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ABSTRACT

Why have Eastern European states adopted flat tax policies? That is what this
dissertation answers. This is a curious development given that flat tax pokcees w
noticeably absent from the landscape of most of the world, including Eastern Europe.
Fives cases of adoption are examined, including Estonia, Latvia, Lithuania, Slandkia
the Czech Republic. | argue that two simultaneous processes occur in Eastem E
that makes adoption viable. First, at the domestic level, the idea of thexfiatiteld in
esteem by a number of actors, specifically: elite carriers, tax amti@haninisters, think
tanks and right-wing political parties. They champion this idea to its adoptionher at t
least, introduce the flat tax into the policy-making apparatus. Second, at thatioteal
level, policy diffusion of the flat tax is taking place. In other words, the exyerief
previous adopters impacts the decisions of future adopters. Examining both cognitive
heuristics theory and rational learning | argue that there are “earigtidiffusion”
during the diffusion of the flat tax. Additionally, though this dissertation conceriffs itse
primarily with adoption, | also investigate two cases of non-adoption in Poland and
Hungary. What is argued is “diffusion without adoption” occurs. The idea of the flat tax

diffused, but the adoption was not politically, ideologically, and economicallybfeasi
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CHAPTER 1

INTRODUCTION

Research Question

In 1994 Estonian Prime Minister Mart Laar came to power behind a stricy polic
of liberalization of the economy and an adherence to the principles of neoliberalism.
Laar’s first order of business was to figure out a way to solve Estoaiarstenue and
collection problems (Smith 2002, 119). He answered by eliminating Estonia’s gradual
or progressive, taxation structure in favor of a 26-percent flat rate omésc@ rate that
is now just 21-percent. Since the adoption of the flat tax the fortunes of Estonia have
greatly changed. Estonia gained admission into the European Union and has become a
showcase country for economic growth and acquiring foreign direct investittastis
not to argue that flat taxes caused the above events. In fact, it is beyooapiefsthis
dissertation to draw any kind of conclusions about the efficacy of the flat tabation
to economic windfalls. However, straightening out its budget and revenue woes went a
long way toward signaling to others that Estonia was at least serious dbouing
their country. All told, thirteen countries in Eastern and Southeastern Europe have
adopted flat taxes in the last fourteen yég®ee Table 1). This development is all the
more surprising because only one country in the world — Hong Kong — had a flabtax pr

to Estonia.

! The other twelve countries are: Albania, Montepnetytacedonia, Georgia, Romania, Russia, Czech
Republic, Bulgaria, Slovakia, Ukraine, Latvia, drthuania. See Table 1 for tax rates and adoptatesd
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Table 1. Tax adoption and rates (personal and corporate)
RATE
COUNTRY ADOPTION YEAR (PERSONAL/CORPORATE)
Estonia 1994 21/21
Latvia 1995 25/15
Lithuania 1995 24/15
Russia 2001 13/24
Serbia 2003 14/14
Ukraine 2004 15/25
Slovakia 2004 19/19
Georgia 2005 12/15
Romania 2006 16/16
Macedonia 2006 10/10
Montenegro 2007 15/9
Albania 2007 10/10
Czech Republic 2008 15/21
Bulgaria 2008 10/10

The adoption of the flat tax was a surprising development that caught not only
practitioners, but also scholars, off guard. It is surprising becausetttexflaad little
real world use, and also because Eastern Europe was in disarray and would baene of t
last places to look for policy innovation. The problems were serious. “Postcommunist
governments [in Eastern Europe] suffered from both tax evasion and weak control over
the use of resources that were collected,” noted political scienida IGook (2007, 21-
22). What made it more difficult was the rapid switch to privatize formeate-d¢d
economies. The tax bureaus had no way to track financial transactions and outflows.
Governments lost revenue, could not fund basic social services and corruption was
rampant. As Cook also stated, governments would go on to cut public sector salaries,
increasing the incentive for bribery and under-the-table operations (Cook 2007, 22). One
of the foremost experts on Eastern Europe’s transition, Anders Aslund, argued that the

socialist economy had “no real tax system” to begin with. “At the end of eaghlyea



state simply confiscated the remaining profits from state enterp(&slsnd 2007, 116).
Personal income tax — which is at the heart of this study — did not have a Soviet
equivalent. Most of Eastern Europe, including the cases studied in this dissertation,
adopted a model of progressive taxation which was unfamiliar toth@ombine that
with the problems of shock therapy, bureaucratic inefficiency, and corruption,aamnd m
in those states believed their tax system needed an overhaul.

This is a story about the flat tax. But this story reveals some importaohée
researchers in comparative public policy and comparative political econongytaéon
way. My dissertation seeks to explain why democracies in Eastern Europadogated
flat tax policies. In the course of answering this question | will engagg afdhe major
guestions of public policy scholars, namely: Why do states adopt new policies? Where
do these new policies derive? And, why do other states adopt similar or the same
policies? This dissertation also tries to add to the theoretical and acatddraies
about policy change.

First, it attempts to make sense of the flat tax adea and not just as a policy.
Ideas are mental constructs that both prescribe and prohibit political and economic
choices. Whereas policies are made tangible by its introduction into the palicyg
process, ideas exist in a less-tangible world — the mind for example — thaeerthe
light of day when a policy crisis (e.g. the failure of progressivetitaxeis revealed. Of

course the flat tax is a policy with considerable consequences, but it vgeglded to

2 Progressive taxation has sources in Adam Smittealth of Nationswhere he argues for taxation that is
proportional to one’s revenue (Smith as cited iliC2004, 341). In Karl Marx'¥he Communist
Manifestg Marx argues that a “heavy progressive or graduizeome tax” is a mechanism to redistribute
wealth quickly (Marx 1978, 490). The vanguard fioogressive tax was predominantly found in Western
European governments and in the United States.nids graduated rates are seen in the Scandinavian
countries of Norway and Sweden with top brackedsheg 60-percent. The rates are more moderate in
the United States where the highest rate topst@&-percent.
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certain ideological considerations and comes out of a specific neolibeguliteof the
1960s. By recognizing first its ideational qualities it helps to further understand w
some countries opted for flat taxes when others did not. One can see these ideas in ac
by examining political discourse, whether that is in parliamentary dehatEmviews

with print or television media, or primary source texts like Milton Friedm@ajsitalism

and Freedonwhich actually introduce a new idea.

Second, the dissertation seeks to understand why innovations like the flat tax are
adopted by other countries, what is calpedicy diffusionin the literature. The policy
diffusion literature has been growing since at least the publication of Jdkkr’¥atudy
of policy change and “adopter characteristics” throughout the Americas §1at969,
and Virginia Gray’s 1973 study that examines “innovation attributes” acrosy pol
adopters (Clark 1985, 62). In the 1990s, Frances Berry and William Berry detailed the
diffusion of such policies as state lotteries in the United States (Berryaand 1®90).

More recently scholars such as Kurt Weyland and Beth Simmons have been instrumental
in taking policy diffusion research beyond the United States, applying thejracative
techniques to Latin America and Western Europe respectively.

