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A deficit hawk has emerged as the unlikely man at the margin on tax cuts.  

Last Thursday we wrote that there was still firm resolve at the White House and among 
Republican congressional leadership for extending the 2003 tax cuts on dividends and 
capital gains in this year's budget reconciliation process (see "So Far So Good" 
September 15, 2005). The next day President Bush, for his part, expressed that resolve by 
saying,  

"...we've got to maintain economic growth, and therefore we should not raise taxes. 
Working people have had to pay a tax, in essence, by higher gasoline prices. And we 
don't need to be taking more money out of their pocket."  

But that carefully coded statement is not exactly "read my lips," and even explicit pledges can 
be broken, anyway -- especially amidst the present frenzy of political recrimination and 
emergency spending in the wake of Hurricane Katrina. In such an environment, in which 
there is the potential for significant long-term realignment away from the Republican governing 
majority, and momentum for expanding the scope of the federal government, the risk is that 
the opportunity to extend the 2003 tax cuts may never come again. It doesn't matter that failure 
to extend the 2003 tax cuts this year would not result in an actual immediate tax hike (the lower 
rates on dividends and capital gains don't sunset until year-end 2008). It is that failing to extend 
the tax cuts erodes certainty about future tax rates on investments, and that erodes the 
economy's propensity for risk-taking and capital formation -- the prerequisites of growth. 
And a strong indication that the tax cuts will never be extended would be just as damaging to 
growth as an immediate tax hike. The sense of what's at stake here was well captured 
yesterday morning in a disturbing lead editorial in the Wall Street Journal, chiding Republican 
leadership for seeming to forget that the 2003 tax cuts ushered in two years of strong economic 
growth and record federal tax revenues, as well.  

Protected from filibuster under the reconciliation process, the political risk to extending the tax 
cuts is that six Republicans will defect (assuming no Democratic votes to offset the defections). 
According to congressional sources, at this time there are five Republicans likely to defect: 
Olympia Snowe and Susan Collins of Maine, Lincoln Chafee of Rhode Island, and Mike 
DeWine and George Voinovich of Ohio. So that leaves one. And one name surprisingly 
absent from that list is John McCain of Arizona, who was among only three Republican 
senators who voted against the tax cuts in 2003. Ironically, then, McCain may prove to be the 
swing vote. It may be a coincidence, but it's notable that this week's slide in stocks reversed 
yesterday following two sentences uttered by McCain in a press conference, sentences which 
have gone nearly unreported in the media. Appearing among a group of senators committed to 
aggressively finding spending cuts to offset the budget burden of hurricane relief, a reporter 
asked McCain whether taxes ought to be raised. McCain said, 
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"I think if we were going to address the issue of taxes, it would be almost a cop out. 
What we need to do is cut spending and waste before we ask the American people to 
pay more taxes," he said. 

Yes, it's more code. And we doubt that McCain has experienced a sincere pro-growth epiphany. 
But he is very much running for president. Looking toward 2008 Republican primaries, he surely 
knows that, as a moderate, he will run weak with two critical voting blocs -- social 
conservatives and the party's growth wing. What he seems to be doing here is finding a way 
toward a new low-taxes position that will resonate with the growth wing, by linking to his usual 
deficit hawk position that would otherwise be quite distasteful to them. Aside from McCain's 
own particular political requirements, that melding of pro-growth and anti-spending positions 
symbolizes a key dynamic at work now in congress. Perhaps just as only Nixon could go to 
China, it seems it took the orgy of post-Katrina spending to energize an initiative for spending 
restraint in the core federal budget. Before Katrina, there was little enthusiasm for making the 
hard choices that would have fulfilled the $35 billion in spending cuts sought under spending 
reconciliation instructions. Now the need for enormous one-time emergency spending for 
hurricane relief has made hard choices seem easy. Suddenly players on both sides of the aisle 
are coming forth with ideas for spending restraint which, ordinarily, would have been political 
Kryptonite -- McCain himself proposing delaying implementation of the Medicare prescription 
drug benefit, and even Democratic House minority leader Nancy Pelosi offering to give up 
her own precious earmarks. No, we aren't imagining a new era of lean government. But, 
according to sources, at least the superficial appearance of restraint within the spending 
reconciliation bill -- with the huge Katrina expenses externalized to special one-time emergency 
bills -- is a prerequisite for getting a couple of the five Republican defectors to support extending 
the 2003 tax cuts in the revenue reconciliation bill.  

Bottom line:  Abstracting from the risk of an inflationary error by the Fed -- possibly reducing 
its vigilance in order to accommodate high energy prices and economic disruption from Katrina 
(see "Cat Out of the Bag?" September 19, 2005) -- possible failure to extend the 2003 tax cuts 
is the biggest threat to growth, and to stocks. We are less concerned with the potential for re-
regulation of the energy industry, despite knee-jerk populist demands for that from the usual 
suspects (sources within the pro-growth contingent on Capitol Hill tell us that, should re-
regulation get any traction, they are prepared to counter with bills that would suspend the 
federal gasoline tax). It's touch-and-go, but we regard the extension of the 2003 tax cuts as 
still very much alive. So we reiterate our view that while we wait to get beyond the risks, we see 
the undervalued stock market as a low-cost call option -- the king of carry trades, a near-
arbitrage in which one can accrete rapidly growing earnings while bearing only historically low 
opportunity costs (see "The King of Carry Trades" June 14, 2005).  
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