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presidential nomination. If Packwood loses his chair-
manship, the man in line to replace him is Senator
William Roth, who few believe has the political muscle
to carry out the onerous task.

With this scenario in mind, Packwood cozied up to
Dole all year, shedding his previous moderate tenden-
cies and endorsing more extreme GOP proposals, espe-
cially on welfare. But ultimately this strategy failed.
Whatever the value of Packwood’s chairmanship, in the
end Dole and the Republicans made a decision to pro-
tect themselves and, by opposing public hearings, left
Packwood exposed to every allegation. “Whoever ad-
vised Packwood to oppose open hearings, I think, made
a terrible mistake,” said Senator William Cohen, one of
only three Republicans to vote for public hearings.

Sensing that he had miscalculated, Packwood quickly
went on the offensive after the Senate’s vote, pleading
his case on “Dateline NBC” and CNN. When this failed
he called belatedly for open hearings. Many Republi-
cans are irate that he has suddenly reversed course; now
their opposition to hearings looks even more foolish.
McConnell’s office released a terse statement stating
simply that the Ethics Committee would consider Pack-
wood’s request at their next meeting.

Whatever the committee finally decides, after so much
partisan in-fighting, it will be difficult to dispel the
widespread popular belief that the ethics process is a
sham. Ironically, Republicans, embarrassed by charges of
collusion, will be even more likely to vote to crucify Pack-
wood than Democrats. And, if welfare reform passes in
September, Packwood will be even less important to the
GOP. Indeed, when the Senate finally votes on his pun-
ishment, Packwood may have more to fear from his own
party than from his supposed enemies.

Davip GRANN is executive editor of The Hill newspaper.

The GOP’s flat tax obsession.

FLATLINERS

By Sheldon D. Pollack

ver since the Republicans embarked upon their

radical, Contract with America-inspired agenda

last fall, pundits have predicted that they would

overreach themselves, creating a political fiasco
and backlash. So far, on welfare, abortion, Medicare
and the budget, Gingrich and company have proven
the doomsayers wrong. But those battles pale before the
one emerging over the future of the federal income tax.
Right now, replacing the current revenue system with a
flat tax is the GOP’s hottest—and riskiest—idea.

The opening shots in this battle were fired even be-
fore the November elections. In the summer of 1994
Republican Representative Richard Armey of Texas
introduced a bill (grandiosely titled “The Freedom and
Fairness Restoration Act of 1994”) calling for a “flat tax”
imposed at a uniform 17 percent rate. Armey’s pro-
posal, modeled on the flat tax first advanced by Hoover
[nstitution economist Robert E. Hall and political scien-
tist Alvin Rabushka, didn’t get much attention at the
time. But that was before the November 1994 elections
and before Armey became House majority leader. The
once eccentric-sounding Hall-Rabushka flat tax has
since emerged as a serious legislative proposal.

Of course, fringe “tax protesters” have long ques-
tioned the legitimacy of the federal income tax—
notwithstanding the fact that the Sixteenth Amend-
ment and the Supreme Court settled questions over its
constitutionality more than eight decades ago. But
lately Armey and his fellow Texan Bill Archer have
brought the anti-income tax movement into the main-
stream. From his pulpit as chairman of the powerful
Ways and Means Committee, where all revenue bills
originate, Archer has said that he wants to “rip the
income tax out by the roots and throw it overboard.”

n July 19, Armey (along with Richard Shelby of

Alabama in the Senate) introduced a slightly

modified rendition of the Freedom and Fair-

ness Restoration Act in the 104th Congress.
This latest version would phase in (over three years) a
17 percent flat tax on the wages and pensions of indi-
viduals earning more than $10,700 and of families earn-
ing more than $21,400. It would allow none of the tradi-
tional deductions or credits of the current income tax
system except the one for dependents, and under the
revised Armey plan the flat tax would be withheld from
the wages and pensions of each individual taxpayer.

Businesses would be subject to the same 17 percent
flat rate. Direct mailings by the business lobbying group
Citizens for a Sound Economy proclaim the simplicity
and “fairness” of the Armey-Shelby flat tax and boast
that it would “reduce the individual income taxes of vir-
tually all Americans.” This is true, but mostly because
the plan comes up around $200 billion short of revenue
annually, compared to the current income tax system.
Treasury calculates that a 25.8 percent flat tax would be
needed to maintain current levels of revenue. Of
course, at such a rate the flat tax would be a lot less
attractive politically.

Though Armey’s is the main flat tax proposal now
before Congress, there is no lack of competitors. These
days it seems that any congressional leader or would-be
presidential contender needs only a few hours and
some energetic staff members to draft an entirely "new”
tax system. For example, last January House Minority
Leader Richard A. Gephardt came out in support of
a flat (or flatter) income tax, to be imposed at a 10 to
11 percent rate on all but the wealthiest 20 percent of
American taxpayers.

