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UNITED THEY STAND, DIVIDED THEY FALL:
PUBLIC CHOICE THEORY AND THE
TAX CODE

Julie A. Roint

Though ostensibly assessed on ‘“‘all income from whatever
source derived,”! it has long been obvious that the federal income
tax base partially or wholly excludes many items which fit both a
layman’s and an economist’s definition of income.2 As a result, tax-
payers interested in maximizing their after-tax gains expend consid-
erable time and effort trying to fit their income producing activities
or receipts into tax-favored categories.® Congress allows and even
encourages these tax minimization efforts.* On the other hand,
Congress imposes numerous barriers against their excessive use to
prevent the wholesale erosion of the tax base. Some congressio-
nally imposed barriers are straightforward and obvious while others
are sufficiently subtle that they are often overlooked. This Article
focuses on one such subtle barrier: the conditioning of a desired tax
benefit on a relatively large number of taxpayers with disparate in-
terests working together on a common tax minimization scheme. As
a theoretical matter, achieving such cooperation will be difficult if
not impossible, thus reducing the availability of the associated tax
benefits.

This Article looks at two contexts in which this barrier to tax
benefits is imposed, evaluates the relative successes and failures of

t Assistant Professor, University of Virginia School of Law. I would like to thank
Hank Gutman, Saul Levmore, and Paul Stephan for their insightful comments on earlier
drafts of this article. I am also indebted to participants in faculty workshops at the Uni-
versity of Virginia School of Law and Yale Law School. Finally, I owe special thanks to
Craig Fishman for his research assistance.

1 1.R.C. § 61(a) (1988). Unless specifically stated otherwise, all references to the
Internal Revenue Code (the “Code” or “L.R.C.”) hereinafter will be to the Internal Rev-
enue Code of 1986, as amended November 1988.

2 See D. BRADFORD & U.S. TREASURY Tax PoLicy STAFF, BLUEPRINTS FOR Basic Tax
RerForM 3 (2d ed. 1984); W. KLEIN, B. BITTKER & L. STONE, FEDERAL INCOME TAXATION
51 (7th ed. 1987).

3 For a history of tax avoidance devices and a description of their modern incarna-
tions, see Cooper, The Taming of the Shrewd: Identifying and Controlling Income Tax Avoidance,
85 Corum. L. Rev. 657 (1985).

4 TIndeed, Congress enacted many of the special exclusion, deduction, and credit
provisions of the Code to entice taxpayers to behave in ways that Congress considered
desirable. OFFICE OF THE PRESIDENT, THE BUDGET OF THE UNITED STATES GOVERN-
MENT—FIscAL YEAR 1976 67 (Feb. 1976).
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1988] PUBLIC CHOICE THEORY AND THE TAX CODE 63

the barrier in those contexts, and speculates on the barrier’s future
utility as a limitation device. Part I, relying on principles of voting
theory developed by economists working in the field of public
choice,? explains why requiring a group of taxpayers to work to-
gether on a common tax minimization scheme is an effective barrier
against the success of the scheme. Parts 1I and III detail the history
and current operation of group consensus rules in two parts of the
Internal Revenue Code, and Part IV speculates on future applica-
tions of this anti-avoidance mechanism.

I
PusLic CHOICE THEORY

Public choice is the study of processes of aggregating individual
preferences to reach group and social decisions.® Public choice the-
orists grapple with two related problems. First, theorists seek a nor-
mative definition of “maximum social utility”” or which social state
ought to be chosen, given the individual preferences of voters.?
Second, theorists study the effect of actual procedures for aggregat-
ing individual preferences, and in particular, how well different vot-
ing rules serve the goal of reaching that social maximum.8

Although public choice theory was developed primarily to ex-
plain and evaluate political processes,® in recent years it has also
informed legal analysis. When applied to the deliberative processes
of administrative agencies!?® and courts!! public choice principles
explain why these institutions sometimes hand down decisions that
are inconsistent with their own prior decisions. These principles
also have served as the basis for attacking doctrines promulgated as
guides for the resolution of future disputes by agencies and

5  “Public choice,” “collective choice,” and “social choice” are terms used to de-
scribe a type of economic and political science research into methods for making social
decisions. A more complete description of this field of research is contained infra text
accompanying notes 6-13. In the interest of avoiding confusion, this article only uses
the term “public choice” to describe the field of research.