This dissertation details how the unfamiliar flat tax came to be accepteldrg.ot
Previous social scientists have observed how once unheralded policies like gtivatize
pensions or monetarism, for example, were diffused and adopted to the point that those
policies became the norinThe flat tax went through a similar transition, a policy that
was largely unused to a policy that became the norm in Eastern Europe. Wipene | de

with the traditional literature on policy diffusion is twofold. The dissertaticngrizes

% For example, see Weyland’s (1998) work on pensio@outh America and Kathleen McNamara’s
(1998) book on the Western European shift to maisttaolicies and away from Keynesianism.
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that policies diffuse in a number of ways; what | teameties of diffusion | also argue
that policies can diffuse without being adopted; that is, a policy idea can preséroit
a state without a state having the political ability or opportunity to formdbptat. This
is what | calldiffusion without adoption
Thevarieties of diffusiortoncept contests the notion that policy diffusion is the
result of one “pathway” to diffusion. In this dissertation | argue that therigghof the
diffusion process is crucial to understanding the type of diffusion one will see &alee pl
For example, the length of time from the first adoption (Estonia) to the vety ne
diffusion (Latvia) — just one year -- details a very different adoption psdbas a
diffusion that comes some ten years later, like Slovakia or the Czech Republic.
Moreover, the political and economic landscape has changed considerably from 1994 to
2004, making policy change a more tedious and difficult process. A Weyland points out,
diffusion processes over time become harder as reform costs and reforrtslwemed to
fruition and the “initial enthusiasm [of a policy or idea]...fades away” (2006, 50).
Contrastingcognitive heuristicsliffusion fromrational learningdiffusion, this
dissertation argues that the more an actor, or group of actors, know about a given policy
the harder it is to adopt that policy. Cognitive heuristics theory notes that aetors a
“bounded” and limited by the things they know, or can know, at a given time. Because
Latvia and Lithuania only knew a few things about the flat tax, and those few Wengs
predominantly favorable, they moved quickly fix the problems they were expagenci
with their revenue stream. On the other hand, Slovakia and the Czech Republic knew
considerably more — both plusses and the minuses of the policy — and in realitgdtear

from prior adoptions, or what is described as rational learning.



Diffusion without adoptiorwontests the notion that diffusion and adoption is the
same process. First, the diffusionadasis a central force in shaping political discourse,
dividing party lines and shaping public policy. The fact that the flat tax diffused
throughout Eastern Europe is important in that respect — and changed politics in those
countries — despite the fact that the flat tax policy might not have been adoptedd,Sec
diffusion itself changes the prospects for adoption. For example, when Hungary found
out that Slovakia adopted a flat tax it sent two distinct yet important signadditicians.

The signal meant that Hungary was either far behind a historicallyrth§tiavakia (a
cause for embarrassment), or that Hungary wanted nothing to do with an experitent tha
was practiced in Slovakia, meaning Slovakia’s political experimentslvesr@ath them.

Hungary's flat tax discourse was shaped around these diffused ideas and thes. sourc

Argument in Brief

In trying to understand why states adopt new policies | situate theates@trin
three competing explanatory approaches: external pressures (or égveatignalist and
ideational. (See Table 2). My argument is that the ideational framework b&pglain
the adoption of the flat tax in Eastern Europe. My argument is predicated on theyinabilit
of power explanations or rationality alone to explain the adoption of new policies in
Estonia, Latvia, et. al. This ideational argument takes into consideration atgiaheut
external pressure and rationality, but suggests that those arguments alonexgdaimot e
in entirety policy change in Eastern Europe. Those approaches also degairthortant

variables: coercion, interests, and ideas. (See Table 3). External pregsoeciaes



highlight coercion (or power) as a central variable in policy change. Tisahiss are

coerced into adopting public policies by powerful outsiders, in this case external

institutions. Rationalist approaches highlight interests as a variable ig ploéinge.

Interests causes policy change when the actors involved in adoption do so to sagsfy som

sort of rationally expressed self-interest, whether that is collecirenue, attracting the

attention of foreign investors, or trying to get reelected. Ideational apy@®advilege

ideas as the most important factor in policy change. The ideas that actorsahgideat

time are the most influential component part for the choices they end up making.

Table 2. Explanatory approaches

EXTERNAL PRESSURE

RATIONALIST

IDEATIONAL

Privileges role of external
institutions in policy
change (e.g. IMF, World
Bank, European Union)

Coercion is central to
policy change

Assumes states lack agen
to resist change

Privileges rationality and
self-interest as determinant
in policy change

Actors are goal-oriented arn
change policies to suit theit
political or economic
outlooks
Cy

Assumes actors (both
domestic and external) hav
agency.

Privileges ideas as central
sunderstanding policy
change

dActors bracket policies
within an ideational
framework that both
prescribes and limits policy
choice

eAssumes actors are agents

and not coerced but also
make decisions beyond se
interest

to

Table 3. Causal variables in relation to three explanatory approaches

EXPLANTORY APPROACHES CAUSAL VARIABLE
External Pressure Coercion
Rationalist Interests

Ideational Ideas




If ideas have causal significance, two sets of related questions must also be
answered. First, what is the process by which ideas are translated intgalityal
outcomes? Do elites determine the success of ideas, political parties, gaviernm
bureaucracies, think tanks or epistemic communities? Second, how does one account
then for its rather rapid acquisition in other countries? This will involve inastgythe
methods of ‘policy diffusion’ across the flat tax countries. As Simmons, Dobbin and
Garrett note, policy diffusion “occurs when government policy decisions in a given
country are systematically conditioned by prior policy choice made in athetres”
(Simmons, Dobbin and Garrett 2008, 7). The flat tax is case in point. Every Eastern
European country that examined tax reform after Estonia was conditioned tcsatdres
flat tax, whether that was by adopting it or bringing it up to only rejéct/ithat this
dissertation does is establish a link between early adopters and late adopters.
Additionally, it creates a distinction between “diffusion” and “adoption” that habewn
satisfactorily addressed in the literature. Whereas diffusion addresgaetesses by
which ideas get from one place to the next, it takes for granted that oncedexsarne
in place it does not mean they will be adopted.

Only recently has anything been written extensively about the flat the in t
political science literature despite the fact the tax has been in actiosterrfEBurope
since 1994. (See Evans 2005, Aligica and Evans 2009, Baturo and Gray 2009). Like
previously noted, my argument privileges the ideational framework that has been
popularized over the last twenty-five years in the political sciencatlites. | investigate
where the flat tax idea originated, why it became so popular in Estonia, and, fwtkier

the idea spread to other countries in Eastern Europe. Along the wegdloéd the flat

* Other than Hungary and Poland, most countriesecttasformer rather than the latter.
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tax gave way to thpolicy of the flat tax. What is meant by this is the flat tax was once
mainly an abstraction, written about in textbooks but rarely practiced. Overuirse ©f
the 1990s, the flat tax was realized as a policy option. In other words, the flatgax w
made tangible.

Though the ideational framework is used, this dissertation does not argue that it is
ideas “all the way down” (Wendt 2003, 92). Whereas the constructivist approach used by
Alexander Wendt argues that ideas actuedlystitutethe material basis of world politics,
this dissertation argues that ideas are distinct causal variablesyitzan golicy change
where the leverage and rationalist approaches leave off. | argue thaeasvweome into
action after an initial crisis is revealed (McNamara 1998). The fldi¢daame a solution
to a perceived crises, in this case the inability to collect taxes, the problaadofis
economies, or the belief that budget woes contributed to not being able to attrant foreig
direct investment. The leverage applied by international institutions aretriaekt
pressures” is also considered. There was little in the way of externslirésom groups
like the IMF, World Bank or European Union to adopt a specific model of taxation, other
than the Washington Consensus’s edict to have taxes that are ‘broad, moderate and
marginal” (Williamson 1990).

Instead, the idea of the flat tax was transferred by those in the “trerofhmsicy
reform. Political parties, tax administrators, elites (or policyi@a;, or “champions”),
and think tanks were instrumental in relaying the flat tax idea to the public argeto ot
political reformers. John Campbell’s typology on the different types of atedtactors
is helpful in understanding how ideas can translate into policy. In particular, heiegentif

“decision makers” and “theorists” as two important groups in any ideationaleh#ieg



notes how decision makers are the crucial players in putting the flat taactrdgo.

Parties and elites are two decision makers because they have thd@mactsally

change public policies. But decision makers also have a close relationshipawitists.
Theorists — housed in think tanks, universities, and sometimes in finance miristrees
engaged in actually creating and relaying the ideas to decision makers.aféheases

where the two groups overlap, of course. Slovakia’s lvan Miklos not only helped found a
Think Tank (MESA-10) where flat tax ideas were prominent, but he also served as
Mikulas Dzurinda’s finance minister and was the chief decision maker regaadatgnh

in Dzurinda’s administration.