Then, under pressure from leftist Democrats,
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Gephardt did an about-face and proposed five tax brack-
ets with a progressive rate structure ranging from 10 to
34 percent. According to Gephardt's July 6 speech to
the Center for National Policy, the revenue lost un-
der his plan through the lowering of the top rate to
34 percent from the current 39.6 percent would be
funded by drastically reducing “corporate welfare.” This
is familiar rhetoric. When pressed for details by re-
porters at his press conference for the proposed tax,
Gephardt could only make vague references to going
after corporations that avoid paying U.S. income tax by
shifting income to foreign jurisdictions with lower
income taxes. Lots of luck. Candidate Bill Clinton tried
out such rhetoric. But as president he quickly learned
that it’s not so easy. Treasury has been investigating this
complex issue for decades and still cannot come up with
a scheme that works.

Presidential hopeful Arlen Specter, the moderate
Republican senator from Pennsylvania, also jumped on
the flat-tax bandwagon in what seemed an overnight
conversion, The long-shot presidential candidate intro-
duced a flat tax proposal that lamely copies Armey’s
bill. The only feature of Specter’s proposal that distin-
guishes it from Armey’s is its retaining of limited deduc-
tions for charitable contributions and interest on a
home mortgage.

he most radical and least understood aspect of
all the flat tax proposals is that they are really
consumption taxes in disguise. The tax base of
a “pure” consumption tax (the goal of the
Armey plan) is an individual’s annual income, less sav-
ings for the year. This is in contrast to an income tax
that (to the dismay of most economists who want to pro-
mote savings) taxes annual income plus the return on
capital (savings, for example). When you cut through
the technical language, the end result is to tax an indi-
vidual’s net consumption for the year and exempt the
return on capital investment (dividends and interest).

That might sound reasonable enough to economists,
who bemoan the disincentives and inefficiencies that
result from taxing the return on capital, but the effects
of such a shift would be drastic. Savings—income not
consumed—would no longer be taxed. Certain taxpay-
ers, therefore, would benefit greatly. For example,
wealthy individuals with high annual income but low
consumption patterns (a rich miser such as the late
Sam Walton of Wal-Mart or, perhaps, Bill Gates of
Microsoft) would likely pay less tax under a consump-
tion tax than under the current system—although their
businesses would likely pay more.

Perhaps for this reason, a bill introduced by Senators
Sam Nunn and Pete Domenici, as well as Senator
Specter’s bill, makes all kinds of exceptions to con-
sumption tax principles so it doesn’t look like their bills
are taking from the middle class and giving to the
wealthy. Most flat tax proposals retain at least some of
the most politically appealing features of the income
tax—some progressivity, the deductions for home mort-
gage interest and charitable contributions, and the

Earned Income Tax Credit. Still, a flat tax on the order
of 17 to 20 percent will inevitably reduce the tax burden
on the rich while increasing that of the middle class.

Most polls show widespread backing for a flat tax,
but beneath this veneer of support lie powerful politi-
cal constituencies who will fight it tooth and nail.
Whole sectors of the national economy have grown up
around, and depend upon, the kind of tax preferences
that the flat tax would eliminate. Universities, muse-
ums and city orchestras all rely upon the incentives
to charitable giving created by high marginal tax
rates and deductions for contributions (for this rea-
son, most flat tax proposals have already caved on the
issue and kept some limited deductions for charitable
donations).

Then there’s the housing industry, which won’t be
likely to sit still and bear the kind of blow that repeal
of the deduction would inflict. Hall and Rabushka
argue that the loss of the deduction will be offset by the
lower costs of borrowing which should result from
exempting interest payments from taxation. Of course,
if interest rates really plunge, after-tax rates of return
on investment will too, thus defeating one of the main
justifications for adopting the flat consumption tax in

the first place—creating added incentives for savings

and investment.

Likewise, state and municipal governments won't be
thrilled to lose the special tax treatment now afforded
to interest paid on their bonds. Since all interest will be
exempt from taxation under the flat tax, tax-exempt
state and municipal bonds will lose their preference.
This could result in as much as a 30 percent drop in the
value of portfolios of tax-exempt bonds. The economic
upheaval that could ensue should give conservative
Republicans pause.

House Republicans are presumptuous in thinking
they can remake so much of federal fiscal policy all at
once. In repealing the income tax, they will be moving
into uncharted waters—no one really knows what the
impact would be on much of the national economy.
The political danger for the GOP goes well beyond the
familiar charge that they are coddling the rich.

1l these objections aside, how would we actually

switch to a consumption tax? That simple ques-

tion is one that proponents of the flat con-

sumption tax cannot answer. Since all current
national savings have already been taxed under the pre-
sent income tax regime, it would be necessary to
exempt these amounts from taxation under the new
tax. Otherwise, the savings of all taxpayers (those of
Mom and Pop, for instance, who have accumulated
their lifetime savings to get them through their retire-
ment years) would be taxed a second time—this is
essentially a consumption tax, remember—as they
spend their savings in retirement. But any set of rules
that would allow taxpayers to identify their pre-‘reform”
savings for some grace period under the old income tax
regime would be a nightmare of complexity. And
exempting so much of the national wealth from the
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consumption tax would obviate the very benefits the
new tax regime is supposed to bring.

