Chapter 1

Showdown

The clerk will call the roll for final passage . . .

It is twenty minutes past midnight on the morning of Wednesday, May

9, 1986, and the Senate Finance Committee has been working almost

~ monstop since early the previous morning. Under the glare of television
lights, the twenty powerful senators seated around the semicircular hearing
table show signs of fatigue. Some droop back in their chairs, others lean
forward, propping their heads in their hands. Committee Chairman Bob
Packwood’s high forehead glistens with sweat, and his eyes are dark and
snken. Next to Packwood, the committee’s ranking Democrat, Senator
Russell Long—son of legendary Louisiana populist Huey Long and a Wash-
Ington legend himself—wears dark glasses to protect his eyes from the
Nghts.

Despite the late hour, the marble-lined committee room is packed to
the doors with people, and guards are stationed at the entrance to stop
more from pushing in. Deputy Treasury Secretary Richard Darman sits
#ear the front of the room, facing the senators, his brown hair combed
Mrsight back and his face stone-serious. Surrounding him are the staffs of
e Treasury Department, the congressional Joint Committee on Taxation,

#d the Finance Commiittee. Reporters sit cheek-by- jowl around two tables
far from the door, and the remainder of the room is filled with lob-
. ots of lobbyists.

- There is a sort of hierarchy to the tax lobbyists who swarm about the
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Dirksen Senate Office Building on this spring night. Those with seats in
the committee room tend to be mostly notetakers. They aré the lobbyists’
front guard, the younger lawyers and legal assistants whose job it is to get
up at sunrise and stand in long lines to make certain they secure seats in
the crowded committee room. Other less eager and more highly paid note-
takers fill a large auditorium two floors below. The auditorium is wired
for sound, and the lobbyists listen to the proceedings while munching on
take-out pizza and Dunkin’ Donuts. The room has been occupied by 100
many people for t00 long, and it smells faintly like 3 gymnasium. A few
of the lobbyists smoke and play poker at a table on the auditorium stage;
others doze in the back. The room is at once raucous and somber; it has
the strange aura of a wake.

In the hallway outside the committee room, more lobbyists stand ner-
vously, like so many expectant fathers crowded into the waiting room of
a maternity ward. These hallway loiterers include the top ranks of Wash-
ington’s tax lobbying world—men and women who are paid $200, $300,
even $400 an hour t0 influence legislators and preserve tax benefits worth

millions of dollars to their anxious clients. They lean against the walls and
talk among themselves, trading bits of gossip- “Did you hear?”’ says onc.
“They changed the effective date for the investment credit.” The whispered
message travels quickly down one side of the long hallway and echoes back
up the other. A few of the lobbyists huddle around the back door of the
committee room, hoping 10 catch a senator coming in or going out, hoping
for one last chance to make a pitch before the vote. The desperation in
their voices makes it clear that big money is at stake. Their expensive suits

and shiny Italian shoes give this hallway its nickname: Gucci Guich.

Until two weeks ago, most of these lobbyists were still betting that tax
reform would never happen. It was to0 bold, they thought, t00 radical. It
proposed wiping out 2 multitude of special-interest tax breaks in return
for sharp cuts in tax rates. That would be a boon to the great mass of
people who pay their taxes each year without taking advantage of these
deductions, exclusions, and credits. But it would be a disaster for the many
business interests and high-income individuals who have come to depend
on tax favors from Congress. 1t is those groups, the lobbyists thought, who
control Washington. They have the power, the money, and the influence.
They are the ones who hire lobbyists.

Then again, the lobbyists were wrong about President Reagan. They
thought he would never back a tax-overhaul effort that stepped on the toes
of countless Republican business constituents. But he did. And they were
wrong about the Democratic House: Defying everyone’s predictions, the
House to0 approved a sweeping tax-reform bill shortly before Christmas
the year before. Nevertheless, until just twWo weeks ago, the lobbyists were
still betting that the Finance Committee would bury the effort. The com-

mittee, after all, was the lobbyists’ best friend. Its members were the

aut i

thehrc;’::si qf countlegs tax breaks that aided favored constituents; they were

detemﬁll);:(riltts c:if xfmlhonfs of dollars in campaign contributions fl"om groups
o defeat reform. The conventional wi i i