Once the flat tax is revealed in Estonia, the processes of diffusion were made
more apparent in analyzing other adoptees in the Baltics, Slovakia, and the Czech
Republic. These processes are also seen in Poland and Hungary, though the ltas there
yet to be adopted. The investigation of these six cases also demonstratess\ari
diffusion. Using Kurt Weyland’s four typologies of diffusion (external pressure
normative and symbolic appeal, rational learning, and cognitive heuristiddyéss how
diffusion proceeds differently from case to case. For example, in the daswiafand
Lithuania, the cognitive heuristic model explains their decision to adopt ax]at t
whereas in the former Czechoslovakia “rational learning” appropriately egglat tax
adoption.

What is happening in Eastern Europe is a sort of two-level game, though | am
using that term very liberally. Robert Putnam, in his classic article othetved
interactions, argued that foreign policy-making took place at “two lev&smestic

actors had to behave in such a way that accomplished their policy goals at thecdomest
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level, but at the same time existed in an international context with gohtt aevel” as
well (Putnam 1988, 434). Once again, | am taking liberties with this concept. Putnam’s
argument was primarily about diplomacy and situated within the literaiture
international relations. This study investigates political economy by agelwathin the
comparative context. There are similarities between these two studiesdnovdn the
one hand, this dissertation strongly argues that flat tax adoption was a domestal polit
occurrence. It was adopted by domestic actors (policy elites and tax atepwithout
interference from international actors, or because someone on the outside ¢merced t
doit. They did so to accomplish a policy goal and solve a perceived political and
economic crisis in their own country.

On the other hand, while the adoption itself is domestic the sources of these ideas
are quite international. Starting with Estonia — where Laar learnée @bt tax from
Milton Friedman -- the idea of the flat tax circulated through internatimélregional
conferences, among cosmopolitan think tanks, and with determined policy champions.
For example, Laar has been critical in relaying the idea of theflabteonly in
domestic circles but international ones as well. Laar’s influence hexsdext to prime
ministers in Slovakia, Georgia and Kazakhstan. Slovak’s Mikulas Dzurinda and
President Rudolf Schusterv met with Laar in 2000. During the meeting, théteRtes
Schuster “showed active interest toward the Estonian tax system,” to kdac briefed
the President on the flat tax system point by point (“Estonian PM Mart Lar.Sai
2000). In the Czech Republic, Prime Minister Mirek Topolanek hosted a conference
entitled “Flat Tax — the Basis of Tax Reform” in June 2005. The conference included

politicians from nine European countries and became something of a “Who’s Who” in
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the flat tax vanguard. Among others was Slovakia’s finance minister lvaon3sviikl
former Estonian Prime Minister Juhan Parts, the Czech Republic’s own finanstem
Vlastimil Tlusty and Daniel J. Mitchell, currently a policy analystthe Cato Institute
(“Mirek Topolanek Joined By ODS Foreign Partners...” 2005).

Though the domestic side engages in the actual adoption, the international arena
becomes the space for ideas to travel. Additionally, while the domesticofdiadsflat
tax are to solve specific political or economic problems brought forth by thiity¢o
collect revenue, the international goals are broader. The purposes of thenuasfared
international meetings are not only to advance the position of the flat tax asya Ipofli
also to engender an international discourse on the flat tax that furthers thermksathe
Eastern European landscape. Undoubtedly, policy diffusion itself is a highly
international process, and as this dissertation will show, a domestic-tiirata
interplay is at work for the flat tax to be a viable policy choice. Table 4islathasic
sketch of the causal process involved in taking an idea (like the flat tax) andtingris

into a public policy. (See Table 4).

Table 4. Causal process

DOMESTIC INTERNATIONAL
CAUSAL DELIVERY DELIVERY
INITIAL CRISIS MECHANISM MECHANISM MECHANISM
Tax bureaucrats,
Think tanks,
Tax evasion, black markets, Policy
inflation, inability to collect champions,
revenue Ideas change | Political parties | Policy diffusion

Lastly, three other variables are addressed that are vital to @mdkingt policy

change and policy adoption. These can make or break whether a state can atiapt a fla
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(See Table 5). In fact, these variables taken together proved crucial intandiec

Hungary and Poland’s non-adoption of the flat tax. First, is the aforementioned variable
of timing. It is argued here that as the flat tax process goes on it gets calvigideore
difficult to adopt a flat tax, even when the idea of the flat tax has diffused. This is
because the flat tax is more of a known quantity than it was in early adoptiong Whil
these “knowns” can bolster flat tax adoption — if actors see that it works fopéxa

these knowns can also be debilitating, as critics find out it increases incajualitye or
favors some interests over others. Second, public opinion can go a long way to
advancing or halting the progress of a flat tax. Where public opinion is supportive, or at
least indifferent to policy change, it makes adoption possible. If the conditadipt

against a flat tax it makes it electorally dangerous for politicians tayeHfaom one

policy to another. Thirdly, is something we might call “political environment’itbut

could be more broadly understood as having a political system conducive to adoption.
This could mean the ability of parliamentarians to form a coalition stable ermdghe
home a policy, or having a federal structure where competing branches areamehe s

page about a policy.

Table 5. Additional variables
VARIABLE BEING TESTED

Whether public opinion favored flat tax and
Public opinion was conducive for adoption

Whether political environment was
Political environment conducive to adoption

Whether the timing of adoption (early or
Timing of adoption late) was conducive to adoption

13



Case Selection

A quick note must be made about the case selection before moving forward. This
dissertation looks at seven cases, five of which adopted a flat tax, includingaEstoni
Latvia, Lithuania, Slovakia and the Czech Republic. Two cases of non-adoption are also
investigated: Hungary and Poland. Though the study question investigates flat tax
adoption, Gary King, Robert Keohane and Sidney Verba in their classic text on
gualitative methods said that allowing for some variation on the dependent vareble is
“basic and obvious rule” that actually helps to explain the research question at hand
(1994, 129). For example, one cannot understand the conditions necessary for flat tax
adoption if it does not include some discussion of the conditions necessary to prevent
such an adoption.

However, as Table 1 indicates, a number of countries in Eastern, Central and
Southern Europe have adopted flat taxes in the last fifteen years that wetedrext in
this dissertation. Included are those countries that make-up the formeraeyosl
(Serbia, Macedonia and Montenegro), several post-Soviet states (Russia @eorg
Ukraine), and Romania, Bulgaria and Albania. These states were not included in the
dissertation. Why? Once again, the work of King Keohane and Verba is instrumenta
Advocating for what they call “unit homogeneity,” the authors argue that obsear
designed without controls will more likely than not create biased researdte @rhdted
variables and measurement error are prominent. To avoid this problem, the authors argue
that researchers should identify cases “alike in as many respectsiegosxcept for a

key independent variable (King, Keohane and Verba 1994, 200). So ideas, a key

14



independent variable in this work, might be different from actor to actor. However, thei
general political and economic environment would similar, approximating avalde

casual effect. King, Keohane and Verba admit that comparing across imélieays
difficult because they “vary among innumerable dimensions”. Nevertheless)lsdike
democracy and economic openness are still valuable to prevent bias (King, Keohane and
Verba 1994, 201).

First, the dissertation controlled for countries with solid democratic proegdu
precluding Russia, Georgia, Albania, Macedonia and Monterie(Bee Table 6). A key
reason to analyze the flat tax in democratic countries is because thergaogod
democracy brings to light the decision-making processes that go into glndioge. The
presence of a free press, the willingness of elected officials tmtedporters and
interviewers, the public accessibility of parliamentary records, and thalloseailability
of “public discourse” is more prevalent in a democratic country than a pasdlyofre
pseudo-democratic one. This is not to argue that one cannot study policy change in an
authoritarian state. Scholars such as Checkel have effectively studiedchalnge in

the Soviet Union, not an epicenter for democracy (Checkel 1997, 18).