6 See Easterbrook, Ways of Criticizing the Court, 95 Harv. L. Rev. 802, 813-14 (1982).

7 See D. MUELLER, PusLic Cuolce 2 (1979).

8 .

9  See, eg.,]. BucHaNAN & G. TuLLock, THE CaLcuLus oF CONSENT: Logicatr Foun-
DATIONS OF ConsrrutioNaL DEMocracy (1962) (applying public choice principles to de-
cision-making rules in constitutional democracy); D. MUELLER, supra note 7, at 4 (noting
that “many contributors to public choice have worked in or started from public fi-
nance”’); R. MUSGRAVE & P. MUSGRAVE, PuBL1C FINANCE IN THEORY AND PracTICE 108-25
(3d ed. 1980) (applying public choice principles to the budgetary process).

10 See, e.g., Levine & Plott, Agenda Influence and Its Implications, 63 Va. L. Rev. 561
(1977); Spitzer, Radio Formats by Administrative Choice, 47 U. CH1. L. Rev. 647 (1980);
Weingast, Regulation, Reregulation, and Deregulation: The Political Foundations of Agency Clien-
tele Relationships, 44 Law & CONTEMP. ProBs. 147 (1981).

11 See, e.g., Easterbrook, supra note 6; Spitzer, Mullticriteria Choice Processes: An Applica-
tion of Public Choice Theory to Bakke, The FCC, and the Courts, 88 YaLE LJ. 717 (1979).
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courts.12

One of the most important contributions of public choice theo-
rists has been the development of the “impossibility theorem’: the
idea that it is impossible to reach a predictable and stable social de-
cision in situations where individuals, choosing among at least three
different options, do not rank their choices among the options along
a single spectrum, or in a “single-peaked” manner. In such situa-
tions, any one of several choices will be equally good (or bad); none
will be “best.”’!® Obviously, the absence of a definitively “best
choice” does not necessarily prevent any decision from being made,
but the decision that is made will be controversial, in some sense
counter-majoritarian, and therefore subject to challenge, review,
and reform.!4

To put the matter in a tax context, consider the dilemma facing
an employer that, after learning about the tax benefits accorded em-
ployer-provided fringe benefits,!> decides to offer the next wage in-
crease for its three employees in the form of a nontaxable fringe
benefit. Assuming the employer is only willing to raise wages
enough to cover the cost of providing one of three equally expen-
sive benefits—health insurance, life insurance, or dependent care—
how does the employer go about deciding which benefit to provide?
The employer will be inclined to choose the benefit yielding the
most satisfaction to its employees as a group.!¢ However, determin-
ing which of the three benefits best achieves this end is an impossi-
ble task if the employees prefer the various benefits in the rank-
order described in the chart below.

12 See Spitzer, supra note 10, at 682-87 (criticizing rules for review of changes in
radio station formats); Spitzer, supra note 11 (criticizing admissions policy approved in
Bakke decision and FCC licensing standards).

13 Stated in terms used by public choice theorists, where the individuals have
“multi-peaked preferences,” no choice will definitively generate a “maximum social util-
ity’” or “nonarbitrary result’’ for the affected individuals. R. MUSGRAVE & P. MUSGRAVE,
supra note 9, at 111. Some commentators refer to this principle of decisionmaking as the
“Arrow Theorem” in honor of Kenneth Arrow, whose proof of its validity in K. ARrRow,
SociaL CHoICE AND INDIVIDUAL VALUES (2d ed. 1963) helped earn him a Nobel Prize.
See, e.g., Easterbrook, supra note 6, at 823.

14 See D. MUELLER, supra note 7, at 224-26 (describing problem of reaching stable
outcome on redistributive issues as “the infinite regress problem™); id. at 49 (prophesiz-
ing high “indexes of ‘voter antagonism’ > and “‘probability of cycles” when multi-peaked
preference items at issue); Weingast, supra note 10, at 154 (“‘as long as new proposals
can be made, majority rule choice has no natural stopping point”).

15 These benefits, and the reason their availability entices employers to provide
fringe benefits in lieu of cash salary, are explained in detail below. See infra notes 24, 32-
38, 152-56 and accompanying text.