t : . isdom in Washington

hat this Senate committee would certainly send tax reform to itsg gra:;as

Buti .
’ :St :;16 ;lrlle tc::lxrr’g/ex"rllic‘)lrgn1'r‘igtgout:s olf May 7, all bets are off. Something strange
in the back rooms of the Dirksen Building o
IV)val)sct) (;v;cl)l (;v:f.;]l;sr;guc;rkflrilg privately, out of the public eye, Chairﬁla;el:a::tll(e-
of his committee members hav
< . e undergone a remarx-
?hée :3:\;3;:;:3.1;1;13 h;l)ve prepared a reform plan even mc%re radical ?hr:n
e Democratic House: a plan that i
swath of special-interest tax break . K vt
s and lowers the top st
to 27 percent, the lowest of an jor i iali e
, owe y major industrialized nation. It is wi
?e?noo‘iits t:lciau?;ost sfl%mﬁcant reform in the history of the inco;ievil:xzo‘ﬁ
: ns of low-income workers from the incom i
e-tax &
gl:ct);sl :1;):; tf:t( ihelters and ensures that profitable corporations arno(;1 :e‘;lhtrlx:y
east some tax. If enacted, i i
po;};etbooks of virtually every Americaﬁ it would affect the lives and
e clerk slowly calls out the n .
ooy ames of the senators:
at;['h:nga;}(-eyed legislator from Kansas is the majority leader of the Sen-
He’has . is vote strongly influences other Republicans on the committee
S e:: f}l;gl::]:lﬁzfn Ea);) 'reform in the past, arguing that it does nothiné
: : s biggest problem—a huge budget deficit—
is caught up in the momentum of the past two weeks.g “I warﬁttobtltlltazlec

the chairman for this histori
istoric effort,” " ;
Senator Roth. ,” he says, “and I vote aye.’

Senator Danforth.

a :;2 ftrlgn c:flrk calls out the names of the Republicans, moving along the
rtiene le (x)r;ots; senior to th;, most junior member, it gradually becgmes
em, even thos i i
o e voting aye. e who have been hostile to the bill all
“There, that's good work,” whi
re, , ispers Dole to the chai
Republicans vote for the unprecedented tax measuizalrman’ as all eleven
Then come the Democrats: .
Senator Long.

The Louisi is
uisiana lawmaker, his sunglasses now laid aside, also gives a nod

1o Chairman Packwood, who is sitting to his right. Long chaired the com

:ﬂ:;gIfo;n%ﬁﬁzriajge:rsdbﬁfore the Republicans took control of the Senate
m.ref(;rm } be lab :; ard to enact many of the tax incentives that the
B Senatorrle;:le:slt?v :rllltxrimate. But he too has become a re-
hn"t.:stii work he’s done on this bill, :nfio;l%roatteul:;: ,t’h;edsl:;l;maﬂ for the
R : Z iirk clalls the names of the Democratic senators in order 6f seniority

gain only ayes are heard. By the time the voting gets to Senator Bili
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ley of New Jersey, one of the most junior members of the committee,
E:ri s)t,ill has not begn a single dissent. The former 'basketball player has
aproud, almost smug look on his face when his name 15 called. He authorqd
a version of tax reform four years ago; he is, as Senator Packwood w1ll
later say, the «“godfather” of reform. He pauses a moment and nods his
rovingly before answering aye. '
he’?‘?l: fa‘;t two gI;Yemocrats cast their votes, and a flush comes over (_le.man
Packwood’s face. His dramatic proposal is not only going to win, it is going
to win unanimously. No one expected that. No one thpught that his com-
mittee—of all committees—could muster even a ma)onty for such a radical
" bill, much less unanimous support. The chairman_ is the last to vote, and
as he does, tears begin t0 well up in his eyes. He gives a slow, solemn aye.
Senator Chafee rises quickly to his feet and begins to applaud _the f:hau-
man. Other senators and staff aides follow suit. Even tpe lobbyls_ts in the
back of the room, unable to avoid the sweep of sentiment, join 1n the
applause. Packwood grabs the hands of Dole and Long ax}d thrusts then:‘
into the air in a show of victory. Then he looks down at his desk, choke
ith emotion. '
WltIl:‘ fhe hallway outside, and in the auditorium two ﬂoors.below, the;e is
mostly silence. A few groans are heard. Many of the lopl?ylsts have clients
who will lose hundreds of thousands, millions, even billions of dpllars as
a result of that 20-0 vote. The same questions buzz through thc;u heafis:
How did it happen? Why did so many special interests g0 down in ﬂammg
defeat? How could the usual ways of Washington be tmed on 'thelr head?
As they listen to the applause, many of thg lopbylsts are still confuselii1
by the remarkable turn of events. But one thing is clear to all of 'them.
the early hours of the morning of May 7, tax reform completed its trans-
formation from the impossible to the inevitable.

The income tax was enacted three quarters of a century ago in an attempt
to bring fairness to the tax system. At the close pf the mne‘teenth centufyl;
the govetnment raised all of its revenue from t.anffs z}‘nd excise taxes, whic
placed a heavy burden on low-income Americans. If taxation is a quge
of freedom,” stormed income tax advocate Wl!ham Jennings Bryan in a
fiery 1894 House debate, “let me assure my .fngnq that the poor”people
of this country are covered all over with the insigma o{ freedom. "

Bryan fought for an income tax, but was tl'lwa.rted in 1895, when e;
Supreme Court ruled that the levy was uncon'stltutlonal. The debate ragth
for nearly two decades, but in 1913 the Sixteenth Amendment to the
Constitution was ratified and the income tax became law. .

