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In this article, Minarik explains how it is that the 1986 Tax Reform Act came to pass. He does this 
by briefly reviewing the history of tax policy since the 1930s. He notes that the 1976 Act was the 
high water mark of tax reform prior to the 1986 Act. He argues that the 1981 Act was essential to 
the 1986 tax reform movement. First, the 1981 Act reduced revenues drastically and assured that 
subsequent revenue acts would not reduce revenues further. Rather, later acts became a search 
for revenues which, given the political landscape, did not tolerate rate increases. This almost 
preordained the elimination of tax preferences. Preference closing was made easier by the 
outrageous features of the 1981 Act, in particular safe harbor leasing, that gave the public the 
perception that many of America's wealthiest and biggest corporations were paying no tax. He 
thinks that the Bradley-Gephardt bill provided a tool by which the public and some of the 
Congress were educated to the practical tax cuts that could be financed by reducing preferences. 
The 1984 Treasury study was released in this environment, and the low tax rates offered by it 
convinced the President to support the principle of tax reform. Chairman Rostenkowski convinced 
the House to craft a reform measure that protected only those constituencies that Committee 
members considered essential. The Senate initially restored many of the preferences but 
suddenly offered a much better tax reform plan. Its low rates attracted many conservatives to the 
cause of tax reform. This confluence of events gave us the 1986 Act. Minarik doubts that future 
reform efforts can be revenue neutral. He thinks that a restoration of a preference for capital 
gains, which concentrates a lot of tax relief on a very small segment of the public, would lead to 
higher rates, and higher rates would likely result in much of the 1986 tax reform being undone.  
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The adoption of the Tax Reform Act of 1986 is widely recognized as a legislative 
landmark, not just in economic policy but in any terms. It is hard to think of an equivalent instance 
of an economic idea apparently coming from nowhere to become the law of the land. Yet this 
achievement is full of uniqueness and irony. The new tax law violated all the rules of conventional 
wisdom built up by the tax policy fraternity. It was passed along through the legislative process by 
personalities reversing their own past patterns of behavior, and in some cases, it might be 
argued, the political law of gravity. It is not clear whether tax reform can be a case study for 
similar efforts in other policy areas, or just a shooting star to savor (or, depending on one's point 
of view, to curse). The goal of this article is to explain what the Tax Reform Act of 1986 is and 
how it happened.  

I. What Is The 1986 Tax Reform? 

There are two important aspects of the Tax Reform Act of 1986 that must be kept in mind. 
The first is that the new law was by no means a strictly partisan effort. Among the bill's active 
supporters were such prominent liberals as Senator Bill Bradley, D-N.J., and such undeniable 
conservatives as President Ronald Reagan. The vocal opponents of the law included such dyed-
in-the-wool liberals as Senator Carl Levin, D-Mich., and solid conservatives such as Senator 
Malcolm Wallop, R-Wyo. General Motors, a massive industrial giant, supported the bill; USX 
(formerly U.S. Steel), massive in its own right, opposed it.  

This bipartisan split was perfectly predictable (though its legislative outcome was hardly 
so). Each party was torn between conflicting interests. For the Democrats, the bill was a big tax 
cut for the poor (a significant plus), and a big tax increase for big real estate (a crushing minus). 
Even big labor wasn't too sure of where it stood on the bill (on final passage, the AFL-CIO took no 
position), which left the Democrats hanging. For the Republicans, things were no clearer. 
Individual corporate executives were thrilled, at least at the end of the process, by the prospect of 
much lower statutory individual income taxes and tax rates; but their corporations, in many 
instances, faced higher taxes. Capital intensive businesses lost the investment tax credit and 
much of the benefit of accelerated depreciation, and venture capitalists were horrified that they 
would have to pay at the same tax rate as everyone else.  

This political confusion muddied the waters considerably. The bill was not a simple 
presidential proposal, passed through the Congress by a strong majority of his party with a 
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smattering of opposition support. Of course, with one House in opposition control, that script 
would not work in any event. Even after the President climbed on board, there was always the 
need to count noses on both sides of the aisle in both Houses, and especially within the tax 
writing committees.  

The second aspect of the new law, especially important in retrospect, is its economic 
nature. The Tax Reform Act of 1986 is by no means a state-of-the-art academic creation. It is, 
rather, a "low-tech," low-budget approach to our tax policy problems--which is still, at least in my 
opinion, the right approach at this particular time.  

Much of recent academic thought has centered on taxes on consumption, rather than 
income. The notion of a tax on personal expenditure has gathered solid support from the 
economics profession in the United States as well as in Europe. (Households would compute 
their expenditure as their income less all money they saved--and plus all money they borrowed--
and would file an annual tax return, just as under the current income tax. The roots of this as yet 
untried concept will be identified later.) This tax was taken up by some "new ideas" liberals (such 
as former Senator Gary Hart, D-Colo.), as well as by many traditional conservatives. Other 
conservatives like Senator William V. Roth, R-Del., as well as liberals such as columnist Robert 
Kuttner, have advocated a national value-added tax (VAT). Other strains of current thought stay 
within the bounds of the income tax, but emphasize fine tuning of incentives for investment and 
other economic activities considered meritorious (including prominently research and 
development).  

Instead, the new tax law is a fairly long stride toward the old-line economic ideal of a 
comprehensive income tax. It downgrades, though it does not completely reject, the key 
consumption tax principle of deferring tax on the income from capital until it is finally consumed. 
Further, the new bill leans toward the age-old principle of imposing equal taxes on all forms of 
economic activity, rather than attempting a theoretically optimal selection of varying tax 
preferences for particular enterprises. This last position of the bill reaches its logical conclusion in 
an aggregate tax increase on corporations (though the impact on individual firms varies 
considerably).  

II. Crucial Elements of the Issue 

Why was tax reform the subject of a once-in-a-generation legislative phenomenon? Why 
not another economic issue, like the budget or trade, that is arguably more important? There are 
several aspects of the issue that made it amenable to fundamental legislative reform.  

First, the income tax affects just about everybody, directly, and on a regular basis. It was 
pointed out in the debate over the tax bill that more Americans signed individual income tax 
returns in 1984 than voted for president. Most of these taxpayers had their taxes withheld from 
their paychecks at least once a month. This is in sharp contrast to the Federal budget deficit, 
which is hardly the subject of periodic reminder notices to the great bulk of the population. 
Further, the deficit's effects on the economy are quite distant to most Americans.  

Second, the impact of the income tax on the typical citizen is appreciable, using the 
obvious measure of the number of dollars paid. In contrast, the typical taxpayer's perceived 
benefit from a spending initiative--say, a retraining program for workers displaced by import 
competition--is scaled by the probability of an unpleasant contingency that the taxpayer would 
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likely prefer to repress. Thus, tax reform is closer to the top of people's agendas than many other 
economic issues.  

Third--and at least from an economist's point of view--the bulk of the population is more 
likely to be "right" on tax reform than on many other economic issues. When asked about the 
Federal budget, the typical noneconomist will want it balanced year after year, regardless of the 
state of the economy. When asked about trade, most Americans might well advocate 
protectionism to save U.S. jobs. On both of these counts, economists would strongly disagree. 
But on the income tax, our citizens have told pollsters for years that the system enshrouds unfair 
advantages for powerful interests. Most economists--including many who favor a personal 
expenditure tax rather than the income tax--would agree, and would expand on the popular 
argument by pointing out that serious economic distortions are caused by the many tax 
preferences in the current law. When most members of Congress hear protectionist pleas, 
understanding the costs and risks of protectionism, they try to find ways to seem supportive while 
avoiding the worst. Likewise, members seek prudent budgeting without mandatory balanced 
budgets (and may avoid consummation of Gramm-Rudman on this account). But when 
confronted with complaints about the tilted tax playing field, members of Congress have had to 
trade off the arguments of their constituents against the support they could expect from particular 
interests for preserving tax preferences. There has long been the potential for a strong 
groundswell for tax reform forcing these members to make an explicit choice, where sticking with 
the favored interests could be costly indeed.  

Tax reform as practiced in 1986 is also a pro-poor policy without stigma. Families near 
and below the poverty line receive tax cuts that are in some instances substantial, but only if they 
receive income that is subject to tax--in most instances, wages. This allows members to aid the 
less well off with no fear of being associated with "giveaways." (Which is not to say that the tax 
reform bill was a complete anti-poverty policy--just an easy and a meritorious one.)  