Table 6. Political system

COUNTRY POLITICAL SYSTEM
Estonia Parliamentary Republic
Latvia Parliamentary Democracy
Lithuania Parliamentary Democracy
Slovakia Parliamentary Democracy
Czech Republic Parliamentary Democracy
Hungary Parliamentary Democracy
Poland Republic

® Freedom House defines Russia as a “Not free”,stdtie Georgia, Albania, Macedonia and Montenegro
being all “Partly free” states.
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Second, the dissertation controlled for wealth, or GDP per capita. The seven
countries studied in this dissertation are all in the top-40 of the World Bank's GDP-pe
capita list. In fact, all seven are currently within eleven placeaalf ether, with the
Czech Republic the 3%ichest per capita country and Latvia th& 4i@hest® At the
time of Estonia’s adoption of the flat tax in 1994, wealth was also fairly sibelaveen
states, save Hungary. (See Table 7). Controlling for wealth is importantriasofeealth
has long been recognized as an important feature of states that can impastgrali
ideology. This precludes Serbia, Romania and Bulgaria, each of which were outside the

parameters to safely control for income, both presently and at the time of adoption.

Table 7. GDP per capita (in US dollars)
GDP at time of adoption (or

COUNTRY GDP 1994 diffusion)

Estonia $1530 $1530

Latvia $1440 $1777

Lithuania $1143 $1623

Slovakia $2899 $13300

Czech Republic $4117 $24400

Hungary $8529 $19500

Poland $2686 $16200

Finally, the dissertation adopts the approach of a “controlled-case comparison”.
In a controlled-case comparison the researcher tries to control, as much lalg possi
anything that would fundamentally alter the conclusions of research if mbtdwestant
throughout (Van Evera 1997, 56). Drawing from Van Evera | have created three
“controlled-case comparisons” within the project: the Baltics, the fo@aechoslovakia,

and Poland and Hungary. This “regional” perspective takes into account thendifferi

% The information can be found at
http://siteresources.worldbank.org/DATASTATISTIC84urces/GDP_PPP.pdf
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historical, political, social and economic origins between the Baltics asetjkéd

countries, while still controlling for regime-type and wealth. | am comgdroth within

the controlled-case comparisons and across the seven cases more gefstiaiia,

Latvia and Lithuania make up what is collectively called the “BalticstHeir proximity

to the Baltic Sea. A number of interviewees noted that all three countriely close
monitored each other’s political and economic decisions. Slovakia, the Czech Republic,
Hungary and Poland make up the Visegrad countries, named for a town in Hungary
where Central European emperors met in the Fourteenth Century to discussontrnat
cooperatior.

Within the Visegrad group, two additional “controlled-case comparisoles” ar
present. A perfect controlled-case comparison is the comparison of the Ggrdili®R
and Slovakia, which at one time were the same country. Linguistic, cultuititg@nd
economic patterns are historically similar, but the road to flat tax in bo#s stat also
markedly different at times. A final controlled-case comparison is the aesiofr
Hungary and Poland. Hungary and Poland (along with the Czech Republic) are
consistently paired in the literature as the “leaders” of Eastern Europigass pthough
the countries are not geographically aligned the way the Baltics andtier fo
Czechoslovakia are. (For example, the first NATO expansion after the Cold Wa
included Hungary, Poland and the Czech Republic). In the latter chapters of the text

will go into more detail about the specifics of the chosen cases.

” For further information on the Visegrad countrizglethora of information is available on the \¢jszd
Group website, hosted by the European Uniim://www.visegradgroup.eu/main.php?folderiD=925
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Dissertation Outline

The dissertation is laid out in seven chapters (including this chapter). Beginning
with Chapter 2, | open with an account of why investigating flat taxes in BdStieope
IS an important question, not only for scholars of post-communist transitions, but for
scholars of public policy and policy diffusion more generally. | go on to investigate t
literature on policy change and the three preeminent approaches that can be used t
understand why a state might decide to change from one policy approach to another. The
literature is drawn predominantly from the field of comparative political ecgnaith
some investigation of international political economy as well. In this chagter m
explanation of policy change is presented, as are the rival explanationly, thast
“thickly descriptive” methodology of process tracing is spelled out as well.

Chapter 3 details the case of Estonia in its march to the flat tax. Estonia is an
important country because it was the first country to adopt the flat tax infcEst®pe.
This chapter does not explore specifically the process of policy diffusiomsas it
understood in the literature; i.e., where policy change occurs within a specéfcame
bounded by geographic considerations. It is true that a type of diffusion happerss, that i
the flat tax idea was retrieved from “outside” sources in the United Ssatasgfically
Milton Friedman’s 1964 apitalism and Freedom which he wrote while a faculty
member at the University of Chicago — and Robert Hall and Alvin Rabushka’s 1985
primer on the flat tax entitlefhe Flat Taxwhich they wrote while on staff at the Hoover
Institution, housed at Stanford University. This chapter argues that Estonia responded to

the problem of tax collection and evasion by retrieving this idea from the 1960s and
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1970s to help sort out their dilemma. It also details how domestic actors likegboliti
elites and nascent political parties rather than external interestateavistonia’s

problem and ultimate solution. In short, the flat tax seemed to solve a pressing problem
of tax evasion and revenue shortfalls, like the rationalist approach would predict.
However, thadeaof the flat tax and what it meant to policy carriers also held
considerable weight, making any policy change beholden to certain ideas anthiahose t
held them.

Chapter 4 introduces the early adopter cases of Latvia and Lithuania. This
chapter assesses their decision to adopt a flat tax in 1995 in light of Estonisisrd®
adopt the flat tax one year earlier. The chapter asks whether or not lrat\idghaiania
adopted the tax reform by studying or understanding Estonia’s example. The ianswe
“yes”, with some qualification. While Latvia and Lithuania “learned” — in anea of
speaking — from Estonia, they did not fully understand the implications of adopting a
flat tax. This is what is called tlomgnitive heuristianodel of policy diffusion. It was a
rational solution to the problem of tax evasion, but unlike in Estonia tax discussions were
not nearly as ideological or tied to right-wing parties or elites.

Chapter 5 discusses the late adopter countries of Slovakia and the Czech
Republic. Slovakia and the Czech Republic did not adopt a flat tax until 2004 and 2008
respectively. This chapter assesses the flat tax in light of graleingte surrounding tax
reforms in Eastern Europe. What Slovakia and the Czech Republic experienced was an
institutional environment that was fundamentally different than the one facestdnyid;
Latvia and Lithuania. By the time Slovak and Czech elites were considelopging a

flat tax to solve fundamental issues of tax evasion and flourishing black market
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economies a wellspring of opposition parties and elites had come to the forefronk It t
committed neoliberals to overcome the opposition, and in the case of the Czech Republic,
several years to find a Prime Minister and parliament with the will to chaegest

code. Slovakia and the Czech Republic also demonstrate whavareties of diffusion

within the basic policy diffusion model. (See Table 8). Like Latvia and Litlyani

Slovakia and the Czech Republic adopted the flat tax, but it could not be considered an
adoption based on cognitive heuristics. Insteaiibnal learningwas a prominent part

of policy diffusion. By 2008, almost everything there was to know about the successes
and failures of the flat tax were available for public consumption, meaning thass part

and elites for and against the flat tax knew full well what they were géattiotyed in.

Table 8. Varieties of diffusion

COGNITIVE HEURISTICS RATIONAL LEARNING

Human rationality is bounded by innate | Political action is goal-oriented and driven
limitations on information processing by interests

Use inferential shortcuts or heuristics to | Learn policies by having access to

obtain information on policies information and knowledge of policy
effects

Chapter 6 introduces the “non-adopters” of Hungary and Poland. Though both
countries have had serious discussion about the flat tax, neither country adoptesl it. Thi
is what | termdiffusion without adoption The idea of the flat tax diffused to both Poland
and Hungary via the rational learning model. (See Table 9). Polititzd alnd parties
learned of the flat tax from the Baltics, Slovakia and the Czech Republic. Howetler

countries lacked either the political will (in the case of Hungary) orgpeoariate
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political environment (in the case of Poland) to adopt the flat tax. In the Padisipkx

a center-right pro-flat tax party came to power in Parliament but could ngtthe flat

tax to fruition because then President Lech Kaczynski threatened to veegestation

that changed from a progressive scale. In Hungary, the major centgranight

promoting the flat tax was both highly unpopular and unable to form a stable coalition to
get the flat tax passed. This chapter is important because it helps urtlacgtanly the
ideational components required for the flat tax to be part of a policy agenda but also
highlights how “political” policies can become over time. Of course, allippblicies

are by their very name “political”. What is meant by this, however, is yhiditebtime the

flat tax reaches Hungary and Poland the flat tax is politicized in such datapakes
adoption more difficult. Whereas in the Baltics the flat tax evolved asafi{edy) non-
controversial policy, the longer time went on and knowledge of the costs and benefits of

the flat tax emerged, the harder it was to adopt the flat tax.