The idea was to tax people according to their ability to pay, and income
was considered the best measure of that ability. From thg start, l?owever,
Congress made exceptions to that basic principle, allowing special treat-

“

ment for income that was used for certain purposes ot that came from
certain sources.

Payments for mortgage interest and state and local taxes, for instance,
were made deductible by the 1913 law. Farmers were allowed immediate
write-offs for their equipment investments in 1916. Charitable contributions
were made deductible in 1917. Military benefits were excluded in 1918.
The special tax treatment of capital-gains income earned from the sale of
assets, such as securities or real estate, was enacted by Congress in 1921.
Employers’ contributions to pension funds were excluded from taxable
income in 1926. The list of special deductions, exclusions, and credits grew
and grew, as Congress, acting at the behest of various interest groups,
found more and more reasons to make exceptions to the original principle
of the income tax.

Tax rates were boosted to help finance World War I and again to finance
World War II. After the wars, Congress was slow to lower the rates,
choosing instead to give back money through ever more tax breaks. The
steady erosion of the income tax base became a landslide in the late 1970s
and early 1980s. High rates of inflation increased the tax burden on indi-
viduals and businesses in various subtle ways, and as a result, the clamor
for special tax breaks reached a furious pitch. In 1981, the Reagan admin-
istration and Congress bowed to these pressures and enacted a tax bill that
not only cut tax rates, but also included the biggest package of tax breaks
for business in history. By 1984, even Trappist monks were petitioning
Congress for special treatment, asking that they be allowed to use the
Jucrative investment credit. “We’d like to have it,” said Father John Bap-
tist, bookkeeper of the Trappist Abbey in Lafayette, Oregon, “because

~ everyone else has it.”

Many of these tax preferences ware enacted with the best of intentions.

They were supposed to provide “incentives,” promoting laudable social or

" economic goals, but the sheer volume of the breaks became a menace. As

the list expanded, the code became like a giant Swiss cheese with too many
holes. It was on the verge of collapse.

The astonishing dimensions of the problem were illustrated in a pamphlet
published each year by the Joint Committee on Taxation. It listed federal
“tax expenditures”—a term devised to show that tax breaks were really
no different than direct government spending. In page after page of small
type, the pamphlet showed the many ways in which the code deviated from
the principle of taxing all income equally, the many ways in which the
government “spent” its revenue through tax breaks.

The list included tax credits for people who paid for child care or made
gontributions to political candidates. There were deductions that allowed

& people to escape taxes on the portions of their income that went to pay
~ medical bills, adoption expenses, or losses from theft. And there were

Warlous types of income that were simply excluded from taxation altogether,
- such as employer-paid fringe benefits, interest earned on life insurance,
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military disability payments, interest on municipal bonds, and ministers’
housing allowances.
For businesses, the tax breaks were more complex. Tax experts agreed

that a firm’s legitimate business €xXpenses should be subtracted from its
revenues before arriving at the income subject to tax. But the definition
of legitimate business expenses could be bent and twisted, and with the

s of tax lobbyists, Congress had found countless ways

assistance of armie;
over the years to do just that. Qil and gas companies, for example, were

able to write off certain costs of drilling successful wells in one year, even

1d produce oil or gas for many years—a ploy that

though the wells wou
saved the industry more than $14 billion a year in taxes. As an additional

incentive, the law also allowed oil and gas firms t0 deduct a percentage of
their gross income. Manufacturers, similarly, were able to save taxes by
writing off investments in heavy equipment Over five years, even though
the equipment might last fifteen years OF longer. Banks were allowed to
deduct the money they put into “bad-debt reserves,” even though those
reserves were far larger than the amounts of money the banks actually lost

to bad debts.
Dozens of other methods, all perfectly legal, were used to keep from

s income. There was no end to the diversity of tax-

paying taxes on busines:
avoidance schemes that Congress, with the help of clever lobbyists and tax

lawyers, could devise.
ated effect of all these tax breaks was breathtaking. The

The accumul
Joint Committee on Taxation concluded that by 1987, tax expenditures

rnment $450 billion a year in lost revenue—more than

would cost the gove
the total amount the government would collect that year in individual

income taxes!
became dangerously unbalanced. Some activities were

The tax system

taxed at extremely high rates; others faced no tax at all. Economic decisions
by people and businesses were distorted by these variations in tax, and the
result was to create enormous inefficiencies in the economy. Money poured

into those businesses and investments that were favored by the tax system,

and avoided those that were not. The tax system became an impediment

in the workings of the market.
At the same time, the uneven tax system created significant disparities

among taxpayers. Those who were fortunate or clever enough to benefit
from the many loopholes reaped large benefits; those who were not paid
a stiff penalty. Roscoe Egger, the commissioner of the Internal Revenué
Service during the first five years of the Reagan administration, summed

it up this way:

People were rapidly becoming disenchanted with the whole sy

see the emergence of tax
began to claim income as
different proportions. One couldn’t fail to reco

charitable contributions, tax shelters reached entirely

stem. We began to ‘
protesters. Groups refused to file, backyard churches.