Despite having all of these entrees to the typical taxpayer, tax reform is still weak on 
everybody's bottom line on tax policy: what will it do to my taxes? Tax reform per se--the 
broadening of the tax base and the equal and counteracting reduction of the tax rates--reduces 
taxes for the vast majority of the population, but not by very much. And given the popular 
confusion over how the income tax works, many winners in the process fear that they will be 
losers. Given further that many of the interests that would lose from tax reform make their primary 
defense the frightening of those who would win, reforming the income tax code is far from 
politically easy. If it were, it would have been done a long time ago.  

III. A History of the Economic Idea 

There was a distinct evolution of the economic idea of "tax reform," in its many 
manifestations (income tax, consumption tax, and so on).  

Economists long have argued for comprehensive income tax reform, defined as 
broadening the definition of income for tax purposes to match more closely the underlying 
economic concept. Working from the pre-World War II writings of Robert Murray Haig, Henry C. 
Simons, and others, Joseph A. Pechman put forward some of the earliest arguments in the 1950s 
and 1960s. Pechman's major contribution was to quantify the effects of departures from a uniform 
tax base, in terms of the amount of Federal revenue lost and its distribution by income class. With 
this information spread among the economics profession, and popularized by Philip M. Stern, 
there arose a greater sense of the tradeoffs between selective tax preferences and lower tax 
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rates. Of course, this realization among the economic profession and the attentive public did not 
prevent lower tax rates from being traded away for selective tax preferences almost continuously 
over this period.  

At about the same time, Stanley S. Surrey, a lawyer, contributed a new view of the 
selective tax preferences in the law. He likened the tax savings from a preference for a particular 
purpose, say encouraging business investment, to a government outlay for the same purpose. 
Thus was coined the term, "tax expenditures." This concept was institutionalized on an illustrative 
basis in the Federal budget in the mid-1960s, and has had a powerful influence on virtually all 
deliberations on the Federal income tax ever since. On the other hand, proposals to 
operationalize the tax expenditure concept in the congressional budget process, usually by 
imposing a limit on tax expenditures like the current process's ceiling on outlays, consistently 
have failed.  

An outgrowth of the tax expenditure idea was another Surrey concept, the "upside-down 
subsidy." Surrey pointed out that tax expenditures that were delivered through deductions from 
individual taxable income, such as that for medical expenses, reduced tax liabilities for upper-
bracket individuals more than for low-income persons. Thus, at late-1960s tax rates, a dollar of 
medical expense deduction reduced the taxes of a top-bracket taxpayer by 70 cents, but for a 
bottom-bracket person by only 14 cents. This outcome struck Surrey as inequitable, and 
motivated him to argue on principle against tax expenditures (at least in the form of deductions) 
as a means of pursuing public purposes.  

The concerns of Surrey and Pechman might well be typecast as 1960s arguments: largely 
based on the issue of fairness. While elimination of tax preferences would allow reductions of 
marginal tax rates and thereby could possibly stimulate the supply of factors of production to 
some degree, this was a secondary argument at most. Likewise, benefit for the economy through 
equalizing the taxes of different businesses was seen as subsidiary. The reason was, quite 
simply, that the nation already had robust economic growth, and the major concern was to spread 
the fruits more equitably. Thus, when researchers computed the reduction of tax rates that was 
possible through broadening of the tax base, the emphasis was on which taxpayers got the 
largest tax cuts; and the baseline position was to distribute the taxes as progressively as 
possible, subject to a constraint that the top marginal tax rate not be too high.  

Of course, by the mid-1970s, with stagflation in full non-swing, national concerns were 
changing. At first, this raised some subsidiary income tax issues. Economists argued that inflation 
was distorting the measurement of income in the tax base--overstating the income of lenders and 
understating the income of borrowers (because inflation allowed borrowers to repay their debts 
with cheaper dollars); eroding the depreciation deductions of investors in business equipment and 
structures; and creating and inflating phantom capital gains. These effects created all the wrong 
incentives: borrow to increase consumption, or to finance with debt instead of equity; and 
consume existing wealth, rather than reinvesting it in overtaxed physical or financial assets. 
Some economists saw in these effects the seeds of a long-term economic decline through 
reduced capital formation. The prescription was indexation of the tax base to reflect inflation-
adjusted rather than nominal magnitudes of interest income and expense, depreciation, and 
capital gains.  

A second subsidiary income tax issue, reflective of another strain of tax policy, was 
concern about the double taxation of corporate source income--profits taxed once at the 
corporate level, and again at the individual level when distributed as dividends. Again, the fear 
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was that investment (in incorporated enterprises) would suffer, both absolutely and relative to 
investment in unincorporated businesses.  

As is widely known by now, these relatively subtle strains of income tax thought were 
supplemented in the late 1970s by a school of thought that was rather less subtle. A young (and 
some might say cavalier) economist ruined a perfectly good dinner napkin in a Washington, D.C. 
restaurant, and supply-side economics was born.  

Other economists were thinking more systematically--hitting the inflation and double 
taxation issues precisely, and with one blow. Many were taking off from Lord Nicholas Kaldor's 
proposal that the tax base be converted from income to consumption. Kaldor's concern had been 
one of capital formation, or perhaps deformation--he saw the wealthy of England consuming their 
wealth rather than reinvesting it. When viewed again and with the perspective of more recent 
developments, this personal expenditure tax--allowing a deduction for saving, and taxing 
borrowing in full--eliminated the inflation problem (because consumption is always in current 
dollars) and the double taxation problem (corporations would not be taxed, because they do not 
consume). An American lawyer, William D. Andrews, filled in many important operational details. 
David F. Bradford put the U.S. Treasury on the case in 1977 with Blueprints for Basic Tax 
Reform, followed closely by a report by the Meade Commission in England, and a similar study in 
Sweden written by Sven-Olof Lodin.  

Still other economists concerned with capital formation were thinking somewhat more 
conventionally. Rather than instituting the world's only personal expenditure tax (this tax had 
been enacted but quickly dropped by India and Sri Lanka), they recommended following the 
mainstream of Europe with a value-added tax (VAT). The major differences between the personal 
expenditure tax and the VAT, apart from the novelty of the former, were administrative (the VAT 
would be an additional tax while the personal expenditure tax would replace the income tax) and 
distributional (the personal expenditure tax could have its own exemptions and deductions to 
protect the poor, like our income tax, while the VAT would require some outside mechanism to lift 
its own tax burden from people with low incomes).  

It is probably fair to say that the personal expenditure tax had captured the imagination of 
the greater part of the economics profession by the early 1980s. The exactness of this tax's 
solution to the inflation and double taxation problems was the key to this appeal. The question 
was whether fundamental tax issues would reach the top of the nation's policy agenda, and if so, 
whether the personal expenditure tax could translate into politics as neatly as it had into 
economics.  

IV. A History of Tax Reform Legislation 

It would be worthwhile to backtrack a few years and review the history of tax reform 
legislation. This review will be quite brief for the simple reason that, from the perspective of the 
scale of the 1986 legislation, very little was going on previously.  

There was considerable interest in the income tax in the Great Depression, partly as a 
device to spread the pain. Huey Long talked about taxes as well as chickens in pots, and Franklin 
Roosevelt coined his memorable phrases about "malefactors of great wealth" and "heedless self-
interest" as bad economics over tax policy. Changes in the tax law over that period, however, 
were not so much fundamental reforms as increases in rates (just as the Mellon tax cuts of the 
1920s were simply that).  
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After World War II, with the extremely high tax rates that only a national emergency can 
justify, the tax law faced a long, gradual return to normality; but again, the changes were not 
fundamental. The landmark 1954 Act recodified the entire income tax law, but the reform was 
legalistic rather than economic. The tax rates were hardly changed, and there was little true 
revision of the base.  

The tax law remained essentially unchanged until 1964 when President John F. Kennedy, 
with the advice of tax scholars like Surrey, attempted to reform the income tax at the same time 
as he cut the tax yield to stimulate the economy. A key element of the bill was a blanket cutback 
of itemized deductions. Unfortunately, the radical fiscal policy proved extremely controversial, and 
when the entire initiative foundered in the Congress, the reform elements were jettisoned. The 
final product had marginal tax rates significantly higher than President Kennedy had originally 
proposed because of the loss of the reform elements.  

In the last days of the Johnson Administration, the Treasury, under Stanley Surrey, was 
requested to undertake a broad study of the structure of the income tax. IRS statistics showing 
that hundreds of taxpayers with considerable incomes were paying no income tax had caused a 
minor furor. The result of the Treasury inquiry, which came to be known as the "Surrey Papers," 
was handed over to Russell Long, Chairman of the Senate Finance Committee, just after the new 
Congress began in 1969. The Congress made use of this study in the Tax Reform Act of 1969. 
This legislation had several noteworthy elements, most prominently the creation of the minimum 
tax, which responded to the public outcry over tax avoidance. The minimum tax closed, at least 
partially, some of the most important avenues of such tax avoidance. Nonetheless, the scope of 
the bill was quite narrow by 1986 standards. Further, by adding a minimum tax onto the existing 
law, and by dealing with isolated provisions of the law rather than the overall structure, the 1969 
Act tended to complicate the system rather than simplifying it.  