Table 9. Policy diffusion

COUNTRY VARIETY OF DIFFUSION| ADOPTION
Latvia Cognitive Heuristics Yes
Lithuania Cognitive Heuristics Yes
Slovakia Rational Learning Yes
Czech Republic Rational Learning Yes
Hungary Rational Learning No
Poland Rational Learning No

Chapter 7 concludes the dissertation by summarizing the story of flat tax
adoption, but also situating this narrative within the broader literature on poleynraf
Eastern Europe. First, | recount which variables were validated and itedliddhe
seven cases analyzed. Second, | address some of the component parts of flat tax adopti

by looking at domestic elites or ‘carriers’, center-right politicalipaytand knowledge
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communities as they relate to the policy of the flat tax. | also turn mytiati¢o the

extent to which the flat tax idea became a vital policy instrument to solvealhe re
problems associated with tax collection. Thirdly, the mechanism by whicly polic
diffusion is made successful is deliberated. Lastly, the chapter phactatttax debate
within the context of Eastern European political economy. What does the flat tax mea
for the discipline, and what does it say more generally about policy changsterr
Europe? Furthermore, how is this debate trending and what are the pertinenbissues f
future study of the flat tax? | address these issues and also ask one last quwstton:

makes the “flat tax revolution” all that revolutionary?

Conclusion

The dissertation takes ideas seriously, and takes seriously the flaetastan
idea with considerable effects. Of course, the flat tax idea is situated am Eastern
Europe of economic and political tumult, diversity and preexisting norms. At the end of
the day, ideas are an important part, though only a part of the flat tax narrabivestiz
carriers of those ideas, the international diffusion of those principles atichthg of the
adoption process further develop this thesis. The ultimate goal of this disaaddtb
come to a more nuanced understanding of flat tax adoption in Eastern Europe. ltike mos
research projects, not every explanation or conjecture is validated in thdigay |
imagined. Moreover, some things not conjectured at all reveal itself over tise obur
the research project. | vividly remember standing in the Bank of Latvia anign a

high-ranking employee told me he did not know what | was talking about when asked
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about Latvia’s flat tax. It was at that point when | realized | matieredt tragic error in
flying to Latvia, or something was lost in translatfoiEverything written within is done
to represent the flat tax story are truthfully as possible. Hopefully $kerthtion says

something academically important while also developing a compelling naroatpadicy

change in Eastern Europe.

8| found out later that Latvia indeed had a flat bat | misrepresented the tax in my questioning.
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CHAPTER 2

LITERATURE REVIEW, METHOD AND THEORY

Introduction

With the collapse of the Soviet Union and the end of the Cold War the political
and economic landscape of Eastern Europe fundamentally changed. “The communist
economic system was [itself]...a tragedy of errors,” Sharon Fisher ndi68,(27). Of
particular interest to this dissertation is thensitionfrom the budget practices of Soviet-
style economies to those of post-Soviet economies. Under communism, state subsidies
protected inefficient and unprofitable businesses and states printed money or #dorowe
maintain solvency (Fisher 2008, 57). But the collapse of such a system did not
immediately resolve the problems of the former Soviet Union and Eastern Europe. For
most, these “shock therapies” proceeded with devastating initial results.

A more specific problem also arose. How did the state collect revenue through
taxation? Eastern European countries had to solve two related yet separategradh
the one hand states had to cut budget deficits to maintain a balanced budget and provide
government services. On the other hand, money to balance these budgets had to come
from somewhere since personal income taxes were largely non-existemiSoviet
period (Fisher 2008, 61-62). During state socialism, taxation was managed tauaityna
by the state bank system (Aslund 2002, 217). When these state banks collapsed, new tax
agencies came about to replace them. Not only would new agencies have to He create

but some methods would have to develop to collect these taxes in new market economies.
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Three approaches came to light. The first approach was a highly progressive ta

based on the social democratic model of Sweden. This model was seen especially i
Hungary and Ukraine. Second, a moderately progressive scale as seen in Britain and the
United States was mimicked by most of Eastern Europe including the Baltics,
Czechoslovakia and Poland. These first two approaches gave way to a third ttaixe fla
(Fisher 2008, 62). The progressive methods were complicated and time-consuming for
citizens adapting to already enormous change. Instead, starting withaE-stewaral
Eastern European countries adopted the flat tax, a far-simpler, less coedgioccen of
taxation that taxes income with one flat rate instead of progressivelgu@o®4, 10).
The flat tax for those that implemented it was a pragmatic solution to a prpssihgm.
But the flat tax also was adtea— one of considerable controversy in some parts of the
world. Understanding this third approach — the change to a flat tax in parts shEaste
Europe - is the pressing question of this dissertation.

This research project is important for three reasons. First, the dissesteks
to understand the extent to which ideas can have causal significance in world. politics
The idea literature is a growing one in some subfields of the discipline, bdeseitved
of the attention it has recently received? If ideas are shown to have cans@bsige,
this project will build on that research agenda. If they are shown to not haeaige,
this is also an important development and casts some doubt on this “cutting-edge”
agenda. Second, understanding better the economic transitions of post-Communist
countries is an ongoing project in Eastern European area studies and inahediten

transitions. How can flat taxes better contribute to our understanding of the various
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trajectories of these different economieg®third implication of this research is its
practical import for policy practitioners. Although progressive taxation sebevare the
rule rather than the exception in Western industrial democracies, what capeherece
of our Eastern European counterparts tell us? While this research projeut @ddress
whether or not the flat tax brings about the economic recovery its proponentsitclaim
does provide some insights that policy practitioners might find valuable if segufohi
an alternative tax policy.

This chapter will proceed in three parts. First, | will investigate whhlic
policies are, what makes thegblic, and why studying the flat tax specifically can yield
insights into the public policy literature as a whole. Second, | will identify acdstis
the three competing explanations of external pressure (or institutionainejess
rationalism, and ideas that are used to understand policy change in Eastern Europe.
Included in this discussion is the role of policy diffusion in relation to the spread of the
flat tax. Lastly, the third part of the chapter highlights the main exptarsathat will be
tested in the proceeding chapters, elaborate on the case studies at hand emthexpla

methodologies used in this work.

What is Public Policy?

James Anderson’s 19'Public Policy-Makingmakes the case for why public
policy is important to political scientists. In it, Anderson defines poli@y ‘gairposive
course of action followed by an actor or set of actors in dealing with a probleratter

of concern” (3). (Policies become “public” when government bodies or officials adopt

° Note, however, that this research project is matumting whether or not flat tax policies are sssful at
collecting taxes or attracting foreign direct inweent. This is a question better left for econdsnis
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them.) He further relates three important reasons that policy change shetudibd:

for scientific, professional or political reasons. First, understanding publaypoli
“scientifically” enables political scientists to understand the palitiorld “more

generally” by isolating particular policies and studying themithgmdependenor
independenvariablesDependentAnderson notes, if we wished to determine the

political environment surrounding the adoption of a poliegependentif we wish to

make sense on how varying policies could in fact transform the policy environment.
Second, policies can be understood for professional reasons. By professional,1e mean
what Max Weber would have called polit&s a vocation In short, by knowing the
consequences of policies it enables policy professionals and practitioners to krtdev wha
do. Lastly, Anderson suggests that public policy is studied for important political
reasons. Rather than depending on politicians to change the political landscape,
academics themselves could play a more prominent role by studying theifistie

nature of policies while not refraining from making normative choices abotrighé¢’
policies (Anderson 1975, 7-8).