gnize that this was 2 reflection of

-————___________—__—_:——_—-—————i

deep-seated unhappiness with the enti |

_ i re tax system. By 1983 we €

gf:;g: 1i1:l tt(l)xe };)wer income levels, with incomes of only 3183000 o:esl;(t))e 0%:)1! at;eséfre
phony tax shelters, private churches, mast ; i ’ ,
thing. They listened to this si id, Sl
W ot me? s siren song and said, “Gee, everybody else is doing it.

riSiOnplml;)n plolls showed t_hat public dissatisfaction with the tax system was
fs rp%r:\ ti)rgsyt l;;\ntd steadllz. Horror stories about millionaires and large
at manage to pay no income taxes at all were comm
gloatc:é Miny Amepcax:s began to perceive that the U.S. income tax v(\)rl;s
o ry “progressive. .It seemed that the average man on the street paid
igher portion of his income in taxes than the typical millionaire id
rat;lslr) l;han the other way around. P
¢ perceptions of the income tax changed i
. f ik ged drastically. A 1972
lxnt‘l;; girzzgyeg?{;mgsswg og Inftergovemmental Relatio?]s sho:Zd 5?3
: viewed the federal income tax as fairer th
income taxes, state sales taxes, Of local el
. : . property taxes. But by 1
fec}zr;;:taxt l\;':s di];(ig_e? :;nn the sagle poll to be the least fair, by Z lo?lzss’htgf
, isfaction with the tax system had its roots in the i ion
of the 1970s: As wages and salaries 10 e e
: : se to keep pace with price idd
income Americans found themselves ushed i i Pd highe ol
brackets, even though their new, i bd in im0 b A ora at the
, , inflated incomes bought no
grocery store than their old ones did. But mo ssatistact e
ar . stly, the dissati i -
ﬂcéted a };ecggnmon of the proliferation of tax bl?,eaks fsatisfaction r¢
ary Hecht, an assistant school principal in New Y i
. ass ork City, €
: t::): Zeu::;ttgegts ;'fh mlallolx;s ;f taxpayers in a December 1984 disctzssigpx;rgers;ig
y The Wall Street Journal. “My feeling wi
. g with the federal
ms tl;;clinticé (;{Le :;me ol:i story: The rich get richer, the poor stayr ;otoarx
; ss _gets poor too,” he co i ¢ ,
bogholesathis is going to constantly occur ? mpleined. “Because of the
‘On tax day, April 15, 1985, Deputy Treas:u i
15, 1985, ry Secretary Richard D
::i :j :gz:ic;lnt’h?t mg};hghted the extent of the problem. Darman wtrsni;g
on’s top re orm strategist, and he had a sha i
both the politics and the substance of the issue. ke i

The overwhelming majori
jority of taxpayers eat lunch without bein
. able to ded
their meals as business expenses. They buy baseball or hockey tickgts without ;ernc;

~ able to enjoy the luxu i

: , ry of business-related skyboxes. They t i

'_ But don’t take the tax deduction for ocean-czuise semina)ll's.al'llfh(en; 5&2‘? tzoats,

.. : mm tbc‘)lrtn ttll:eu' hosne rportgages and may take the tax deduction for their ;;a}:

R ,t u eg' can't quite figure out how others can invest in real estate shelteis
get more back in tax benefits than is put at risk. They read that of those with

income of over $250,000 before “losses,” more than a fifth pay less than 10

rnt in taxes; and of those with gross incomes over $1 million before “losses,”

er pay 10 percent of less in taxes.
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f the problem.
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board ShMehersl;:cll Bill Lilliston set up the Chincoteague B?;S:nt groztate
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improve potency all at the Same to take
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i e «ve Fortney “Pete”
plant 18 fem aint from California Representative l
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Stark: “We s
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years (0 figUre 00 O his tax-shelter mania were dra}magﬁiw:;rsaaﬁd
_ The Ulm:lile repared by the Treasury Department tord showed that in
ek yrl:lt 3. J. “Jake” Pickle of Texas. The st ings exceeding
Means DEmO=e -+ /ity thousand taxpayers wuh_de?;:s i 5 percent
;933 alonei’ncluding three thousand millionaires—pat

250,000

g
h

ople saw that
wa}SE . fraud.:alccount living also irked the average taxpayer. Peop
xpense-

their neighbors with well-paid accountants could find dozens of creative

ways to beat the system. These clever taxpayers would deduct their Mercedes,

their expensive meals, their country club dues, even their vacations. Ski
resorts in places such as Vail, Colorado, offered “‘investment seminars.”

After a long day on the slopes, skiers could drop by the seminars, fix a

cocktail, and watch a videotape telling them how to make tax-shelter in-

vestments; they could then deduct the trip as an investment expense. The
average taxpayer was, in effect, subsidizing ski trips for investors who
wanted to learn more about escaping taxes!