16  The more value employees attach to the benefit, the more cash salary such em-
ployees will be willing to give up in order to receive it, and the less expensive the total
compensation package is likely to be. See infra text accompanying notes 155-56.
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Table #1
Employee Health Insurance Life Insurance Dependent Care
A 1 2 3
B 3 1 2
C 2 3 1

The instability or arbitrariness of any solution reached by sub-
mitting the issue to a vote by the affected employees demonstrates
the central point of the “impossibility theorem.” Assume a simple
majority rule is utilized to determine the outcome with voting in a
two step process. First, the voters compare one benefit to another
and then they compare the survivor of that vote to the third benefit.
Under this two step process, the “winning fringe” depends on the
voting sequence: the order in which the benefits are paired and put
to a vote. If the initial pairing is between life insurance and health
insurance, health insurance wins in the initial pairing (preferred by
A and C), only to be overcome by dependent care in the second
pairing (preferred by B and C). If, on the other hand, the initial
pairing is between health insurance and dependent care, dependent
care prevails in the first pairing but life insurance is later the overall
winner (preferred over dependent care by A and B). Finally, if the
initial pairing is between life insurance and dependent care, the ini-
tial winner is life insurance, and the eventual winner is health insur-
ance. No matter what the outcome, a majority of the employees will
be dissatisfied because they prefer another fringe to the one that has
been chosen. Presumably, these dissatisfied employees would lobby
for a new “election” at the earliest possible opportunity. However,
a new election will leave an equal number of employees dissatisfied,
because once again, there will be no “best” choice. Rather, the win-
ner of the next election, like that of the first election, will depend on
the sequence in which the voting takes place.

The person or institution controlling the voting sequence (the
“agenda’) also controls the election’s outcome.!? If the ““control-

17 See D. MUELLER, supra note 7, at 45 (“if one voter can control the agenda at each
step of voting ‘he can construct an agenda which will arrive at any point in space, in
particular his ideal point’ ”’); Levine & Plott, supra note 10, at 589 (“[R]esearch suggests
that processes commonly used to reach important decisions may be subject to a degree
of agenda influence ranging from mild to surprising.”); Weingast, supra note 10, at 154
(“[Algenda . . . plays a crucial rule in policy choice. Those with the power to manipulate
the agenda gain considerable influence over final policy choice. . . .”). On the strategic
use of the agenda, see Plott & Levine, A Model of Agenda Influence on Committee Decisions, 68
AM. Econ. REv. 146 (1978). The mechanisms by which such control is developed and
exercised have provided a fertile topic for public choice research. E.g., Easterbrook,
supra note 6, at 819-21 (effects of stare decisis on decisions of the Supreme Court); Wein-
gast, supra note 10 (discussing “real world decision processes” subject to agenda influ-
ences such as run-offs and primaries, deliberations of administrative commissions and
appellate courts and jury deliberations).
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ler” has a preference for a particular outcome it can, and presuma-
bly will, impose that preference on the group. In the absence of a
“controller,” one would expect the outcome to vary randomly over
time among the three alternatives. Because a majority of the em-
ployees will continue to be dissatisfied with the outcome of each
election, this sequence of events will continue unendingly (and
probably unpleasantly). In public choice parlance, a “cycle” will be
generated.’® The cycle cannot be ‘“‘solved” by altering the voting
procedure to take into account employees’ intensities as well as
ranking of preferences, because employees who do not honestly
state their positions can manipulate such a procedure.!®

Prospects for employee satisfaction are no less bleak if the em-
ployer decides to impose a solution unilaterally, rather than to sub-
mit the issue to a vote. Any solution the employer imposes will be
as vulnerable, and thus unstable, as an elected solution because no
“right” answer exists. In essence, the impossibility theorem estab-
lishes that there is no proverbial “happy medium” in situations
where the affected individuals have “multi-peaked” (as opposed to
“single-peaked”) preferences.20

The impossibility of reaching a “best” solution does not neces-
sarily mean that in all circumstances the employer will decide
against granting any tax-favored fringe benefits. However, under
certain circumstances, the employer will opt to provide only cash
compensation. Such an outcome benefits the federal treasury be-
cause cash salary, unlike fringe benefits, is taxable income.2! It is,
therefore, especially interesting that the Code’s rules providing for
the tax-favored treatment of fringe benefits tended to create circum-
stances in which the impossibility theorem applies—in short, the
Code operated to minimize revenue loss by exploiting the effects of
the impossibility theorem. What is even more interesting is that the
major tool for achieving this end was a set of nondiscrimination
rules ostensibly designed to broaden taxpayer access to tax-favored
fringe benefits.2?2 The next section discusses how the nondiscrimi-

18  See Weingast, supra note 10, at 154 (pervasive cycling).

19 See D. MUELLER, supra note 7, at 198-99 (procedures in which intensity of prefer-
ence taken into account “vulnerable to strategizing”); R. MUSGRAVE & P. MUSGRAVE,
supra note 9, at 116 (“The better the rule in the absence of strategy . . . the greater tends
to be the scope which it leaves for the use of strategy.”).