After emergency tax relief bills in 1974 and 1975 to deal with the recessionary aftermath of 
the oil shock, the Congress set out to eliminate remaining perceived abuses and make the relief 
provisions permanent. The Tax Reform Act of 1976 was seen in retrospect as the high water 
mark of the tax reform movement of the preceding quarter century. Yet in its further tinkering with 
the tax code provision by provision, and in its restriction and modification of preferential 
provisions rather than outright repeal, this Act continued the complication of the law and of 
economic choices. It was the Tax Reform Act of 1976 that inspired the deprecatory phrase 
"Lawyers and Accountants Relief Act." Although there were many worthwhile reforms in the 1976 
law, it is probably best remembered today for an abortive attempt to restore to the income tax 
base the amount of capital gains not realized but passed on to an heir upon death. This provision, 
known as "carryover basis," was enacted prospectively in 1976, but then postponed and finally 
repealed before ever taking effect, in what is now a legendary legislative and policy debacle.  

After 1976, the incoming Carter Administration went off in one tax policy direction, and the 
rest of the nation went in another. The new president sought to continue to reform the "disgrace 
to the human race," as he saw the tax system, while virtually everyone else was concerned about 
stagflation and the newly discovered productivity slowdown.  

The Administration never actually proposed a tax reform bill, but a set of options prepared 
for the President was leaked to the press. These options met with sufficient opposition to seal the 
fate of income tax reform legislation. A major lightning rod was the proposal to relieve the double 
taxation of corporate income by providing shareholders with a credit for the corporate tax already 
paid on their dividends. This proposal, known as "partial integration," split the business and 
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financial community in two. Stockbrokers loved the idea, seeing the tremendous boost in the 
appeal of corporate stocks if they carried a tax credit with their dividends. Corporate managers, 
on the other hand, were appalled that they might have to pay out more of their earnings in 
dividends, given that the tax credit would make dividends much more attractive to shareholders. 
Some economists argued that greater dividend payments would tend to reduce investment, given 
that shareholders would reinvest only part of that income, while others anticipated an 
improvement in the allocation of capital. These squabbles over integration helped to smother the 
tax reform baby in its cradle. Another controversial element of the proposal was the elimination of 
the exclusion for long-term capital gains, which destroyed any good will that the integration 
proposal might have generated on Wall Street.  

With the early option package a nonstarter, the Administration led with its chin and sent 
the Congress a new package centered on the "three-martini lunch" deduction for businessmen. 
This second debacle drew a chorus of boos from Capitol Hill (and a large outpouring of gin and 
vermouth onto the trousers of Treasury Secretary Michael Blumenthal, courtesy of a fashionable 
Washington restaurant). The Congress legislated on its own. In lieu of tax reform, it sought 
incentives for investment and growth, by which was meant more and larger selective preferences. 
The keystone of the bill was an expansion of the preference for long-term capital gains from a 50 
percent to a 60 percent exclusion. This provision had an ironic twist which was to echo in the 
1986 tax reform debate. An important part of the rationale for a tax cut for capital gains was the 
effect of inflation in creating "phantom" gains that are taxed as though they were real. Because of 
this argument, there was considerable talk of indexation of capital gains. But when the Senate 
Finance Committee emerged from a closed room, it had adopted the 60 percent exclusion. The 
exclusion is only an inexact compensation for inflation; in fact, for assets held for a long time 
while inflation has been rapid it can be woefully inadequate. But the exclusion is overgenerous for 
those who accrue large gains over a very short time. So for all the talk about the capital gains law 
as an inducement to invest for the long haul, the chosen preference was aimed at quick-turnover 
(though at least one year), big-profit operators. The effect of inflation was not a problem to be 
solved, but rather a pretext for more general relief.  

It was just a hop, a skip, and a jump from the Revenue Act of 1978 to the Economic 
Recovery Tax Act of 1981. There were perceived benefits from the 1978 law (particularly in the 
area of venture capital, a tiny segment of the economy); the economy stalled from 1979 through 
1980; and supply-side economics caught on with the electorate and candidate Ronald Reagan. 
The 1981 law was the antithesis of tax reform; it added tax expenditures to the already 
burgeoning list (by this time having twice as many items at six times the revenue cost of the first 
list of 1967). And yet in an ironic way, the 1981 law set the stage for the Tax Reform Act of 1986.  

V. The Drive for Tax Reform, 1981-86 

There are two reasons why the 1981 tax cuts caused a greater but opposite reaction in 
1986.  

All of the evidence available in 1981 indicated that the income tax was extremely 
unpopular with the population in general; it was perceived as being the most unfair tax of all 
(including state and local taxes). A cynical view might have been that the across-the-board tax cut 
of 1981 would have won over the population just by making taxes lower, without addressing at all 
the perceived inequities in the underlying structure of the system. Such was not the case; in fact, 
the response to one provision of the 1981 law was violent enough to cause an almost immediate 
repeal.  
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The corporate side of the 1981 law drastically expanded the tax benefits of accelerated 
depreciation for business investment (through the Accelerated Cost Recovery System, or ACRS), 
and somewhat increased the value of the investment credit for some business assets. The 
combination of the two was so rich that many firms were expected to be made completely 
nontaxable, and thus to lose any further incentive effect of these provisions. Another problem was 
that these incentives would have no effect at all for new firms, and for other firms that had 
recently been running losses, because these firms would owe no taxes in any event. So the bill 
would be a boon for General Motors, which was doing well, but would offer nothing to Chrysler, 
which was then on the brink. The Administration responded by proposing that the tax benefits in 
effect be made salable, through "safe harbor leasing." Given the premise of ACRS, safe harbor 
leasing followed perfectly logically--at least to an economist. But to the population at large, safe 
harbor leasing was extremely offensive. It combined a negative corporate income tax, the buying 
and selling of tax breaks, and the subsidization of "losers" all into one foul-smelling package. Only 
one year later, safe harbor leasing was repealed.  

The legacy of safe harbor leasing for the 1986 tax bill is not quantifiable, but could well 
have been enormous. It may have been the marginal influence that so discredited the tax law in 
people's minds that fundamental reform became feasible. Further, it is extremely suggestive that 
a popular resentment toward the very low tax liabilities of profitable corporations helped to drive 
tax reform in the later stages.  

The second major influence of the 1981 law relates to the Federal budget and the revenue 
yield of the income tax. The knee-jerk reaction to the 1981 law, based on past experience, was 
that this tax cut had cost the Federal government so much revenue that further changes in the 
law would be impossible until many years of inflation and real growth could restore the tax base. 
What this conventional wisdom failed to recognize was that the revenue cost was in fact even 
greater than that; it was a revenue hemorrhage so serious that several rounds of emergency 
surgery were essential. Further, the tax rate cuts had become so much a part of the economic 
policy baseline, not to mention of the President's agenda, that raising revenue required plugging 
loopholes in the tax base rather than raising rates. This process exposed many obsolete and 
unjustifiable tax preferences; it provoked a great deal of unseemly dissembling and outrageous 
forecasting on the part of affected interests; and it convinced many members of Congress that tax 
preferences could be repealed without causing the sky to fall in. (The banks' successful 
counterattack on withholding from interest and dividends also wounded the pride and raised the 
dander of a number of congressional tax writers, who determined to get even.)  

The 1981 law's reduction of the revenue baseline had another, subtler effect. Like it or not, 
tax reform packages always have been graded according to how far they could reduce the top 
bracket individual income tax rate with no loss of revenue and with minimal influence on the 
progressivity of the tax burden. A crucial factor in the determination of that maximum individual 
rate is the handling of long-term capital gains. It quickly became evident that, simply because the 
1981 law cut taxes so much, an equal-yield, equal-progressivity reformed income tax could be 
designed with a maximum individual income tax rate of 28 percent--if there were no preference 
for long-term gains. The 28 percent rate was a policy plateau, because the maximum tax rate on 
long-term gains was set at 28 percent by the 1978 law that was so beloved by the capital 
formation lobby. If a reformed tax with a 28 percent top rate would silence (though it certainly 
would not win over) the capital formation crowd, it was reasoned, the traditional allies of tax 
reform might be able to form a coalition with low-rate supply-siders that would be large enough to 
pass a bill. This was the foot in the door for tax reform. And as is fairly widely recognized by now, 
that foot was wearing a basketball sneaker.  
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Personalities make a difference in politics, unlike in abstract economic models, and 
Senator Bill Bradley, D-N.J., was ideally suited for advancing tax reform. He had a long-term 
interest in tax reform, dating back, he relates, to the signing of his first professional basketball 
contract at the age of 23. His lawyer said that they needed to make a decision on how much 
income tax Bradley wanted to pay, and Bradley, confused, asked what that could possibly mean. 
When confronted with the myriad of options of how he could accept his compensation, and their 
widely varying tax consequences, the pro basketball and tax rookie had his interest piqued and 
his sensibilities offended. He began looking into tax policy issues, and reports that he had a 
strange feeling when he learned that he was a depreciable asset. After two years of playing the 
games (both basketball and taxes), he told his lawyer to change his compensation package to 
straight salary and pay whatever tax resulted. His roommate, Dave DeBusschere, wrote that 
among Bradley's eccentricities (which included dressing like a Princeton undergraduate and 
driving a Volkswagen) was travelling the country during the New York Knickerbockers' first 
championship season reading the Tax Reform Act of 1969.  