Confidence in the tax system was further undermined by the fact that
U.S. corporations were paying an ever-smaller share of the nation’s tax
burden. Over three decades, the corporate contribution to government
revenues had plummeted from 25 percent in the 1950s to just over 6 percent
in 1983; the 1981 tax bill brought the corporate tax near extinction. “It’s
like Alice’s Cheshire Cat,” joked Van Doorn Ooms, chief economist for
the House Budget Committee. “‘Everything’s gone but the grin.”

The decline in corporate taxes was highlighted in 1982 when a contro-
versy broke out over the so-called lease-a-tax-break law, a provision in the
1981 tax bill. The scheme had been hatched by the Treasury Department,
working in conjunction with a group of business lobbyists, and was designed
to ensure that the generous new business breaks in the 1981 bill would
help those companies that most needed them—companies suffering losses
and therefore not paying any taxes. The provision allowed profitless com-

panies to sell their tax breaks to profitable companies in a transaction
known as a ‘“safe-harbor lease.”

Although it may have been sound in theory, the safe-harbor-leasing
arrangement proved to be a political disaster in practice. The new law led
to a frenzy of strange tax deals that outraged the public and their repre-

sentatives in Congress: Global Marine reportedly sold tax benefits on oil
rigs worth $135 million to Hilton Hotels. Ford Motor sold IBM the tax
breaks on its entire $1 billion 1981 investment program, reportedly for a
price of between $100 million and $200 million. Occidental Petroleum sold

~ benefits on $94.8 million in investments, LTV sold breaks on $100 million

in equipment, and Chicago & North Western sold tax benefits on $53
million worth of locomotives, freight cars, and other property. In each
case, both the buyer and the seller benefited, and all at the taxpayers’
#xpense.

The furor in Congress over the tax-break sales was swift and sharp. The

wafe-harbor-leasing provision was repealed, but not until after the affair

‘had burned itself well into the public psyche.

 An even bigger flap over corporate taxes was sparked in early October
Ig84, when a little-known public-interest lawyer named Robert McIntyre
dropped a bombshell. Sitting at his computer in a cluttered little office in
Washington, the scruffy Mclntyre spent endless hours combing through
the annual reports of the largest corporations of America. He calculated
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any’s domestic profit and how much federal income tax each
ble companies

each comp
actually paid. His result: 128 out of 250 large and profita
paid no federal income taxes in at least one year between 1981 and 1983.

Seventeen Of the companies paid no taxes in all three years.

The Mclntyre

Jist included the best-known names in corporate America:
General Electric, Boeing, Dow Chemical, Lockheed, and others. In a
particularly embarrassing revelation, the study showed that among the
corporate freeloaders was w. R. Grace & Company, whose chairman, J.

peter Grace, had headed a commission for President Reagan that con-

cluded that wasteful government spending Was «gending the country down .

the tubes for future generations of Americans.”
« Americans aré wondering Why the federal government is incurring the

largest deficits in history even while they are paying the highest taxes ever,”’

said Mclntyre when his report was released. <‘This study documents one

important answer: the demise of the corporate income tax.’

The study made instant news. In Los Angeles, the Herald Examiner

overlooked the American League play-offs to make this its bannet head-

line: 128 BIG FIRMS PAID NO FEDERAL INCOME TAXES. A story in Rolling

Stone magazine shouted in big bold letters: EARN A BILLION! PAY NO TAXES!
mnist James J. Kilpatrick complained of “corporat® wel-

Conservative colu
:d for dependent corporations.” A labor leader at 2

rally in New Jersey held up 2 package of General Electric lightbulbs and

said they had cost him more money than GE's entire contribution t0 the

cost of governrnent. And on national television, Democratic Senator Rob-
ert Byrd of West Virginia told of a woman in Milwaukee, «the mother of
On that income she paid more

three children, who in 1983 earned $12,000.
E, DuPont, and Texaco, all put together.”

in taxes than Boeing, G

Other analysts had documented the decline in corporate taxes before,
but never before had anyone named names. In the public mind, it became
a powerful indictment of the income tax. “It's a scandal when members
of the Fortune 500 pay less in taxes than the people who wax their floors

or type their letters,” Mclntyre said.
Needless to 53y, Mclntyre generated considerable irritation in corporate
America. “‘His whole studyis 2 pile of bunk,” groused ] ohnR. Mendenhall,

vice president for taxes at Uni 1
effective tax rate in the study. And even Whirlpool, which had the highest

effective tax rate on MclIntyre’s list at 45.6 percent, Was not particularly

happy about the publicity- “It’'sa double-edged sword,” explained Robert

Kenney, the company’s tax counsel. “We owe it to our shareholders t0
d legal means t0 keep down taxes.”