20 See supra note 13.

21 See infra text accompanying note 150.

22 See S. Rep. No. 938, 94th Cong., 2d Sess., pt. 2, at 38-39 (1976) (exclusion for
group legal services plans enacted to “increase the access to legal services for many
taxpayers . . . especially . . . middle income taxpayers”’; nondiscrimination rules to *“mini-
mize the possibility of abuse™); S. Rep. No. 1263, 95th Cong., 2d Sess. 102 (1978) (non-
discrimination required in educational assistance plans to ensure program “available to
a broad class of employees.”); H.R. ReEp. No. 432, 98th Cong., 2d Sess. 1592 (1984)
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nation rules have accomplished this end and the effect recent
changes in the Code will have on this implicit design.

I
EMPLOYEE FRINGE BENEFITS

A. The Genesis of Nondiscrimination Rules

As a general rule, all compensation is includable in the taxable
income of the person who earns it, regardless of the medium of pay-
ment.23 An employee who receives a $300 air conditioner, for ex-
ample, is supposed to pay the same amount of income tax as a
similarly situated employee who receives $300 cash instead. The
reason for this rule is obvious; any other rule would encourage the
development of a barter economy?¢ at the cost of tax revenues,25
economic efficiency,26 and basic horizontal equity.2?

(nondiscrimination rule included because “it would be fundamentally unfair to provide
tax-free treatment for economic benefits that are furnished only to highly paid execu-
tives”). Cf. Tax Treatment of Employee Fringe Benefits: Written Comments and Hearings Before a
Task Force of the House Comm. on Ways and Means, 95th Cong., 2d Sess. 32 (1978) (testi-
mony of Donald Lubick, Asst. Sec’y of the Treasury for Tax Policy) (“policy to en-
courage the development of broadly based private pension plans has been carried out by
the provisions which require . . . a broad standard of nondiscrimination’) [hereinafter
Lubick Testimony]. But see Fox & Schaffer, Tax Policy as Social Policy: Cafeteria Plans,
1978-1985, 12 J. HEaLTH PoL., PoL’y & L. 609, 630 (1987) (describing mixed motives of
Treasury officials seeking enactment of nondiscrimination rules).
23 See Treas. Reg. § 1.61-2(d)(1) (1988):

(I]f services are paid for in property, the fair market value of the property

taken in payment must be included in income as compensation. If serv-

ices are paid for in exchange for other services, the fair market value of

the services taken in payment must be included in income as

compensation.
Id. See also Commissioner v. Smith, 324 U.S. 177, 181 (1945) (statutory predecessor of
LR.C. § 61(a) “is broad enough to include in taxable income any economic or financial
benefit conferred on the employee as compensation, whatever the form or mode by
which it is effected”).

24  If we lived in a country wbere cash salaries were taxable while other forms of
salary were not, an employee in a 25% marginal tax rate bracket would prefer $230 in
untaxed “property” to $300 in cash. Employers would be even more delighted to avoid
$70 in labor costs. One could expect, therefore that every employee would seek pay-
ment in property rather than cash. Ultimately, property transfers (barter) would drive
out cash as a medium of exchange in the labor market. Se¢ M. GRAETZ, FEDERAL INCOME
TaxaTioN PrRINCIPLES aND PoLicies 116-17 (2d ed. 1988).

25  As more and more salaries came in nontaxable form, the tax base would dimin-
ish, and, absent an increase in tax rates, revenue collections would drop accordingly.