As a senator, Bradley was willing to exert even more effort than was usual in workaholic 
Washington on mastering details (which the tax system has in abundance). He also carried with 
him the willingness to engage in long-term efforts as a part of a team. The tax reform effort 
required a painful campaign of constituency building, including extensive travel and speaking 
engagements (among them a spot on the Phil Donahue show) and writing a book on his tax bill.  

Bradley postponed his effort at tax reform through the first half of his first term, partly in 
deference as the most junior member of the Finance Committee and partly to examine the 
options. The passage of the 1981 tax law accelerated his efforts, however, as he decided that it 
was inherently unstable. (Bradley was the only vote against the bill in committee.)  

Bradley rejected the expenditure tax option even while it was near its peak of popularity 
among the economics profession. The reasons were the same as those cited by economists who 
opposed the expenditure tax. One was the probable public perception of unfairness in a tax on 
what people spent rather than on their economic capacity, and the extreme of unfairness that 
would result unless gifts and bequests were included in the tax base as if spent, an unlikely policy 
outcome. A second was the danger that the expenditure tax base could become even more leaky 
than the income tax base in the legislative process. A third was the difficulty of transition, 
especially in providing adequate relief to older persons (who had already paid income tax on their 
accumulations of wealth) without depleting the tax base. A fourth was doubt over whether and to 
what degree a complete lifting of the tax burden on capital and a shifting of it to labor would be an 
economic plus. A fifth was the lack of experience with the expenditure tax, and the non-trivial 
possibility of extremely difficult or even insurmountable administrative problems.  

A final reason, easy to trivialize but impossible to ignore, was the complexity of the 
expenditure tax concept to a public raised on an income tax. A policy position must be explained 
to a senator or representative not just so that he can understand it, but so that he can explain it to 
his constituents. Members of Congress, when confronted with the expenditure tax, tend to go 
blank for two different reasons. The first is an initial lack of comprehension. The second, which 
follows even with their own understanding, is a realization that this concept could never be 
explained in a town meeting to a cross-section of their constituents. Thus, those economists who 
bank on significant supply-side responses to an expenditure tax must be prepared to argue that 
such responses will materialize even if the bulk of the taxpayers do not understand the tax.  
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So Bradley settled on reform of the existing income tax as a journey on familiar territory. 
The key principles of the Bradley-Gephardt bill (also named after Rep. Richard Gephardt, D-Mo., 
who joined as House cosponsor) were seeking workability ahead of academic purity and isolating 
the essence of tax reform from subsidiary issues. The former principle led to the rejection of the 
consumption tax option, and also to the omission of corporate tax integration and the indexation 
of the tax base. It was concluded that indexing and integration would cause prohibitive 
administrative and political difficulties, which later developments proved to be correct. The latter 
principle dictated that the Bradley-Gephardt bill be both revenue and distribution neutral (that is, 
that it raise the same total revenue as the current law, and that each individual income class, and 
corporations taken as a group, pay the same tax as under the current law). Thus, Bradley-
Gephardt could not be attacked on the ground that it was a redistributionist scheme, or that it 
would debilitate the corporate sector. The price of this decision was that Bradley-Gephardt could 
not offer a dramatic tax cut for low-income persons (though it did increase personal exemptions 
and standard deductions sufficiently to lift the poor from the tax rolls), and that it could not use a 
corporate tax increase to avoid the last, painful choices to attain revenue neutrality among 
individuals.  

Bradley-Gephardt had three "signature" provisions. It was the first tax reform proposal to 
combine a large increase in the amount of low-income relief with a very large first tax rate bracket 
that would be the only marginal rate for the vast majority of the population. (The Treasury's 1977 
Blueprints for Basic Tax Reform had the same number of tax rate brackets as the final version of 
Bradley-Gephardt, but had a very small first bracket, with most taxpayers landing in the second 
bracket.) This meant that between 70 percent and 80 percent of the population could understand 
Bradley-Gephardt in very simple terms ("a 14 percent tax on your taxable income")--an important 
advantage, given that a surprising number of taxpayers do not understand how progressive tax 
rates work. A second advantage of this formulation, almost unwelcomed, was that it associated 
Bradley-Gephardt with the "flat tax" boomlet that followed in the initial euphoria after the passage 
of the 1981 law. This provided useful public exposure, but ran the risk that burgeoning budget 
deficits and the inevitable increased public understanding would bury Bradley-Gephardt along 
with the flat tax. In fact, the flat-tax fad faded within about a year, but Bradley-Gephardt remained 
on the scene.  

Bradley-Gephardt's second "signature" provision was a limit on the value of itemized 
deductions to 14 cents on the dollar. In other words, if an itemizing taxpayer in the lowest 
marginal rate bracket made another dollar of charitable contributions (or any other itemizable 
expense, except for interest), his tax would decline by 14 cents; if the taxpayer were instead in 
the highest tax rate bracket, his tax would still decline by the same 14 cents. (Deductible interest 
expense was not subject to this restriction, so that interest expense and interest income would 
have their effects at the same marginal rate.) This provision was the subject of intense 
controversy. It was sometimes castigated on the ground that it took tax savings away from upper-
bracket taxpayers unfairly; and sometimes praised on the ground that it solved the Stanley Surrey 
"upside-down subsidy" problem. It certainly raised a significant amount of revenue from the 
upper-bracket taxpayers, which allowed the substantial reduction in the top marginal rate. This 
provision resurfaced, albeit to a limited degree, in the Senate version of the Tax Reform Act of 
1986; it was removed in conference, however. (Please note that this provision did not, as was 
suggested elsewhere ("How To Cheat At Tax Reform," Tax Notes, September 28, 1987, p. 1309), 
have the effect of phasing out deductions and thereby increasing the effective marginal tax rate 
above the statutory marginal tax rate.)  

The third "signature" provision was added to the second and final version of Bradley-
Gephardt, introduced in 1983. The first Bradley-Gephardt bill included changes only to the 
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individual income tax; revisions to the corporate income tax were promised later. The second bill 
included these corporate reforms (as well as further individual revenue raisers equal in yield to 
those in the Tax Equity and Fiscal Responsibility Act of 1982). The Bradley-Gephardt corporate 
tax was a U-turn from the changes of 1981; it eliminated numerous subsidies, including the 
investment tax credit and most of the benefit of accelerated depreciation, and reduced the 
corporate rate to a flat 30 percent (equal to the highest individual rate in this second version). The 
depreciation system was designed to tax all business investments equally. This entire approach 
bespoke a radically different philosophy from the existing corporate tax; it turned away from 
government intervention in business decisions, and sought the lowest possible uniform tax 
burden on corporate income from whatever source.  

Senator Bradley and Representative Gephardt saw their bill as expanding the frontier of 
the tradeoff between fairness and efficiency. It eliminated numerous inequities in the treatment of 
taxpayers with similar incomes, and it reduced the tax rates on productive economic activity. 
Further, it added the business neutrality argument to the efficiency motivation for tax reform; it 
would eliminate virtually all tax shelter activity, and would steer the resources from shelters and 
other hitherto favored activities into others that earned more profit apart from the tax benefits. 
Thus, Bradley-Gephardt allowed its sponsors to argue for fairness and growth at the same time--
a possible political strategy for a party that seemed to have lost its way.  