take legitimate an
For Mclntyre, who was trained by consumer advocate Ralph Nader, the

publicity was ample return for th
reports. He too was @ Jobbyist of sorts, working for a labor-funded group

called Citizens for Tax Justice, which promoted the closing of corporate
loopholes. Unlike the lobbyist

e hours he spent deciphering corporate

s who represented big business and other -

wealthy interests, he did no i
' , t dine at plush, expense-acco
ggfa;d;dwlz Zp;.lnd mftrlch time buttonholing membepr: of Congruels; r:lsitsaggl(]so
ere fraction of . ;
ey of the much larger sums earned by his corporate
N
o matter. In the tax debates ahead, Bob Mclntyre’s one-man report

would turn out to be more i g
. re influentia
lobbyists could muster. ial than all the firepower the corporate

The goal of tax reform was to eliminate i
o : or curtail as many tax ¢ i
poggscs:lll);e ir;fx(:r ::as)\;re, not all tax breaks could be eradi)tl:ated:xg::ilt\:::
POty in e,dothers served critical social functions. But the tax
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e oalate who tan ready to defend their breaks at a moment’s notice;
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e, There s 5 e eeomventionl wisd g eted ay it
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‘ax breaks, after all, had always been part of the curren
. . C
gglét;zfen;t}l,rltrgge to give them out; theyudid not like to talZeofh(ég:l%)r:csli'
[ a;e{-)l;ear hrstory of the income tax had been a story of stead .
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Idealists had tried with little success to eliminate loopholes almost from

" he day the income tax
. was enacted. One man ] :
~ Rando! e man even died trying:
L ph Paul, a former Treasury tax expert, collapsed in thg nlllrld;t9 fg
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telling a congressional hearing that the Eisenhower administration was

using the tax code to stimulate business rather than just to collect revenue.

President John F. Kennedy also tried to launch an attack on the tax code
utspoken critic

and appointed Harvard law professor Stanley Surrey, an 0

of tax breaks and incentives, to the Treasury’s top tax post. Congressional

opposition to Surrey’s appointment Was intense. The oil and gas industry,
the mining industry, the savings-and-loan associations, and an army of
others who benefited from the nation’s cheesecloth tax system raised a
storm of protest. Surrey’s reception before the Senate Finance Committee
was particularly hostile, with Chairman Harry Byrd of Virginia indignantly
accusing him of harboring a low opinion of the nation’s legislators. “You
think that some of these tax laws were sneaked through Congress without
the knowledge of a great many congressmen,” Byrd charged. The senator
assured Surrey that they were not.

In the face of such opposition, Kennedy’s reform efforts wilted. His first
tax bill, signed in October 1962, was designed to jump-start the economy

rather than reform taxes. It included a huge new investment credit that

subsidized the purchase of business equipment and became one of the
ons of dollars of lost

biggest tax expenditures in the code, resulting in billi
he Treasury each year. The bill also contained a new provision,

revenue to t
that created a deduction for lobbying expenses. Ken-

added by Congress,
nedy’s second tax bill, introduced in early 1963, attempted to combine

sharp cuts in tax rates with an array of Surrey’s loophole-closing measures.

Virtually all the loophole-closing provisions were abandoned or gutted,

either by the Ways and Means Committee in the House or by the Finance

Committee in the Senate.
The closest Congress eVer came to enacting a broad reform of the income

tax was in 1969. The measure got its start in early January of that year,
thanks to Treasury Secretary Joseph Barr, who held the top Treasury post
for only twenty-seven and a half days at the end of the Johnson adminis-
tration. Shortly before leaving office, Bart testified on Capitol Hill of an
impending “taxpayers’ revolt,” spurred on by increased public awareness
of tax inequities. To ensure the fulfiliment of his prophecy, he unveiled
alarming Internal Revenue Service figures showing that 155 people with
incomes over $200,000 had managed to pay no income taxes at all in 1967.
The list, he said, included twenty-one millionaires.
That disclosure prompted 2 torrent of press coverage and a blizzard of
indignant mail to members of Congress. The new pre
was no friend of reform, but he immediately came under heavy pressure
to embrace tax overhaul. After a long debate, a bill was crafted that
repealed the investment credit, ended or curtailed a aumber of other tax

breaks, and cracked down on tax-exempt foundations.

reopened most of the closed loopholes. In1
voted to reinstate the investment credit and also approv

sident, Richard Nixon, 3

f the 1969 bill were short-lived; subsequent legislation ‘;
971, for instance, Congress:
ed new and more