26  Especially if employees are limited in the types of property they may choose tax
free, employees may elect to receive wage-property packages very different from those
they would choose in a tax free world. M. GRAETZ, supra note 24, at 117. Such changes
in expenditure patterns can create not only what economists call a “‘deadweight loss,” see
W. KeEiN, B. BITTKER, & L. STONE, supra note 2, at 116-17; Clotfelter, Equity, Efficiency,
and the Tax Treatment of In-Kind Compensation, 32 NaT’t Tax J. 51 (1979), but also they can
actually result in inflation of the costs of the “oversubscribed” activity. E.g., Feldstein,
The Welfare Loss of Excess Health Insurance, 81 J. Por. Econ. 251, 252 (1973); Kosters &
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As an administrative matter, however, the Internal Revenue
Service has not required employees to include in income the value
of air-conditioning and similar benefits consumed at their work-
place.2® Similarly, taxpayers need not include in income the amount
of personal benefit derived from a large, well-appointed office.2?
Exclusion is the rule even in cases where the employees explicitly
bargain away cash wages in exchange for improved working condi-
tions. The traditional explanations for excluding such items from
the tax base are that, because these items are provided primarily for
business purposes, an employee’s personal benefit is likely to be mi-
nor and the benefit will be difficult to value accurately.?¢ In short,
inclusion would require too much work for too little revenue gain.

As might be expected,3! employers and employees have sought
to expand the category of expenditures that qualify for treatment as
fringe benefits to the employee beyond those benefits consumed at
the workplace. Such items benefit employees just like cash salary
but have the dual tax advantages of not being income to the em-
ployee and being deductible to the employer.

The Internal Revenue Service, and eventually Congress,32

Steuerle, The Effect of Fringe Bengfit Tax Policies on Labor and Consumer Markets, 74 NTA-TIA
86, 90-91 (1981).
27 Those employees and employers unable to work out a property transfer arrange-
ment in lieu of cash salary would incur an unfair tax burden—especially if tax rates rose
to ameliorate the revenue loss. Sez M. GRAETZ, supra note 24, at 117. See also H.R. REP.
No. 432, 98th Cong., 1st Sess. 287 (1983), expressing concern that:
without any well-defined limits on the ability of employers to compensate
their employees tax free by using a medium other than cash, new prac-
tices will emerge that could shrink the income tax base significantly, and
further shift a disproportionate tax burden to those individuals whose
compensation is in the form of cash.

Id.

28  Simon, Fringe Benefits and Tax Reform: Historical Blunders and a Proposal for Structural
Change, 36 U. Fra. L. REv. 871, 876 (1984). Congress did not explicitly authorize this
policy until 1984. Sez Deficit Reduction Act of 1984, Pub. L. No. 98-369, § 531(a), 98
Stat. 494, 879 (codified as amended at LR.C. § 132(d)) (excluding “working condition
fringe benefits” from income).

29  Simon, supra note 28, at 876.

30 1d; M. GRAETZ, supra note 24, at 137.

31 See supra note 24 (describing the financial benefits of avoiding employee-level
income taxation of salary amounts).

32 As can be gleaned from the history of the various fringe benefit provisions con-
tained infra notes 33-37, administrative acceptance of fringe benefit exclusions generally
preceded explicit statutory authorization for such exclusions. Most of the statutory ex-
clusions were enacted in the late 1970’s and early 1980’s. See, e.g., Tax Reform Act of
1976, Pub. L. No. 94-445, § 2134(a), 90 Stat. 1520, 1926 (codified as amended at L.R.C.
§ 120) (excluding the value of qualified group legal service plans from income); Energy
Tax Act of 1978, Pub. L. No. 95-618, § 242(a), 92 Stat. 3174, 3193 (codified as amended
at L.R.C. § 124) (excluding the value of employer-provided qualified transportation from
income); Revenue Act of 1978, Pub. L. No. 95-600, § 164(a), 92 Stat. 2763, 2811 (codi-
fied as amended at L.R.C. § 127) (excluding the value of educational assistance programs
from income); Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, § 124(e)(1), 95
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proved receptive to these efforts, allowing tax-free treatment of such
disparate benefits as life insurance,3® health and accident insur-
ance,3* dependent care,35 educational assistance,?® and free or dis-
counted sales of the employer’s product.37 Although some of these
items are like air-conditioned work places in that they can be par-
tially or totally consumed on the business premises of the employer,
many confer benefits on employees outside the workplace. More

Stat. 172, 198-99 (codified as amended at L.R.C. § 129) (excluding the value of depen-
dent care assistance programs from income); Deficit Reduction Act of 1984, Pub. L. No.
98-369, §§ 531-532, 98 Stat. 494, 877-87 (codified as amended at LR.C. §§ 132, 133
and 117) (excluding the value of miscellaneous traditional employee fringe benefits
from income).