Beyond the specifics, however, Bradley-Gephardt was the first comprehensive income tax 
reform system ever put forward by members of Congress. Other members had argued for tax 
reform in the past, espousing the closing of one or two egregious loopholes, and usually 
overemphasizing the reduced tax rates that would result. Bradley and Gephardt were the first to 
make the numbers add up, which meant that all of the repeals of deductions and exclusions had 
to be made explicit--including those that were less than egregious and had come to be taken as 
matters of right by large segments of the taxpaying population. It was a very risky step; there was 
no telling what the political fallout might be. (Every tax expert in Washington remembers that the 
late Al Ullman, while chairman of the House Ways and Means Committee, lost what was thought 
to be a safe seat in Oregon at least in part because of his espousal of a value-added tax.) The 
sponsors braced themselves and waited for the bang. The reaction, however, was encouragingly 
positive. Apart from a howl from the real estate industry and another from labor unions, the 
complaints were limited to scattered, answerable objections to the repeal of one minor deduction 
or another. There was enough positive response to keep the enthusiasm flowing.  

In their excellent account of the events surrounding the passage of the Tax Reform Act of 
1986 (Showdown At Gucci Gulch, Random House, 1987), Jeffrey H. Birnbaum and Alan S. 
Murray suggest that the 21 months following the introduction of the Fair Tax Act of 1982 were a 
fallow period--that the initiative "seemed to be one of the forgotten proposals, a noble but 
unrealistic idea." I believe that this is something of an understatement of the efforts and the fruits 
of 1982 through 1983. As was noted earlier, the cosponsors engaged in a back-breaking 
promotional campaign for their idea. (Bradley, it was said, "would attend the opening of an 
envelope.") This process exposed Bradley and Gephardt to all of the criticism of the bill, and 
necessarily educated them in the justification for their proposals. In part because of its inherent 
soundness, Bradley-Gephardt benefitted from the "flat tax" publicity boomlet, but remained firmly 
on the beach when the flat tax was washed away with the tide. This building of credibility for the 
proposal and its backers raised it gradually from the pipe dream into the long shot category, and 
subsequent events were to demonstrate just how much momentum it had.  
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The constituency building effort proceeded into 1984, when presidential politics became 
an obvious element in every policy debate. There were several developments. The first was when 
President Reagan, in his January 1984 State of the Union message, directed the Treasury to 
report specific recommendations for the comprehensive reform of the tax system by December of 
that year. Press analysis subsequently suggested that the Administration feared a Democratic 
nominee's use of the Bradley-Gephardt bill as an issue in the campaign, and was therefore 
attempting to preempt the issue. The Treasury study would give the President an advantageous 
position; he would be wedded to no specifics, but could attack Bradley-Gephardt on chapter and 
verse pulled out of context. Further, the President at least had the option of allowing the Treasury 
report to gather dust if he chose later not to pursue the issue. Obviously, the President would not 
have resorted to this ploy had not Bradley and Gephardt built a sound foundation for their issue.  

A second development was the announcement by Representative Jack Kemp, R-N.Y., 
and Senator Robert Kasten, R-Wis., that they were introducing their own comprehensive income 
tax bill, or what Rep. Kemp called "a Republican Bradley-Gephardt." The Kemp-Kasten bill, which 
was revised numerous times over the next two years, was never an influence on the tax reform 
process (apart from a call to raise the personal exemption to $2,000, which was finally enacted 
for the end of a long phase-in period). Unlike Bradley-Gephardt, which was developed in close 
consultation with the Congressional Joint Committee on Taxation and was formulated to attain 
precise revenue neutrality by the committee's official estimates, Kemp-Kasten was never officially 
costed out--because the cosponsors did not ask for it. The reason was that Kemp and Kasten 
suspected that it would not achieve revenue neutrality by official estimates, and either did not 
want to know or preferred to trust in supply-side economics to close the gap. (The Wall Street 
Journal reported that the Treasury estimated the revenue effects of Kemp-Kasten late in the 
process--for the Administration's information, not at the request of Kemp or Kasten--and found it 
tens of billions of dollars short.) What was important in the Kemp-Kasten bill, however, was 
having a prominent supply-side conservative jump on the bandwagon of tax reform, thus making 
it possible for others to join and further broaden the coalition. That influence proved critical.  

As the year wore on, the foremost question was whether Walter Mondale would make tax 
reform a major part of his presidential campaign. Eventually, of course, he did not. Tom Edsall 
reported in The Washington Post that Mondale was persuaded to avoid tax reform because it 
would offend the real estate industry, a major source of funds for Democratic political campaigns. 
Other sources have quoted Mondale as saying, after the election, that failing to embrace tax 
reform was his most serious mistake of the campaign. So died the Democratic hopes of using tax 
reform to reclaim the political initiative lost to Ronald Reagan in 1980.  

The Treasury then pulled a major surprise by releasing its study several weeks early, on 
November 27, 1984, and with no prior consultation with the President or the White House staff. 
Secretary Regan's rationale for the early release was that once the plan was finalized, it was 
subject to debilitating leaks (which had already begun) and could be picked apart in the press. 
The fear among tax reformers, however, was that the report was being held up as a target for 
beneficiaries of the current code, and could have been so discredited that the President could 
safely walk away from the issue. Secretary Regan's answer to questions about controversial 
provisions that "...this report was written on a word processor; it can be changed," did not ease 
those fears.  

The Treasury report itself, however (subsequently referred to as "Treasury I"), was 
extremely well received. It confirmed the Bradley judgment that the personal expenditure tax 
concept was not yet ready for serious consideration. It then followed very similar general lines to 
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Bradley-Gephardt, with three individual rate brackets ranging from 15 to 25 and 35 percent, and 
with a corporate tax rate of 33 percent. It repealed the investment tax credit and eliminated the 
acceleration from depreciation on the business side, and pruned the itemized deductions and 
exclusions for individuals. A major difference from Bradley-Gephardt in the basic individual 
provisions was eliminating all itemized deductions for state and local taxes, which fit in well with 
the Administration's theme of devolution of responsibilities to the state and local levels but proved 
extremely controversial.  

In several respects, however, Treasury I distinguished itself from Bradley-Gephardt by 
being extremely elegant. It indexed capital gains and depreciation for inflation by methods that 
were conventional and well known, but went on to index interest income and expenses, which 
was reputed to be extremely complex, by a new and simplified method. (It would have taxpayers 
compute their net interest--interest income minus interest expense--without indexation, and then 
index the net interest according to an economy-wide average interest rate, rather than indexing 
each account and loan according to its actual interest rate.) It would have provided a deduction to 
corporations for half of the dividends they paid, as a partial step towards integration. Rather than 
taxing all of health insurance fringe benefits like Bradley-Gephardt, it would leave the first dollars 
of employer-paid premiums tax-free, as an inducement to participation in such insurance plans; 
only the excess of the premiums over the cap would be taxed. It provided an opposite floor for 
charitable contributions, so that small, routine amounts of contributions would not be deductible, 
but large contributions would benefit from the incentive. In these respects, Treasury I was the 
antithesis of Bradley-Gephardt's creed of practicality over purity. Many economists reacted that 
the Treasury was sending a Lamborghini out to race the Bradley-Gephardt Volkswagen Beetle.  

But Lamborghinis often fail to start on cold mornings, and what was picked apart in 
Treasury I, was for the most part, the elegant features. The financial community argued against 
indexation of capital gains for the same reason that they had in 1978: they preferred an exclusion 
that would reward them for big gains accrued over short times, rather than inflation protection. 
The investment community railed against nonaccelerated indexed depreciation, asking for bigger 
up-front deductions that were not contingent upon inflation. Banks found that the streamlined 
indexation of interest income and expense would distort their profit margins. Corporate managers 
argued that even if they received a tax deduction for their dividends paid, rather than individual 
shareholders receiving a credit for dividends received as they would have in the 1977 Carter 
options, the shareholders would see through the ruse and demand more dividends. Labor unions 
were opposed to any taxation of fringe benefits, but were violently opposed to the Treasury cap, 
which would single out their very generous plans for taxation. And the charitable sector protested 
against the floor on the contributions deduction.  

But one simple feature of Treasury I probably caused more controversy and contributed 
more to the ultimate passage of tax reform than any other: a $25 billion per year increase in 
corporate income taxes, which financed a $25 billion per year cut in individual taxes. Some 
observers argued that it was a simple sweetener for individuals, who vote, out of the deep 
pockets of corporations, who do not. But inside sources suggested that the numbers dictated the 
result; after defining the individual and corporate tax bases as they thought proper, the Treasury 
found that the corporate tax simply raised too much revenue. They lowered the corporate rate two 
percentage points below the top individual rate, but hesitated to go further because of a possible 
inducement to incorporate hitherto unincorporated businesses to cut taxes with the lower 
corporate rate. (Birnbaum and Murray report that this process was aided by the unaesthetic 16-
percent--28-percent--37-percent first draft individual tax rate schedule, which sounded "like a 
football call" to Secretary Regan; reducing those individual tax rates required more corporate 
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revenue.) With the repeal of the prominent tax preferences plus this tax increase on corporations, 
Treasury I completed the U-turn from the 1981 business tax policy.  

