-
tures. In the first decade of the 21st century, Con-
gress added more than 30 new tax expenditure
credits to the code,114 not to mention a variety of
preferential deductions.115

Second, as noted by Surrey and McDaniel and
recently reemphasized by Kleinbard, spending de-
cisions can be approached more rationally if subsi-
dies are provided through direct spending
programs, with proposals evaluated by the congres-

sional committees with appropriate jurisdiction,
rather than by the House Ways and Means and
Senate Finance committees.116 If made, this change
should result in better targeted spending and better
coordinated eligibility.

Third, and most importantly, every tax expendi-
ture repealed (or reduced) will result in less spend-
ing whenever the repealed (or reduced) tax subsidy
is not replaced, or is only partially replaced, by new
or increased direct spending. This is the heart of the
reasoning underlying tax expenditure analysis, as
Surrey and McDaniel observed in 1985.

Whether the objective is control of the aggregate
level of federal spending or a balanced budget,
failure to include tax expenditures fully in the
budget process means that only 75 percent of total
federal spending will be considered. As long as this
practice persists, federal spending will be under no
meaningful control.117

It seems clear in 2011, more than 25 years after
Surrey and McDaniel’s warning, that once tax ex-
penditures are taken into account, federal spending
is spiraling further out of control. According to the
CBO, the federal budget deficit was slightly less
than $1.3 trillion in fiscal 2010, which was approxi-
mately $125 billion less than the deficit in fiscal
2009, and was equal to 8.9 percent of GDP, down
from 10 percent in 2009.118 Relative to the size of the
economy, the 2010 deficit was the second highest
shortfall (second only to what occurred in 2009)
since 1945.119

The deficit problem briefly described above adds
further dimension and context to the tax expendi-
ture quagmire. In 1985 Surrey and McDaniel ob-
served that ‘‘tax expenditures keep tax rates
high’’120 and that net savings from tax expenditure
repeal could be used to reduce marginal rates.121

Today, however, the situation is different. In light of
CBO data, it is urgent that tax expenditure analysis
be applied in this decade to eliminate as many tax
expenditures as possible, without quibbling over
whether the elimination of tax expenditures consti-
tutes spending reform or tax reform. This action is
necessary to reduce the structural budget deficit.
Nevertheless, when approaching repeal of tax ex-
penditures, it is important to keep in mind Surrey

110Thomas L. Hungerford, CRS, ‘‘Tax Expenditures and the
Federal Budget’’ (May 26, 2010), Doc 2010-12392, 2010 TNT
108-47, at 17. See also President’s Advisory Panel on Federal Tax
Reform, supra note 92, at 237-327 (generally treating repeal or
modification (including expansion) of tax expenditures as tax
reform rather than spending reform).

111Surrey and McDaniel, Tax Expenditures, supra note 5, at 89.
112Id. at 90.
113Id. at 26. Of course, when tax expenditures are replaced by

direct spending programs, those programs will be complex —
likely more complex than the tax expenditures they replace —
and the beneficiaries of the spending programs, their lawyers
(other than tax lawyers), and the agencies administering the
direct spending program will face greater complexity. Id. at
93-94.

114See Boris I. Bittker, Martin J. McMahon Jr., and Lawrence
A. Zelenak, Federal Income Taxation of Individuals, paras. 20.16-
20.33, 27.09A-27.11E (2002).

115Id. paras. 14.08, 14.11[8]-[10], 14.13.

116Surrey and McDaniel, Tax Expenditures, supra note 5, at
106-107; Kleinbard, ‘‘Tax Expenditure Framework Legislation,’’
supra note 42, at 359.

117Surrey and McDaniel, Tax Expenditures, supra note 5, at 37.
118CBO, ‘‘Monthly Budget Review, Fiscal Year 2010’’ (Oct. 7,

2010), Doc 2010-21995, 2010 TNT 195-28.
119Id.
120Surrey and McDaniel, Tax Expenditures, supra note 5, at

102.
121Id. at 26.
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and McDaniel’s warning that ‘‘tax reform thus
really becomes spending reform and requires the
analytical tools used in evaluating spending pro-
grams.’’122 To the extent repealed tax expenditures
are replaced by direct spending programs, the
budget deficit would not be narrowed. But even if
some sort of direct spending program replaces a
number of repealed tax expenditures, one might
hope that the inefficiencies of tax expenditures,
which so often reward taxpayers for engaging in
behavior in which they would have engaged with-
out any incentive from the government, might be
eliminated by more narrowly focused, and funded,
direct spending programs.123

VI. Conclusion
Today tax expenditure analysis is second nature

to all accomplished tax policy analysts, regardless
of whether the analyst labels the repeal or modifi-
cation of any particular tax expenditure as spending
reform (or control) or as tax reform. It is easy to
forget that tax expenditure analysis was not always
such an ingrained aspect of tax discourse. Decades
of work by McDaniel and Surrey advanced what
was once an obscure notion to the forefront of tax
and budget analysis. Although the two primary
works regarding tax expenditure analysis, Pathways
to Tax Reform (1973) and Tax Expenditures (1985),
tended to focus tax expenditure analysis on the
spending side of the budget, the political process,
exemplified by the base broadening in the Tax
Reform Act of 1986,124 has more often viewed the
tax expenditure budget as a list of potential tax
reform issues. So too have most tax scholars who
have recently focused on tax expenditures. But all
should bear in mind that with only a few excep-
tions, all the income base broadening that has
occurred over the past 30 years builds on the
shoulders of the pioneers of tax expenditure analy-
sis, McDaniel and Surrey. And most, if not all, of the
failures of the income tax system as it exists today
derive from the failure of the political process to
appreciate and apply the wisdom in Tax Expendi-
tures.

122Id. at 91.
123Id. at 82-83.
124P.L. 99-514. See also Treasury Department, 1 Tax Reform for

Fairness, Simplicity and Economic Growth 14-15, 37-42 (1984).
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