33 In 1920, the Solicitor of the Internal Revenue held that the value of employer-
provided group-term life insurance was not income for purposes of the income tax laws.
L.O. 1014, 2 C.B. 88 (1920). By the 1960’s, this position was so noncontroversial that
Treasury incorporated it into a regulation. Treas. Reg. § 1.61-2(d)(2)(1963). The fol-
lowing year, Congress codified a modified version of the rule as section 79 of the Code.
Section 79 provided that employees could exclude from gross income the value of the
first $50,000 in coverage of employer-provided, group-term life insurance, but had to
include the value of any excess at rates specified in the regulations. Sez Revenue Act of
1964, Pub. L. No. 88-272, § 204(a)(1), 78 Stat. 19, 36 (current version at L.R.C. § 79).
As the regulation rates are generally set at close to the costs large employers face when
obtaining insurance for their employees—thus reflecting substantial volume discounts—
the resulting inclusion often understates the market value of the insurance provided. Sez
T.D. 7924, 1984-1 C.B. 23, 23 (table uses 10.5% loading charge, 7 points lower than
arithmetic mean of such charges on a policy by policy basis); Insurance: IRS Proposes New
Table to Determine Group-Term Life Insurance Costs, 130 DaiLy Tax Rep. G4 (July 6, 1983)
(loading charges vary from 5% for large, experience-rated groups to 30% for small
groups); ¢f. LR.C. § 89(g)(3)(c)(ii) (value of excess benefits includable in employee’s in-
come due to discriminatory nature of life insurance plan is the greater of actual cost of
excess coverage and cost of such coverage determined under section 79(c)).

34  The Internal Revenue Service ruled in 1943 that employers could deduct and
employees could exclude from gross income premiums paid by an employer for group
medical care and hospitalization insurance. Special Ruling, 3 Fed. Tax Rep. (CCH) {
6587 (1943). When Congress codified that rule at section 106 in 1954, it extended the
exclusion to individual policies as well. S. Rep. No. 1622, 83d Cong., 2d Sess. 186
(1955) (“the exclusion is applicable regardless of whether the employer’s plan covers
one employee or a group of employees”).

35 Congress first authorized the exclusion from employees’ gross income of the
value of certain dependent care assistance programs provided by an employer in the
Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, § 124(e)(1), 95 Stat. 172, 198-
99 (codified as amended at LR.C. § 129).

36  Congress enacted this exclusion as a temporary measure as part of the Revenue
Act of 1978, Pub. L. No. 95-600, § 164(a), 92 Stat. 2763, 2811 (current version at LR.C.
§ 127). Originally limited to taxable years beginning before January 1, 1983, Congress
thrice extended its life, see Educational Assistance Programs, Pub. L. No. 98-611, § 1(a),
98 Stat. 3176, 3176 (1984); Tax Reform Act of 1986, Pub. L. No. 99-514, § 1162, 100
Stat. 2085, 2510; Technical and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-
647, § 4001, 102 Stat. 3342, 3643; it is currently set to expire with taxable years begin-
ning before January 1, 1988. 1.R.C. § 127(d).

37 Congress codified a preexisting informal administrative practice of ignoring
these items for tax purposes when it enacted section 132 of the Code as part of the
Deficit Reduction Act of 1984. See Shaller, The New Fringe Benefit Legislation: A Codification
of Historical Inequities, 34 CatH. U.L. REv. 425, 427-29 (1985).
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importantly, the cost of most of these fringe benefits could not be
deducted as work related expenses by employees who purchased
them directly.3® Indeed, in some cases Congress abandoned any
pretense of a link between the tax-free fringe benefits and the needs
of the workplace and described their exclusion from income as tax
subsidies for socially desirable expenditures.3® These fringe bene-
fits—excludable from an employee’s income if provided by his em-
ployer but not deductible from the employee’s income if he
purchases them himself—are the focus of this section.*¢

The employer’s ability to distribute these benefits to employees
on a tax-free basis is not unlimited. The Code conditions the
favorable tax treatment of benefits provided to highly paid or high
ranking employees on the employer’s provision of similar benefits,
on similar terms, to a number of lower paid and lower ranking em-
ployees.#! In short, employers who discriminate against lower paid
and lower ranking employees by failing to provide them with a share
of tax-free fringe benefits run the risk of forfeiting the tax-free treat-
ment of benefits provided other employees.42