It was here that this particular President, and his particular party affiliation, probably had 
more to do with the ultimate success of tax reform than in any other connection. For one thing, 
Ronald Reagan's approach to tax policy is rather unidimensional: the level of the top individual 
tax rate is far and away his most important consideration. Long-time Reagan watchers relate that 
the President was deeply offended when his acting career took off at the end of World War II, and 
he discovered that he was paying 91 percent of his last dollars of income to the Federal 
government. As President, the supply-side ideology had reinforced his aversion to high tax rates. 
The Treasury's proposed 35 percent maximum rate took on a highly symbolic meaning to the 
President; he realized that he could claim that the maximum individual income tax rate was cut in 
half during his term of office if the proposal passed intact. This potential achievement 
compensated for a multitude of sins, not the least of which would be the knifing of virtually every 
traditional Republican party constituency with not just the repeal of most major tax preferences, 
but a net $25 billion per year corporate tax increase to boot.  

Further, it is unclear just how closely the President focused on this tradeoff in any event. 
Surprisingly late in the game, the President was reported to have asked Treasury Secretary 
Regan about the murmuring of a corporate tax increase in the plan. The secretary reportedly 
reassured the President that only corporations that now paid no taxes would have their taxes 
increased, and the President was satisfied. It is far from certain whether a more detailed look at 
the issue in the Oval Office would have yielded the same result.  

Thus, the "Nixon Visits China" scenario was replayed. The President unquestionably 
carried a large number of reluctant Republican votes in both houses of the Congress. Had Walter 
Mondale been elected in 1984, those votes would have been unattainable. The Democrats would 
have had to pass the bill on a straight party-line basis, against charges of unrestrained 
redistributionism and corporation bashing, with no votes to spare, and under the most intense 
pressure from their own allied interests. It is hard to imagine how tax reform could have 
succeeded under those circumstances.  

Once on the table, the corporate tax increase was impossible to remove. The extra $25 
billion of corporate revenue saved the Treasury from having to make those last hard choices on 
the individual side that a distribution-neutral bill would have required. With the tax cut, the 
Treasury could give more relief to the near-poor, which did not buy many votes directly, but to 
some extent wrapped the bill in the flag. With less revenue to raise, the plan could yield more 
winners and fewer losers. And perhaps most decisively, once such a tax cut was offered to the 
voters, it would be political folly to step forward and propose to take it away.  

So the greatest danger to Treasury I was that the President would reject it; instead the 
President bought on, at least in principle. The next question was what kind of a proposal the 
Treasury could develop that the President himself would sign. This process proceeded under 
somewhat different circumstances, because James Baker (hitherto White House Chief of Staff) 
and Secretary Regan swapped jobs.  

Secretary Baker seemed to be somewhat more of a political conciliator than his 
predecessor, and the final Administration proposal, called "Treasury II," seemed at least in part 
an attempt to mend traditional Republican fences. Indexation of capital gains was dropped, and in 
its place was a capital gains exclusion that reduced the maximum effective rate on long-term 
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gains relative to current law. Depreciation would still be indexed, but it would be accelerated more 
than in Treasury I. The corporate deduction for dividends paid was cut from 50 percent to 10 
percent. The indexation of interest income and expense was dropped, as was the floor on the 
charitable contributions deduction. The cap on employer paid medical insurance was replaced by 
a ludicrous floor that had every covered employee, regardless of the generosity of his plan, 
paying tax on the first $25 per month. With all of these changes, the bill provided tax cuts for the 
highest measured income group ($200,000 and over) that were larger, even in percentage terms, 
than those for the middle class.  

Reaction to Treasury II was tinged with disappointment; many economists believed that 
some tough provisions of Treasury I were sacrificed without a fight. Some were also disappointed 
with the loss of the elegant features of Treasury I, including indexation; others felt that to be 
inevitable.  

But perhaps the most negative development from Treasury II was the emergence of a 
revenue shortfall. The concessions made on capital gains, charitable contributions, depreciation, 
and other provisions made the package revenue short in the early years. Treasury responded by 
including a "recapture" tax on recent investment. The reasoning was investments made since 
1980 received a "double dip," because they benefitted from the investment credit and accelerated 
depreciation in their early years, while they would also benefit from the drastically reduced 
corporate tax rate after the tax reform plan became effective. This double dip would be prevented 
by adding a percentage of depreciation claimed in the early 1980s back into taxable income after 
the bill passed. This recapture tax was greeted by howls of protest from the corporate sector, and 
few took it seriously. This left a $56 billion revenue hole in Treasury II over its first five years. Nor, 
despite Treasury's claims, was it strictly a short-term revenue hole; private economists and the 
Congressional Budget Office agreed that the new, more generous depreciation system would 
lose revenue in the long run as well.  

The positive side of Treasury II, however, was that the President was firmly on board with 
tax reform. The obstacles to legislation of this sort are well known: a minority of taxpayers with a 
lot to lose lobbies vigorously, while the majority, each with much less to gain, is silent. In this 
instance, the odds were even worse. As some indication, while 75 percent of the taxpayers will 
receive a tax cut under the final bill, a poll found that only 25 percent thought they would. Half of 
the taxpaying population would get a tax cut but did not believe it. And this majority was not just 
silent over the course of the congressional deliberations; members reported receiving angry calls 
from constituents who, after rudimentary examination, were found to benefit from the bill. So 
without a presidential mandate, the chance that tax reform would pass the Congress was 
exceedingly slim. With that mandate, there was at least a shot.  

The first hurdle was having a Democratic chairman of the House Ways and Means 
Committee introduce a bill at the behest of a Republican president. Rep. Dan Rostenkowski, D-
Ill., chose to proceed. He saw tax reform as a long-time Democratic principle, and felt that he 
could not refuse even a Republican president's initiative in such a traditional Democratic 
direction. Further, he had some personal scores to settle, having been widely thought the loser in 
his 1981 and 1982 tax bill joustings with Finance Committee Chairman Robert Dole, R-Kans. And 
finally, Rostenkowski had his own ambition. He wanted to be Speaker of the House in the next 
Congress, after the announced retirement of Tip O'Neill, D-Mass. Tax reform, with its expected 
swipes at the tax preferences of the oil and gas industry, would give Rostenkowski a good 
chance to separate the front-runner for the speakership, Rep. Jim Wright, D-Tex., from those 
traditional Democratic principles of tax reform.  
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Ways and Means began its deliberations with much fanfare but little success. Though it 
was firmly under Democratic numerical control, there were some serious problems. First of all, 
many Democrats saw Treasury II as basically unfair, with its top-heavy tax cuts; their expressed 
goal was to pass a bill that Ronald Reagan would want to veto. To do so, they wanted the highest 
possible top individual rate; they felt that they, as Democrats, had more to lose than gain from 
passing a bill for which Ronald Reagan could take credit. For them, the cause of tax reform was 
secondary to politics. It took much cajoling from Rostenkowski and much persuasion from 
Bradley (playing an unusually active role for a senator in House deliberations) to even get the 
process to begin. Rostenkowski and Bradley managed to convince many of the members that a 
better tax reform bill, rather than a sham, would be the best political weapon against the 
President.  

Still, Ways and Means had to go through a collective metamorphosis before it could really 
get down to work. There was enough influence by affected interests that the chairman lost 
several votes. The last painful defeat came on a bank provision, where the committee chose to 
liberalize current law and actually lose rather than gain revenue. Anecdotal accounts have it that 
an indiscreet industry lobbyist cried, "We won! We won!" outside the committee room after the 
vote, so humiliating and angering the members (and reinforced by some pointed accounts of the 
vote in the press) that they returned the next day to reverse the vote and proceed with new 
resolve. An important procedural assist came when Chairman Rostenkowski enforced a revenue 
neutrality requirement on all amendments--if a member wanted to restore a tax preference, he 
had to propose a base broadener or a rate increase to make up the revenue.  

On one front, an unusual alliance was formed. Members from high tax northeastern and 
midwestern states pledged to vote in favor of the oil industry, in return for votes against state and 
local tax deduction repeal from members from oil states. When the dust had settled, Ways and 
Means had left the state and local tax deductions completely untouched, and had worked out 
some compromises that were acceptable (barely) to key oil state members.  

In general, Ways and Means was tougher on business tax provisions, and easier on 
individual provisions, than the Treasury. Its individual tax base was narrow enough that it required 
a fourth, 38 percent bracket to raise less revenue than Treasury II. With a 36 percent corporate 
rate, the Ways and Means bill raised more from the corporate sector--as was necessary to offset 
the losses to the state and local tax deduction-oil preference coalition.  