This dissertation will deal prominently with the “scientific’ componenalfcy
making. The goal of the dissertation is to understand why flat tax policy chapgens
and further, why and how it diffuses to other adopters. The dependent variable of this
dissertation — flat tax adoption —will be understood in relation to three explanatory
approaches: the external pressure approach, the rationalist approach, andidmalidea
approach. External pressure is one approach, highlighting whether stronggalexte
institutions had any bearing on introducing the flat tax. Second, rationadjats that

policy change is a consequence of rationally-expressed self-intéréisird approach is
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an ideational one. Ideationalists stress the causal importance of ideasyircipahge.
Though ideas are an important variable in the flat tax decision, the dissediath
recognizes that ideas exist in relation to other key variables, such awingtolitical
parties, supportive tax bureaucracies, and neoliberal think tanks. This dissertthtion wi
have achieved its goals if — by the conclusion — it can make a causal clainhavdist
taxes adoption comes to be and why it was an available policy choice in Eastern Europe
Research by Kraft and Furlong (2004) also highlights the controversies
surrounding the study of public policy. They divide policy analysis into five models:
elite, group, institutional, rational-choice, and political systems theory.tBétey
privileges the role of governing elites in shaping policy choice, rathepthtaic
pressure or diverse interests. Group, or pluralist theory, emphasizes theedouggl|
policy among diverse interests. Unlike elite theory, group models priviteges
contested nature of the policy procéS$hirdly, institutional theory assesses the “rules
of the game”. Policy is shaped within the legal and formal restraints of goetaim
structure. Rational-choice theory singles out self-interest as the deftmngcteristic of
policy choice. Knowing that all actors are rational, actors pursue those ptiamiegrve
their own interests (such as trying to get reelected) or the intefesttsers, which in
turn, serve them as well. Lastly, systems theory takes into account thedrgisd r
environment in which policy is made, including public opinion, social movements, and
interest group pressure. Anderson describes this as “input-output” studies, begause th
“inputs” into the political system (demands and supports) are analyzed ianrétathe

“outputs”, or the final policy.

19 Schattschneider'semi-sovereign Peoptgpifies the elite model, while Dahl#who Governs®pifies
the group model.
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Kraft and Furlong’s models provide further insight into how policy change
happens. For example, even if we can determine that ideas “cause” policy change, how
are those ideas delivered, by particular elites, political parties, arvisa
preponderance of public opinion? Or, if the rationalists are right, who are the noam act
involved in articulating the rationality of the flat tax policy? Additionally, ooald note
Suarez’s approach in her bobDkes Business LeaPnThough speaking of business and
not specifically states, Suarez investigates how businesses “behavakedatisions to
change, preserve, or amend their policies. Her book adopts a “historical” peespret
combines structuralist, and interest group approaches. The structuralist approach,
identified with the work of Charles Lindblom, suggests that business dominatesspolit
Businesses can understand the technicalities of a given policy better thiarapsland
thus steer the direction of a given policy. David Truman’s interest-group model argues
that interest groups naturally rally to their cause or to protect their owastgg¢Guarez
2000, 6)*! The place of business and interest groups in Eastern Europe is an additional
framework that can further refine a study of policy change. The netidrsevill more

specifically refine the three different “causes” explored in this rekear

1 Suarez understands policy change through whatallse"experiential learning”. She argues that
‘learning’ affects states in three ways. Firstj@olearning takes place when states realize exarli
successes and replicate those practices. Thid owedn learning from themselves or from others.
Secondly, she notes, learning can work to hindgest In some instances states learn bad praaticks
replicate those as well. Lastly, learning occutsrdailures. States will learn or adopt new pices
because old practices fail. (Suarez 2000, 10).
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Three Explanatory Approaches

It should be noted that the flat tax has received short shrift in the politicatscie
literature, and as such there is a paucity of explanations to explain itsadbpSitudy
of the flat tax is important for both practitioners and political scientistsa practical
policy choice, the flat tax had rarely been used, save the case of Hong Kong and two
small British islands Jersey and Guernsey. Practitioners wonder iathaxlcould solve
whatever budget woes ail them or if the flat tax is a better alternativegrepsive forms
of income taxation. For political scientists, its rapid proliferation is amasting
academic question. It speaks to the literature on both policy change and palsipuljf
while at the same time introducing the policy innovation of the flat tax into Hoeauc
discussion. Moreover, whereas traditionally taxation studies have focused on
industrialized states, this dissertation highlights tax reform in develoatessand the
challenges faced therein.

There are three ways, broadly speaking, the political science litenature
international political economy might make sense of why states in E&stevpe
adopted policies like the flat tax. First, external pressure explanatounes that flat tax
policies were adopted because institutions played an almost coercive rot@ng &or
states hand. Weyland summarizes the external pressure account as on@avienfal*
foreign influences” affect domestic policy-makers, by changing th@mal goals and
inducing actors to behave in a way that they would not have otherwise (2006, 69). A

common explanation with Eastern Europe is that external aid agencies liketlode W

2To my knowledge there have been only four pubtistticles of flat tax adoption specifically: Artur
and Gray's (2009) article, Evans (2005) articleairand Aligica’s (2009) chapter, and my own (2008)
article. Also important is Per Nielsen’s (2006) uhfished thesis on Estonian tax adoption.
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Bank and the International Monetary Fund, and Western governments like the United
States, coerced Eastern European governments to adopt certain policy chaeks (v
2003; Stone 2001).

One also hears of the dominating presence of the “Washington Consensus”
throughout the developing world, and the role that Western economists played in
reshaping the blank slate that was post-communist Eastern Europe. (Soros 18@8, Stig
2002, Beeson and Islam 2005, Rodrick 2006). Fjeldstad and Moore went so far as to say
that the IMF was the “number one driver of the global tax reform agenda” (2008, 238).
Davesh Kapur — one of the leading critics of the Bretton Woods institutionsiedaituat
the institutions have acted with “hubris” and went far beyond their original mandates i
giving both loans and advice that are then attached to strict conditions (1998, 123). This
is especially apparent in less-developed economies and political systenes, wher
populations are more vulnerable to the decisions of powerful elites. Additionally,
Vreeland observed that domestic actors would sometimes bring in the IMF scaas to g
political leverage “to help push through unpopular policies” (2003, 152). In this
particular instance international institutions are not so much “pressuringgstiocm
governments but providing assurances to domestic populations weary of uncertain
political or economic activity.

More recently, the dominance of the European Union has shifted the focus of
scholars away from the IMF and World Bank with respect to Europe. For example, the
strictures of the Copenhagen Criteria and acceptarmegofs communautaireave put
countries in a double-bind. On the one hand, it is argued, states must accept free market

strategies in order to gain access to free and open markets. On the other hapdlaf t
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not accept the conditions they can be “left out” of the political and economic weenti
that such an arrangement can bring.

Simmons, Dobbin and Garrett explain that many commentators have focused
specifically on the exercise of American power as a critical componealagfng their
“vision” to the world. The hegemonic United States — it is argued — acts through the
Bretton Woods institutions offering up carrots and sticks to would be membensioead
offer incentives when it is advantageous to the institutions, but also willing to unleash
sticks when needed. The goal of such institutions is to “impose” upon other states an
image of how to appropriately behave (Simmons, Dobbin and Garrett 2008, 1).
Additionally, Rachel Epstein investigates the extent to which leveragiagtbys like
NATO, the World Bank and the EU affect the change toward political and economic
liberalism in Central and Eastern Europe. She argues yes, but only when fprespec
states face the three conditions of domastiertainty subordinatetatusvis-a-vis other
states, and theredibility of their policies is open for adoption is in question (Epstein
2008, 8-9).

A second explanation, and the conventional wisdom about why states adopt
particular tax policies, usually has taken on a functional, or rationalist, logie, flat
tax policies were said to be easier to collect and administer and theneficeelesirable
than gradual income policies. Two, flat taxes were viewed as a way ta fateagn
investment into the countries and better develop the domestic economies of each stat
(Dilanian 2005). In Margaret Levi's classim Rule and Revenughe argues that
policymakers adopt tax policies after judiciously weighing “the costdandfits of

proposed actions,” and will settle on whichever policies extract the most revemtegtor
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she calls the theory of “predatory rule” (Levi 1989, 3-4). For Levi, moreover,
policymakers are relatively autonomous in their decision-making, imperviovutetoa
or internal forces.