As the discussion below explains, the rules for determining
whether lower paid employees have been granted their “fair share”
of benefits have evolved from a vague administrative requirement
that employers provide benefits to a “‘group” of employees into an
extraordinarily complex set of “nondiscrimination rules.” The tale
of how and why these rules developed as they did is an interesting
example of how integration of the tax system and social legislation
has greatly complicated the revenue raising process. It is recounted
here, however, because one cannot understand how well the nondis-

38  Taxpayers personally purchasing dependent care assistance obtain partial tax re-
lief in the form of a limited credit, and those purchasing health insurance obtain a de-
duction. See LR.C. § 21(c) (providing tax credit of between 20% and 30% on up to
$4800 of child care expenses); LR.C. § 213(a) (allowing itemized deduction for ex-
penses of obtaining health insurance to the extent such expenses, together with other
medical costs incurred by taxpayer during the taxable year exceed 7.5% of taxpayer’s
adjusted gross income for the year); and LLR.C. § 162(m) (providing self-employed indi-
viduals with above-the-line deduction for 25% of costs of obtaining health insurance).
However, for many taxpayers neither the credit nor the deduction is as valuable as a
complete exclusion.

39 FE.g,S. Rep. No. 830, 88th Cong., 2d Sess. 46 (1964) ($70,000 life insurance
exemption provided to encourage employers to provide life insurance); S. Rep. No. 938,
supra note 22, at pt. 2, at 38-39 (exclusion for prepaid legal services provided to promote
access of middle income taxpayers to legal services).

40 Employer provided pensions involve independent issues which are beyond the
scope of this Article.

41 See infra text and notes 52-145 (describing statutory nondiscrimination rules).

42 The consequences of discrimination vary according to the benefit being pro-
vided. Discriminatory provision of some benefits causes only highly paid or high rank-
ing employees to lose the benefit of the exclusion, while all recipients must include in
income the value of other types of benefits received pursuant to discriminatory plans.
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crimination rules work to impose the condition of “multi-peaked”
preferences necessary for the impossibility theorem to come into
play*?® without grasping some of the details of the statutory scheme.
Moreover, one can not appreciate the importance of (or the difficul-
ties involved in changing) some of those details without understand-
ing how they came to be adopted in the first instance.

1. Administrative Antecedents of Nondiscrimination Rules

Well before the advent of formal nondiscrimination rules, the
fringe benefit exclusions contained a restriction which arguably had
the same distributional effect: the requirement that benefits come in
“group” form. For example, the first administrative ruling to con-
front the tax treatment of employer-provided life insurance held
that the value of this insurance could be excluded from the recipi-
ent’s income only if the insurance was issued under a group-term
policy.#* A later ruling clarified the earlier holding, stating that in-
surance provided pursuant to an individual term insurance policy
did not qualify for favorable tax treatment.#> This distinction was
carried through into each regulatory and statutory enactment of the
life insurance exclusion.#6

Although a group insurance policy need not cover both lower
and higher paid employees in a given business, both Congress and
the Treasury initially assumed this would usually be the case.#? In-

43 See supra note 13.

44 1.0.1014, 2 C.B. 88.

45 Gen. Couns. Mem. 8432 (1930) (premiums on individual term insurance policy
for corporate executive includable in his income); Gen. Couns. Mem. 16,069 (1936) (re-
affirming that insurance must cover a group of employees to qualify for the exclusion).

46 See Walker, Group Life Insurance, 23 N.Y.U. InsT. oN FED. Tax’n 154-56 (1965)
(recounting regulatory and statutory evolution of life insurance exclusion). The admin-
istrative ruling allowing employees to exclude the value of employer-provided health
insurance from income similarly confined itself to group plans. See supra note 34. How-
ever, Congress eliminated this restriction when it codified the exclusion in 1954. Id. At
the same time, Congress decided against including an explicit nondiscrimination rule in
section 105 of the Code, which excluded amounts paid to employees as compensation
for injuries and sickness under health and accident “plans” maintained by their employ-
ers. Such a provision was included in the version of the tax bill passed by the House, see
H.R. 8300, 83d Cong., 2d Sess. § 105, 100 Conc. REc. 2957 (1954); however, the Sen-
ate deleted it, see S. REP. No. 1622, supra note 34, at 16, and the House receded in
conference. See ConF. REp. No. 2543, 83d Cong., 2d Sess. 24-25 (1954). One commen-
tator