The bill passed committee with some unexpected vulnerabilities. In the final deliberations, 
with the last few billion dollars to raise to achieve revenue neutrality, the chairman found it easier 
to work in caucus with his own party members; and so the Republicans on the committee felt 
slighted. That problem, coupled with the natural Republican discomfort with the substance of the 
bill, added up to big trouble. The spark that ignited the ensuing rebellion was unhappiness among 
selected members on both sides of the aisle with a last-minute provision that removed a tax 
advantage for retired government employees. Opponents saw an opportunity in a necessary 
procedural vote (to adopt a rule governing subsequent consideration), which could kill the bill 
without any overt statement on the merits of tax reform; the denial of the rule dealt the bill a 
stunning defeat before it was ever actually considered. Republicans voted overwhelmingly to kill 
the bill.  

The bill was dead without the President's intervention. He chose to go to work to salvage 
his major domestic initiative, and lobbied many Republican members to change their votes. The 
device that apparently made the difference was an ironic letter, saying (in appropriately vague 
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language) that the President disliked the bill and would veto it if it reached his desk in its current 
form, but urging the members to pass it on to the Senate where the Republican majority would 
surely improve it. The House Republicans were convinced in sufficient numbers, and the bill 
passed in an improbable reincarnation on the House floor.  

This moved tax reform along to the Senate, where some felt it had even bleaker prospects 
than it had in the House, despite the Republican majority (or perhaps because of it). In fact, it was 
an open secret that many House members had considered tax reform to be a free vote, believing 
that there was no realistic chance that the Senate would ever pass a bill. Finance Committee 
Chairman Robert Packwood, R-Ore., had proposed many of the employee benefit tax 
preferences in the law, and was known to be lukewarm at best on tax reform. He set the tone with 
a frank statement to a journalist that "I kind of like the tax code the way it is." Nonetheless, 
Packwood had to respond to the call of his party's leader, so he conferred one-on-one with his 
members and then holed up with staff to write a bill.  

When the chairman emerged, the bill was quite a surprise. It did far less base broadening 
than the House, and plugged the huge resulting revenue hole by denying businesses the 
deduction for their excise tax liabilities. The chairman said that he and staff had determined that 
this deduction was a "loophole." The rest of the committee and the economics profession 
disagreed, and the committee proceeded with that enormous revenue hole implicitly empty.  

The Finance Committee proceedings began much as had those of Ways and Means. The 
early votes went against the chairman, and his bill fell more and more behind on revenue--with 
the excise tax revenues still to be made up. As the series of defeats grew longer, Chairman 
Packwood pulled his own bill out of the committee, realizing that any more losses would destroy 
its credibility.  

There followed a surprising transformation of Robert Packwood. The press has reported it 
as being instantaneous, in a despairing conversation over a couple of beers with his chief of staff, 
Bill Diefenderfer. From the events at the time, however, it likely took several days. Packwood and 
Diefenderfer decided to present the committee with a learning device: a "pure" tax reform bill with 
no deductions, credits, or exclusions. The members would then suggest which tax preferences 
they wished to restore to the law; the staff would report back on the spot the effect that restoring 
those preferences would have on the attainable tax rates, given the constraint of revenue 
neutrality. The idea was to teach the members through trial and error the nature of the tradeoff 
between preferences and low rates.  

The staff, in anticipation of this exercise, worked out possible end points of the process. 
They settled on two versions of such an "almost pure" tax reform bill, each having two tax 
brackets with the first at 15 percent; one had a top rate of 26 percent, and the other 27 percent. 
Each used highly unorthodox devices to attain these low rates, including the complete phasing 
out of the personal exemptions, and of the tax savings from having paid tax at the lower bottom 
rate, once income exceeded certain levels. Chairman Packwood became intrigued with these 
packages, and cautiously floated the 27 percent version as a "staff option." (In a most unusual 
press conference, Packwood introduced the staff director of the hitherto ultra-anonymous Joint 
Committee on Taxation, David Brockway, as the author of the plan.)  

Before too long, the "Brockway plan" had won Packwood over. He told the press that "I 
came to believe that Bradley was right," that the best approach to tax policy was to clear the 
decks of preferences and reduce rates to their lowest possible level. There was a sense in the 
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chairman's arguments of lobbying overload, of hearing too many times that one particular tax 
preference or another is the key to our prosperity. Packwood now responded to questions from 
the press and from other members by wondering aloud: If tax incentives were so important, how 
did the nation's economy perform so well before the income tax even existed?  

Packwood solidified his plan with a "core group" consisting of Bradley, George Mitchell, D-
Maine, Daniel Patrick Moynihan, D-N.Y., John Chafee, R-R.I., and John Danforth, R-Mo. A key 
element of the final package, suggested by Moynihan, was an extreme anti-tax shelter provision 
that came to be known as the "passive loss limitation." It provided that losses from passive 
investments (those in which the investor played no managerial role, as is the case in most tax 
shelters) could not be deducted from other income for tax purposes. In an ideal world, where all 
investments were made to earn a pretax profit, such a provision would be highly undesirable. Its 
only merit came from choking off intentional tax sheltering activity, and in the process it 
threatened to harm many economically motivated passive investments. Nonetheless, the revenue 
gain from the provision was found to be so enormous ($50 billion over five years, a measure of 
the prevalence of tax shelters) that the committee could not resist it. The provision was even 
more controversial in that it would apply even to investments made before its enactment, though 
the limitation would be phased in over five years.  

On the corporate side, the package had an equally bold provision. The widely anticipated 
effect of ACRS, in combination with other corporate tax preferences, had been to make a large 
number of profitable corporations nontaxable. Robert McIntyre, from a largely labor-funded 
organization called Citizens for Tax Justice, had begun to issue periodic press releases that listed 
prominent profitable corporations that paid no tax, and those releases had received tremendous 
publicity. Now, the members were being hammered in their every public appearance about large 
profitable corporations paying no taxes. Even the most pro-business members had decided that 
whatever else happened, this pounding had to stop. (Thus, reports of nontaxable corporations 
became to tax reform in 1986 what reports of nontaxable high-income individuals were to tax 
reform in 1969.)  

If the cause of the problem was firms with book income that paid no taxes, the staff 
reasoned, why not tax book income? And so they added to an already aggressive minimum tax a 
provision that would tax half of any excess of book income over income as otherwise measured 
for minimum tax purposes. Tax specialists and accountants protested that book income was not 
defined or intended for tax purposes, that many smaller businesses had no formal books, and 
that numerous anomalies were sure to result. But again, the appeal and the revenue pickup of the 
provision were too strong, and it passed into the bill.  

The extremely low maximum rate in the Chairman's proposal won several conservative 
members over almost immediately, and the bill had a strong coalition consisting of the ideological 
extremes of the committee. In time, the relative center joined in. Several threatening amendments 
were defeated through adherence to a revenue neutrality rule identical to that used in Ways and 
Means. A final, bitter compromise was the exemption of working interests in oil and gas limited 
partnerships from the passive loss limitation. That provision, though fought vigorously by many of 
the more reform-oriented members, was supported by others with a sense that the bill stood a 
much better chance with the support of those from oil and gas states (including the legendary 
former chairman, Russell Long, D-La.). The bill then cleared committee with a unanimous vote.  

Unlike on the House floor, where a rule restricted the time for debate and limited 
amendments to one, the Senate's procedures were totally unrestrained. Supporters of the bill 
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determined to protect it by voting "no" on all amendments, and though only one senator 
(Danforth) fully adhered, the coalition remained tight enough that no amendment of substance 
passed. Several came painfully close, however, including one to restore deductibility of IRA 
contributions, and another to restore the special charitable contributions deduction for 
nonitemizers. In the end, the bill passed by 97-3, with the dissenters, all Democrats, complaining 
of regional impacts or insufficient progressivity in the distribution of the burden.  

Throughout the darkest days in the House and the Senate, some members of the press 
stated that the bill "had a life of its own," and that somehow the problems would be worked out 
and the bill would pass. The developments in the Senate most clearly gave meaning to this 
interpretation. There was a public reservoir of disapproval of the current law, and that was the raw 
material with which the two committee chairmen could work; but they did their jobs in quite 
different ways. The House bill was a skillfully crafted product; the chairman worked closely with 
his members, discovered which particular preferences each member had to have to satisfy his 
most important constituent interests, and worked out a compromise that saved all of those 
preferences and used the repeal of the others to finance the bill. The problem with this approach 
was that the public, far from expert on tax policy, saw this as a brokered bill; they were told that 
loopholes dear to important members were retained, sensed this as one more special interest tax 
bill, and remained lukewarm--even though the bill was a significant improvement over the current 
law.  