generous business i i
ot companies; investment write-offs, as well as a new tax break for
N l?ole)iresiL%nal resistance to tax reform was symbolized by Senator Rus-
sell Lo %;80 (;Ccihaned the Finance Qommittee from January 1966 to De-
o thé t on (ojf one gf the nation’s most colorful political dynasties
i ax code as his tool for changing society. He had no interes;
in reforr .ove l;v1lsﬂe student of human behavior, Long realized the losers
o s t:) ahiﬁwould make far more noise than the winners. ‘“When
il sal i the taxes around so that one set of taxpayers pays a
A somebody else.pays a lot less taxes, the people who
. do not rememl;er it very long,” Chairman Long said in
L0 t.he peoy 1 een hto feel tbat it should have been that way all the time
ane anotherpo c(v:vas 0 are paying the ac_ic!itional taxes resent it very bitterly »
— assessmemlo?, the w1ly Louisiana Democrat gave an even mo;e
is a change in the (t)a;elf:\:'n:l.la: }Ilaf:i? waysiffe!t,j, e e
taerefform, i.t is a change in the tax larv:' (t)lrlat tlltel;ail:)iso’t’her man defining
o ; :dn;le-n'nlmti.ed legislators attempted an end run past Long in 1975 and
—— gli ation th.at cut back the oil depletion allowance, one of the
e mizs;-]ust}ﬁgd breaks in the tax code. But even’then Long
e coermm.mg the refomers’ victory, restricting the chz;nge to
e o o e e i Sate sod esevhire. Anctier
: s state an
ial}:gdaa:iu;gt at .reform was made in 1976, when theeggzsl;e;:ss?:?g?lrl
i (Ironiang-tax-shelter provision, only to have it dropped by the
ooy t.hxoughctah y, the attempt to shut down tax shelters was stop d
g g e s o S Fond o e
undation of his own tax- i
id;l;a::; rgﬁognngls b?::athed one last gasp ir*1977 and 1978, fil:r;;fgotr}?; g;lis)-
e o aiy arﬁ;r. Carte; qxade tax reform a cornerstone of his
o fwg)f;f: o Og gtr};; e;:(x;ntrlxlg tax tfystlem “a disgrace to the human
i : ; e rich.” In an intervi i
‘xﬁ;?e tltle plre51dent said he thought the nation zfarr s:ve;:il;h f(iorct::ae
tient lix’njz:; t;lx rgform.” While not divulging details, he said his plan
i oﬂie 1én red’s of tax breaks and greatly reduce the tax rate.”
pﬁbﬁcly i Sgc uss;le, arter’s treasury sgc;retary, Michael Blumenthal bege;n
ey Soundg bs(ﬁgu; noj ;?vi gric;:/m%ns under consideration, ar;d they
the Tgreferential treatment of wpgﬂgémn:,iifz?t::agl;l;dea of climinating
nme ;ﬁzp?;lesea(oif 1f1t.erest. gr?ups to Carter’s trial balloons was fierce and
'm, and the 2 ministration’s resolve was indeterminate. In the fall of
; er aides said they were “reshaping” the tax proposal to reflect

‘.ngn:ﬁl ‘t::iig(;at.ar}', economic and political realities. When the plan was
; hmexceedingl in ::\jnuary 1978, Carter’s grand rhetoric boiled down to a
A y modest reforms, such as cutting back on the “‘three-mar-
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tini-lunch™ deductions for business meals and entertainment. Even those
modest measures were quickly ripped apart by Congress.

The bill finally enacted in 1978 was a complete renunciation of the Carter
proposals and of any notion of tax reform. It included a host of new tax
benefits. The Senate proved to be particularly generous, voting to expand
many existing tax breaks and adding numerous new provisions targeted to
help farmers, teachers, Alaskan natives, railroads, record manufacturers,
the Gallo winery of California, and two Arkansas chicken farmers.

The defeat of President Carter’s tax-reform efforts signaled a new era
in tax policy, the triumph of a broad coalition of business lobbyists who
came together under the rubric of “capital formation.” These lobbyists
argued that the best medicine for the faltering U.S. economy was to create
new tax breaks for businesses and investors. They championed a provision
in the 1978 law that enhanced the preferential treatment of capital-gains
income, bringing the top tax rate on gains income down to 28 percent from
the existing rate of 35 percent or more. Reformers complained that the
special treatment for capital gains was unfair and fueled the growth of tax
shelters, but the capital-formation coalition said the tax break would en-
courage investment and promote economic growth. The economy was in
trouble, they argued, and lower capital-gains taxes were a solution. Tax

reform was clearly out; “capital formation” was in. The influence of special
interests in Congress had reached new heights.

The symbol of this new era was an elite group of Washington business
lobbyists who in 1978 began meeting each Tuesday morning for breakfast
at the Sheraton-Carlton Hotel in downtown Washington. Known among
themselves as the “Carlton group,”’ they were the cream of Washington
tax lobbyists—highly paid representatives of the largest corporations and
the most influential business organizations in America. They developed
into a virtual fourth branch of government, devising new tax schemes that
would eventually become the law of the land.

It was this pinstriped-suited group that gave birth to the biggest business
tax break ever adopted—the accelerated cost recovery system, a loophole
so large that it allowed many big, profitable corporations to slip through
without paying a penny in corporate tax.