Duane Swank also details the rational basis for tax reform. He arguesithat st
finance ministers and economic advisers are acutely aware of the hofotax affects
tax collection, efficiency and government revenues. For example, when m&iy OE
countries transitioned towards more market-oriented tax cuts and base brgatteyi
did so with the understanding that said changes would result in the outcomes they
wanted. Stark also points out — contrary to the external pressure thesis — thfatnax re
moved at a pace that was suitable for the domestic actors involved. During the reform
process France and the Netherlands cut rates fairly quickly, whaalasdited some
ten years after in 1998 (Swank 2008, 67). What this means is that all countries
approached tax reform with “rationalist” logic, but they did so without pressure from
outsiders.

A third way to think about why states adopted flat tax policies concerns the extent
to which ideas matter in politi¢&. Even though flat taxes might be adopted for
functional reasons, and even if external aid agencies like the IMF supporx flat ta
policies, it does not mean that certasonomiadeasdid not play a role in structuring
what policy choices were available and which were not. Once again, the ratibaais
of flat tax policies is not in question in this research. Robert Hall and Ahbngh&a,
the architects of (failed) flat tax proposals in the United States, agieitatitaxes are

attractive for the very reasons the rationalist approach details gidaRa@abushka 1995,

13 Rawi Abdelal’s (2002National Purpose in the World Econormyd Andrew Savchenko’s (2000)
Rationality, Nationalism and Post-Communist Markegnsitionshave recently adopted the idea
framework to cases in Eastern Europe.
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52). * However, the flat tax had little real world applicability by 1994, and to suggest
that the flat tax would be the panacea to a state’s economic ills would only have been
hazarding a guess. In short, the flat tax should not be sealyaspragmatic policy
choice that remedied the problems of tax collection, but a specific ecom@atbat
trumped other ideas.

Lastly, a fourth literature has developed which seeks to integrate the apgroache
listed above. Jeffrey Checkel's work on policy reform highlights the influenckeasiin
policy change. For Checkel, however, he explores the relationship between ideas and
institutions arguing that though institutions themselves are relevant, thetedatute
best makes sense of policy continuities and policy chatgen institutions (Checkel
1997, 3-4). In other words, institutions exist to do something organizationatificpe
but also under a framework constructed by ideas. (Checkel 1997, 6-7). Another work by
Epstein shows a similarly eclectic approach. Epstein describes how imssitike IMF
and World Bank can influence states decision-making, but not per se through coercion
and power. Instead, these institutions transfer a common “worldview” (in thig case
liberal worldview) onto member states. She describes this as a combination of the
“rationalist-constructivist” perspectives. It is rationalist in th@réesumes the
instrumentality of actors within politics, but constructivist in the sense thiaymblange
also corresponds to norms, the appropriateness of ideas, or simply ‘fitting-itéi(Eps

2008, 7-10).

1% On the other hand, a recent research paper byifdas suggested that the flat tax does not gieean
the benefits its proponents claim (2006). Alreadglaces like Latvia, a movement to abolish tfa fhx

is led by those who believe it did not provide tbeenue stability once guaranteed (Johannson amadih.a
20009).
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These three approaches cannot — on their own -- make sense of policy change in
Eastern Europe. It can help us in the first case of Estonia because ingnary
understand why the flat tax was adopted there initially. What these approachet c
explain are the exact avenues by which external pressure, rationaiitgasiead to
adoption and policy consolidation. Policy diffusion, for example, is not reabyiseof
the flat tax as much as it is a delivery mechanism. Policy diffusion brinigstwhen a
whole host of questions regarding the uses of epistemic communities, polieys;arri
political parties and federalism only to name a few. The proceeding sedtitense out

my preferred ideational approach, and then examine the literature on policiodiffus

‘Ideas’ in Comparative Politics

Ideas can be defined simply as a ‘tools’ or a ‘repertoire’ of “releéeisal and
normative assumptions that assign costs and benefits to possible action” (Parsons 2003,
7). One can understand ideas as certain programs or paradigms that define, @an,constra
specific courses of action seeking to achieve certain outcomes (Ca2@b&!94).

Ideas can be seen to have causal significance given that certain actoitecs hpmt
different ideas about a certain course of action, therefore if differentadgeatosen or
win-out, different outcomes will persist (Berman 1998, 18; Blyth 2002, 33).

King, Keohane and Verba suggest that the “most difficult methodological task”
with the ideational research program is showing ideas as causes (Kaigrieand
Verba 1994, 191). Sherri Bermamhe Social Democratic Mometnaces the absence of
ideational research in political science back to Karl Marx, and his contenfltrein

German ldeologyhat religion, ideology, law, the state, etc. were consequences of
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material interest and the rule of particular economic classes. Ideasimgly
epiphenomenal and not worthy of analysis as independent causal variables (Berman
1998, 16). Moreover, she argues, the ideational literature has not been taken seriously
because ideas “have never surrendered easily to empirical study oficptson’
(Berman 1998, 18). Berman also identifies three broad problems ideational scholars have
had in their own research designs. One, ideational theorists have had trouble mdentifyi
independent variables that can be clearly identified. Two, ideational scholars have
argued with one another, failing to reach a consensus on the mechanisms by which ideas
shape political behavior. Lastly, ideational theorists have failed to rigorassitheir
explanations against the backdrop of the real world (Berman 1998, 15).

In the field of comparative politics, a number of important works have addresse
the role of ideas with respect to policy change. An early attempt at explaininigldwsv
affect international politics was Peter Hall's work on the spread of égnism and
subsequently monetarism across Western Europe. His work was a correchige on t
various statist, bureaucratic and pluralist renderings on policymaking in cdivwpara
politics by exploring the processes of social learfinétall argued that the proliferation
of Keynesian policies should be seen as an example of how certain economic ideas can
‘influence’ the public policy choices of states (Hall 1989, 4). Hall suggested that idea
acted as ‘policy paradigms’ much like the scientific paradigms in Thomas Kuhn'’s
Structure of Scientific Revolutiofidall 1993, 279). These “third order” changes

reflected wholesale policy shifts that occur very rarely, produce a nurhaeomalies,

!5 Hall defines social learning as “a deliberaterafieto adjust the goals or techniques of policy in
response to past experiences and new informatmerning is indicated when policy changes as thdtres
of such a process” (278).
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puzzles, and “experimentation with new forms of policy” (Hall 1993, 280). As Hall
remarked:

The principal contribution of a social learning perspective is to draw our attenti
to the role of ideas in politics. It reminds us that state-society relationstca
adequately be described entirely in terms of the ‘pressures’ that eatha@xthe
other, whether through parties, organized interests, administrative organs, or
policy networks. The state is also linked to society by a flow of ideas betheen t
two spheres (289).

Another important contribution to the idea literature has been Kathleen

McNamara’s (1998Yhe Currency of IdeasMcNamara argues that ideas and interests

should not be separated as two competing variables but scholars should show the inherent

“connection between the two” (McNamara 1998, 8). McNamara’s book explores the

reasons for the development of an Economic Monetary Union in Europe. She claims that

the Economic Monetary Union is a result of: a) policy failure, that being tiiedsean
economic policies that led to the oil crisis in the 1970s; b) policy paradigm innovation,
that being Germany’s insistence on a stable and strong monetarist padiay); @olicy
emulation, that being the number of states that adopted this monetarist framewssk a
Western Europe (McNamara 1998,'®).