The Senate bill operated in an entirely different dimension. Though far from perfect, it 
came close enough to the ideal of tax reform, with rates much lower than senators had 
anticipated, that it captured the support of even the most reluctant. It repealed some preferences 
that were "essential" when measured by the scale of the Ways and Means proceedings, but 
compensated the offended senators with the extremely low rates. Tax reform became a 
motherhood and apple pie issue. Almost every senator had said at some point, "I'm for tax 
reform, but...." The Senate bill came close enough to the ideal that the response could be, "Well, 
this is real tax reform--are you for it?"  

Senate passage sent the bill to conference. Early commentary suggested an easy melding 
of two good tax reform bills. In fact, the process was extremely painful--for two reasons. The first 
was the expected Republican reluctance to raise taxes on corporations, even with the President's 
support. While the House bill had been tough on corporations, the Senate bill was much gentler, 
and the Republican majority held to that position most vigorously. They saw their role as 
improving on the House bill as the President had mandated, and they would support a tax 
increase for business as large as the President had proposed but no larger.  

Secondly, changes in the economic forecast subsequent to the passage of both bills 
(including lower inflation) plus timing differences (the House bill was written to take effect on 
January 1, 1986, though that was obviously not feasible for a conference meeting in August) 
meant that the Senate bill was now seen as revenue short, and that the House bill would increase 
corporate taxes far above what was originally estimated. The debate in conference became so 
painful--with the House insisting on heavier corporate taxes and bigger tax cuts for the middle 
class, and the Senate just as vigorously defending the corporate sector--that Russell Long 
suggested that Rostenkowski and Packwood attempt to settle the differences in private. The two 
chairmen could make the painful decisions to which their members could not publicly acquiesce, 
ultimately delivering a package that could spread such sacrifices evenly.  
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As this process neared a conclusion, the chairmen were dealt another revenue estimating 
blow, as the Joint Committee staff fine-tuned its economic forecast and reported lower-than-
expected revenue totals. The time for the Labor Day recess had come, and the chairmen 
responded to the new revenue totals with a set of painful final deals. They then called the full 
conference into session in private. Both sides balked, some heretofore supportive members 
(notably Danforth) expressed their opposition, and there was a serious risk that the process 
would break down. Some members had already left town, and others were sure to follow soon; 
both chairmen threatened to adjourn the conference for the holiday, amidst a general fear that the 
inevitable intense lobbying pressure would make a subsequent agreement impossible. In this 
dramatic atmosphere, Bradley presented to the chairmen, Treasury Secretary Baker, and his 
Deputy, Richard Darman, a formulation that provided the House with the middle-class relief it 
demanded without offending the majority of the Senate. The conference met in public session 
and signed a report late on Saturday, August 16.  

Against the backdrop of these events, final passage of the conference report was 
relatively calm. There was initial suspense when the enormously complex legal drafting ran 
overtime, and there were rumors of growing unrest in the House. With the President's 
intervention, however, the Republican minority chose to make its one permitted motion to 
recommit the bill a straightforward one, rather than adding on politically attractive (but budgetarily 
infeasible) instructions (such as restoring deductibility for all IRAs and for sales taxes). The 
House soundly defeated the recommittal motion, and the bill passed comfortably. On the Senate 
side, there was lengthy debate over the politically sensitive transition rules, but ultimate passage 
was inevitable.  

VI. Conclusion and Prospects 

The passage of tax reform required the most incredible confluence of circumstances--
almost like an alignment of the planets. The Democrats failed to seize the issue in 1984, and so 
may have missed a major opportunity; still, the bill likely would not have passed without the 
initiative and influence of Ronald Reagan. Yet in the final analysis, Ronald Reagan almost 
certainly would not have taken that initiative without a firm shove from Bill Bradley. Chairman 
Rostenkowski broke new ground when, despite enormous political obstacles, he dragged a bill 
through the Committee on Ways and Means. Chairman Packwood, after his own conversion, 
elevated the issue to a plane where many narrow interests could be safely put aside. And the 
entire membership of the Congress persisted when the voters' fear of the unknown suggested 
turning back.  

The uniquely broad reach of the new law was both a hindrance and a help to its passage. 
The long list of tax preferences repealed and curtailed made tax reform many powerful enemies. 
Yet the $25 billion transfer from corporations to individuals, approved almost by chance by a pro-
business Republican administration, held out the prospect of tax cuts to more than just the most 
obvious "losers" from the old law--it served the function of the "sweetener" revenue cut in past tax 
reform efforts, and in the textbook model. Further, the cleansing of the corporate tax base 
permitted a big reduction in the corporate tax rate, even with the $25 billion revenue increase. 
This sizable rate cut led many heavily taxed corporations to break ranks from the united business 
lobbying front, which had played so large a role in the passage of the 1981 law.  

Earlier tax reform efforts could offer tax cuts to both corporations and individuals, however, 
and none approached the 1986 law in scope and success. What was different this time, and what 
does that portend for the future? One factor was certainly the excesses of the 1981 law, 
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especially safe harbor leasing and the other corporate provisions; they pushed the pendulum so 
far in one direction that it had to return. The non-taxpaying corporation of 1986 did play the role of 
the non-taxpaying high-income individuals of 1969. But another factor was the apparently long-
lived triumph, in the 1981 law, of the ideology of low marginal tax rates. Important also were 
Ronald Reagan as its most prominent and effective spokesman, and Bill Bradley as the prime 
mover with an attractive and viable plan.  

Also contributing were the successes of the 1982 and 1984 deficit reduction laws, which 
smoked out the defenders of existing preferences, and demonstrated that tax base broadening 
does not ipso facto end economic life on this planet. These models are especially important now, 
because future reform legislation cannot offer nearly the amount of base broadening--and the 
corresponding rate reduction--of the 1986 law. In fact, the days of even revenue-neutral tax 
reform may be over for some time; any tax reform in the foreseeable future will have to raise 
revenue, by broadening the tax base without corresponding rate cuts. We know that the 1982 and 
1984 model works; but we know that it is painful and divisive, as each interest brought to the 
chopping block points to the others cowering in the background and asks, "Why me?" There were 
tax preferences spared by the 1986 law, and those could be tapped for deficit reduction. On the 
one hand, the preferences that survived 1986 were those with the best defenses, and thus seem 
likely to escape again. But on the other hand, the last five years have exposed all tax preferences 
to a new depth of scrutiny, and with intense budgetary pressures and a strong aversion to 
increase statutory tax rates, anything is possible.  

There is a chance of anti-reform legislation as well. Many offended interests are already 
back in Washington to plead their cases all over again. All of those interests will assign every 
upcoming economic misfortune to the tax reform bill. And to be sure, some groups were hit hard; 
real estate is a prime example. But the real estate investments (and many others) that lost from 
the bill would never have been undertaken without the extreme subsidies in the tax law. Those 
investments represent the height of economic waste, and a diversion from our long-run national 
interest. The question is not whether those tax subsidies would be repealed, but when.  

Most prominent among the interests asking for a retrial are the recipients of capital gains. 
A capital gains preference would concentrate an enormous amount of tax relief on the wealthiest 
individuals in the nation, and so it is their highest priority. (Capital gains has a more tenuous 
linkage to ultimate capital formation than some other preferences, but that does not seem to have 
influenced the thinking of the lobbyists.) And for the same reason that capital gains was the 
keystone of the initial plan for comprehensive reform, so it is the first target of those who would 
revert to the old regime. Capital gains relief, if granted, would cause a reaction among liberals to 
raise statutory tax rates, which would draw more lobbyists from the woodwork; the unraveling 
process would proceed, perhaps quickly, perhaps not. Already, economists-for-lease are arguing 
that capital gains tax rate cuts would raise revenue, tempting policymakers to befriend their best-
endowed constituents while narrowing the predicted deficit (and expanding the real one--but that 
would be known only later). It remains to be seen whether the Congress will resist this temptation.  

And there are questionable provisions in the new law, particularly with respect to tax 
administration; the passive loss limitation and the minimum tax on corporate book income are 
two. Only time will tell whether those provisions can be maintained.  

But the new law has an internal consistency that may be its greatest defense. Because of 
its very low rates, it spreads the burden of government thinly, so that no taxpayer's share is 
excessive. Thus, any taxpayer who wants his tax preference restored must justify special 
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treatment under a system whose burden is already low, and from a people whose instincts are 
fair; and the burden avoided through such special treatment must be shifted explicitly to someone 
else. This strength--and potential resistance to change--is what Bill Bradley called "the power of 
the idea."  

It may take a confluence of circumstances as remarkable as those we have just seen to 
change, fundamentally, this new tax law.  

Reprinted From: Tax Notes, Dec. 28, 1987, p. 1359 
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