The reputed father of the Carlton group was a man named Charls E.
Walker, an expatriate Texan who pronounced “corporate” like “carpet,”
and who became the slow-walking, smooth-talking embodiment of the
capital-formation crowd. Walker, who was deputy treasury secretary under
Nixon, ran a lobbying firm that represented dozens of major industrial
clients, from the Aluminum Company of America to the Weyerhaeuser
Company. All of them invested heavily in equipment, and all sought ways
to reduce the tax burden on their investments. To provide research to back
up his efforts, Walker also ran an organization known as the American

Council for Capital Formation.
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-

had complained about $60 billion deficits in the Carter administration; but
under the Reagan administration those deficits soared to more than $200
billion a year, and they showed no sign of coming down. The deficits were
clearly the nation’s number-one economic problem, and tax reform, as
envisioned by Senator Bradley in 1982, offered nothing to reduce them.
It was to be ““revenue neutral,” raising neither more nor less revenue than
the current tax system. Tax reform seemed to be a sideshow, a distraction
from the real problem. Furthermore, the small reform successes of the
past had occurred in bills that cut taxes. Barber Conable, a long-time
Republican member of the Ways and Means Committee and a keen ob-
server of Congress, predicted reform could only occur when overall taxes
were being lowered. ‘“Tax reform must be bought,” he insisted. But with
burgeoning budget deficits, the idea of “buying” reform by cutting revenues
was unthinkable.

Moreover, the men who had their hands on the levers of the tax-writing
system in Washington—Finance Chairman Bob Packwood, Ways and Means
Committee Chairman Dan Rostenkowski, Treasury Secretary Donald Re-
gan, and later, Treasury Secretary James Baker—were scarcely reformers.
They all helped fashion the 1981 tax bill, and they all had done their part
to create and preserve the tax breaks that riddled the existing system. They

could hardly be expected to champion an effort to rid the code of special-
interest tax breaks.

Bob Packwood was the unlikeliest reformerof the group. Again and again
during his nearly two decades in the Senate, Packwood had proved his
commitment to maintaining and expanding the vast web of social and
economic incentives in the tax code. He was the author of countless pro-
visions benefiting special interests, a manwhom lobbyists felt they could
‘count on to defend their tax breaks against the threat of a sweeping reform.

“On taxes, I'm as predictable as the sun rising,” Packwood told The
New York Times before taking over the Senate Finance Committee in early
1985. His statement was irrefutable. He had always been, in his own words,
"a big credit man.” He had peddled tax credits for parents who sent their
children to private schools; tax credits for child-care expenses; tax credits
for solar energy, wind energy, ocean energy, even biological-waste energy.
"I sort of like the tax code the way it is,” Packwood admitted shortly after
the Treasury Department unveiled a plan for a comprehensive overhaul
of the tax system.

Packwood’s words were sweet music to those lobbyists battling to keep
tax benefits, and they paid the piper generously. During his first year and
# half as Finance Committee chairman, the senator received nearly $1
million in campaign contributions from PACs—far more than any other
member of Congress. The money poured in from investment banks, in-
Mrance companies, auto companies, real estate companies, drug compa-
Mles, steel companies, the carpenters’ union, the food workers’ union, the
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merican Hospital Association,
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bricklayers’ union, airlines, law firms, the A

the American Dental Association, liquor as:
most every organization with an interest in prese
system.

1f Packwood seemed an unlikely champion of tax reform, so too did Trea-
sury Secretary Donald Regan. The silver-haired former chairman of Merrill
Lynch was the very picture of corporate America. He was one of the many
executives who chanted the mantra of “capital formation.” During his years
on Wall Street, Regan frequently jetted to Washington to push for big-

business tax benefits. His firm also aggressively marketed a type of tax
shelter known as «straddles,” even though the IRS had raised questions
about their legality. When Jimmy Carter was considering his own ill-fated
tax-reform plan, Regan was quick to criticize. He was particularly con-
temptuous of reports that the president Was planning to limit the special
break for capital-gains income. ‘“The market is going down,” he said in
“and the administration 1S trying to kil off one of the few tax pref-

1977,
erences coming 10 the individual investor, SO why should he bother to take
risks?”’

ary in 1981, his tax philosophy

When Regan became Treasury secret
hilosophy, serving as the point

seemed clear. He remained true to that p
man in the administration’s efforts to enact the biggest corporate handout

in history.

james A. Baker 111, the White House chief of staff who later swapped jobs
with Regan, was also an unlikely reformer. A Texas lawyer, he became
Treasury secretary in 1985 largely because the job of secretary of State—
his top choice—Wwas not available. Despite his training as a lawyer, Baker
had no abiding interest in tax policy and at times seemed to have no interest
in policy at all. His first love was politics, and he viewed everything through
that prism. He encouraged the president t0 call for a tax-reform “study”
in early 1984, largely because he feared the Democrats might make reform
an issue in the presidential campaign. But he also listened closely to the
advice of Repub hlin, who said the public woul

lican pollister Richard Wirt
be skeptical of any effort to “reform” the tax system and would probably

view it as a tax increase in disguise.
The largest gulf between Baker and tax reform was fille
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