Boston University economist Laurence Kotlikoff, an
ardent and well-respected proponent of a flat con-
sumption tax, offers another reason why there should
be no rules to avoid double taxation. Kotlikoff suggests
that the older generation of taxpayers, who enjoy bene-
fits far in excess of their contributions, has already
reaped an economic windfall from the Social Security
system. He has a point. Still, many people could be dev-
astated by a double tax on their savings—and all out of
proportion to the “excess” benefits they received in
Social Security. In any event, the mere specter of riled-
up seniors mobilizing their powerful political associa-
tions should be enough to dissuade members of Con-
gress from embracing Kotlikoff’s rough economic
justice.

ill the 104th Congress pass a flat consump-

tion tax? So far, few Republicans have raised

much objection to the heady idea of aban-

doning the income tax system wholesale.
But, as the flat tax proposals move beyond rhetoric into
the congressional labyrinth, they will confront political
reality.

A key figure in that confrontation will be Oregon
Senator Bob Packwood. Packwood chaired the Finance
Committee during the great tax reform effort of 1986.
But he also contributed mightily to the distortion of the
tax laws through countless special interest provisions,
particularly those designed to benefit Oregon’s timber
industry. In 1986 Packwood was one of those (along
with his counterpart on Ways and Means, Dan Ros-
tenkowski) who took control of the radical tax reform
movement generated by tax professionals in Treasury
and sculpted it into a more moderate and politically
viable package. He may do so again.

This past April and May, even before the Finance
Committee began consideration of the House tax cut
package H.R. 1215, Packwood held hearings on the flat
tax, with both Armey and Specter testifying in support
of their own proposals. Packwood needs to appear sup-
portive of the flat tax now, since the scandal-plagued
senator can hardly be seen as blocking his party’s
hottest idea. But Packwood, who understands the tax
system as well as anyone in the Senate, can see the dan-
ger that a flat tax presents, and he may work quietly to
gut it.

During Packwood’s hearings, Finance Committee
Democrats Bill Bradley and Carol Moseley-Braun made
the traditional liberal case against the flat tax, calling
it “regressive” and focusing mostly upon the per-
ceived benefits to the “rich” of a tax rate that is a uni-
form 17 percent (or 20 percent under Specter’s plan),
as opposed to the present 39.6 percent maximum.
Such familiar rhetoric from Democrats will not by itself
sink the flat tax. Only when—and if—conservatives
themselves grasp the enormity and risk of restructuring
the entire fiscal organization of post-New Deal govern-
ment will the flat tax bandwagon lose momentum. If

they do not, the flat tax could very well become the
Republicans’ public policy debacle—the fiscal equiva-
lent of the Clinton administration’s ill-fated health care
initiative. As Robert Reischauer, former director of the
Congressional Budget Office, puts it: “It [tax reform]
may look great from a mile away, but up close, it's a
political minefield.”

SHELDON D. POLLACK teaches law in the College of Busi-
ness and Economics at the University of Delaware and is
the author of Tax Policy and the Failure of American Poli-
tics, to be published by Penn State Press in 1996.

Lugar’s stealth campaign.

BLAN D AMBITION

By Matthew Cooper

he rain kept coming. While Richard Lugar and

his wife, Charlene, vacationed on Florida’s Sani-

bel Island last Christmas, the tropical winds

pounded the roof of their rental, sparing them
the distraction of the beach and giving them more time
to deliberate. “Are you going to do it?” Charlene asked.
And with his four sons offering their assent, the 63-year-
old senator decided that, yeah, he would seek the Oval
Office.

President Lugar? The idea seems laughable. The
GOP race is open, but it’s tough to imagine the Republi-
can Party, let alone the country, coming down with a
case of Lugar Fever. Even friends of the stolid four-term
Republican concede that his prospects aren’t great. For-
mer Reagan adviser Mitch Daniels, a longtime Lugar pal
and fellow Hoosier puts it subtly: “I'd say he’s realistic.”

The most pressing question is not whether Lugar will
be elected president, which is doubtful in the extreme.
It's whether Lugar will win the mantle of the thinking
man’s candidate. In most presidential elections one can-
didate scores a reputation for thoughtfulness. In 1988
Bruce Babbitt set editorial writers abuzz with his straight
talk about entitlements. Ditto Paul Tsongas in 1992.

For his part, Lugar enters the thinking man’s battle
with plenty of capital. Although he had the most pro-
Ronald Reagan voting record of any senator, Lugar won
praise from liberal editorial writers for leading the over-
ride of Reagan’s veto of South Africa sanctions. And
in 1986, as an election observer in the Philippines,
Lugar made a prescient call to dump Ferdinand Mar-
cos. Recently Lugar, as Senate Agriculture chairman,
took on farm subsidies and was hailed by Budget Chair-
man Pete Domenici as one of the few committee chairs
to cut seriously. And while he’s pro-life, Lugar is no
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