Put succinctly, theleaof monetarism was a response to the real-world problem
of failed Keynesianism. McNamara'’s research program has particydartim the case
of Eastern Europe and the flat tax. Eastern Europe experienced: a) pbliey that
being the inability to collect tax revenue via gradual income tax struct)rpsjicy

paradigm innovation, that being Estonia’s adoption of flat tax policies to solve the

16 Also see Jeffrey Legro’s (2000) “The Transformatid Policy Ideas”. Legro argues, like McNamara,
that ideational change is a consequence of twoegsas -€ollapseandconsolidation Collapse occurs
when domestic actors determine that the old idems@longer valuable or effective. Consolidatimeurs
when new ideas are consolidated by societal ancediticractors.
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revenue problem; and c) policy emulation, that being the fairly rapid adoption @blat t
policies across Eastern Europe in the last ten years.

McNamara’s case is evidence of what Craig Parsons reveals in hig ligerkain
Idea of Europe

Battles of ideas are never separate from battles over the distributioneofamat

gains. The former are important precisely because they can set the lines

dynamics, and results of the latter. Thus if | present my ideational angasa
competitor to structuralist or pure institutionalist approaches, this is not becaus
these basic logics are mutually exclusive. Material reality nizgaonal

arrangements, and ideas all play roles in politics. The interesting debate i

between them as incompatible concepts; it concerns how much we need ideational

factors — ideas and their institutionalization — to explain how actors define their

interests....to paraphrase Richard Biernacki, | show that ideas exerdise a

influenceof their ownbut not completelypy themselve@003, 9).

The dissertation takes seriously the respective conclusions of both McNardara a
Parsons about the relationship between ideas and material interest. Cale¢deds
seriously without forgetting that ideas are intertwined with the materidsraesociety.
This does not negate the notion that ideas can act independently as causes; on the
contrary, changes in material interest provide an opening for an evolutionsriode&e
place. Additionally, like ideas, material interest itself can be subgectn other words,
though a “policy failure” might have objective attributes to describe the égjine
inability to balance a budget, for example) one person’s perceived crigit lmei
another’s short-term inconvenience. Parsons notes that we are far too quick to judge
ideational claims more harshly because they all seem “subjectivasb(3a2007, 114-
115). But if a flat tax supporter “perceives” crises and assigns “médoiitgthat is as

objective claim as any other (2007, 115).

This dissertation also tries to provide an answer to Berman’s concerns about

38



the ideational program, and more generally, build on the literature that Mc&landh
Parsons develop. First, the dissertation suggests that ideas themselves andentepe
variables that cause a change from one policy to another. This does not mean that ideas
come “out of nowhere”. ldeas are relayed by elite carriers, politiceépand epistemic
communities to name only a few. John Campbell in fact critiques the ideatieratuiie
for side-stepping this very point (2004, 100). He breaks down ideational actors into five
different categories: brokers, decision makers, theorists, framergasiitwents
(Campbell 2004, 101). Brokers are the most important, in that they draw from the other
four groups in developing an idea, or making an ideational claim. Decision makers ar
responsible for turning an idea into policy by technically changing (through wating
ministerial decree) one public policy to another. Theorists develop the idea, through the
publication or debate of said idea, or by relaying the idea to others, much the way think
tanks operate. Framers set the terms of the debate if you will. Thesddstors,” as
Campbell calls them, politicize an idea to give it meaning and then populadzefitth
group, constituents. Constituents obviously have a stake in any policy changeall After
these are the folks public policies are supposed to help. However, constituents also play
a critical role in the consolidation of an idea. The simplest means is by tedkyogr
neighbor about a given idea, convincing them of the wisdom of one idea over others. The
constituent classification is more difficult to parse, however, when you conisater
almost everyone involved in an ideational change is also a constit(@ampbell 2004,
104).

Despite the fact that these actors matter, | still argue that idgas pidical role

in shaping their respective outlooks. Ideas have power when proponents of those ideas

" This might exclude transnational actors , who waekween states, for instance.
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hold them in greater priority than the alternatives, whether that is theaoéor
suggestion) by outsiders, or the functionality of alternative policies. Thistdisse
adopts an eclectic approach in terms of understanding the mechanisms by whiahedeas
transferred from one group to the next. By eclectic, | am emphasizing thestiom
international space where ideas exist and simultaneously interact. Doautsts are
the lifeblood of adoption, but we cannot understand the origin of those ideas by looking
at the domestic realm alone. At the international level policy diffusion is tihe bas
mechanism of idea origin. However, policy diffusion cannot explain adoption of a
policy; that returns us to the domestic level.

The dissertation will also rigorously explain events “in the real worldie flat
tax is a policy change that swept through Eastern Europe and is now availabia and
Africa. Its importance goes beyond the classroom and into the field, the “nédi a®
Berman describes it. In short, the dissertation is not only an academicemrcdetails
a policy decision that can greatly impact lives. Whether this impact isddretter (as
Laar and neoliberals like him claim) or for the worse (as social demdieratgghout
Eastern Europe have argued) is not a question this dissertation can ansveetaaisf
It does provide a window into these policy debates that are, frankly, brand new to many

observers and political scientists alike though.

The Flat Tax as an Idea

The flat tax could be seen as a specific econasei@with considerableausal

significance. Milton Friedman first discussed the flat tax in the cl&sgptalism and
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Freedomand later in the bookree to Chooseén the 1960s, although he was pessimistic
about a flat tax ever being implemented in the United States. The flat taxadeater
developed in think tanks like the Hoover Institution and the Adam Smith Institute in

1980s and 1990%. Though Friedman got the ball rolling, the most developed and

rigorous flat tax blueprint to date was drawn up by Hoover Institution scholarstRobe

Hall and Alvin Rabushka. Hall and Rabushka argued that flat taxes could solve five
problems that had plagued United States’ revenue collectors: a) the problem of
complexity; b) the problem of taxpayer cost; c) the problem of wasteful goeatnm
investment; d) the problem of tax cheating and loopholes; and e) the problem of cronyism
among the taxation bureaucracy (Hall and Rabushka 1995, 3). The flat tax would tax all
incomes — with the exception of the poor, who would not be taxed at all — across the same
19-percent rate (Hall and Rabushka 1995, 58). The second major aspect of thesflat tax
that it eradicates tax deductions because, for Hall and Rabushka, deductions aredoophol
that can lead to massive tax cheating (Sease and Herman 1996, 27).

In the United States the flat tax was lauded by former presidential cen8igae
Forbes as a response to the “complex nightmare” of gradual income tax scherbes (F
2005, 3-4). Other United States politicians, namely former US represematike
Armey and former presidential candidate and California governor JesvwyrBhave
supported the flat tax. In her then 2005 bid for election, German Chancellor Angela
Merkel initially nominated Paul Kirchhof for a position as finance ministerchiiof

was a flat tax devotee and stumped for a 25-percent flat tax throughout Ger@fany

18 Laar, Estonia’s Prime Minister, first learned abihe flat tax by reading a book by Milton Freidman
(Laar 2007). Slovakia's economic advisor MartiuBeko learned about the flat tax while attending
Harvard University, and flew home to his nativev@lkia to implement it (Tzortis 2005).
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course, in both the United States and Gerrfifigt tax policies have been derided by
both the left’ and the rigHt', and have failed miserably when practitioners seek to

implement them.

Conceptual Framework

In order to understand whether or not ideas played a part in Eastern Europe’s
adoption of flat tax policies, we would first have to analyze the other relevant
explanations: external pressures-based explanations and rationalist>tdasdt®ns.
While the ideational approach to international political economy is cutting-edd¢arwor
the field, might ideationalist explanations be insufficient to explain the develdpnm
Eastern Europe? Moreover, the dissertation must deal with the possibiliyehsiare
simply epiphenomenal, and not the causes of policy change (King, Keohane bad Ver
1994, 191). To answer the research question, this study will adopt a process-tracing
approach in order to identify the “causal mechanisms” that led to the adoption ax flat t
policies. A process-tracing approach investigates “the decision processdbyvarious
initial conditions are translated into outcomes” (George and McKeown 1985, 35). As
Keohane, King and Verba acknowledge: “Process tracing will then involvehseafor
evidence — evidence consistent with the overall causal theory — about the decisional

process by which the outcome was produced” (Keohane, King and Verba 1994, 227).

19 Kirchhof’s recommendation was chastised by marlijigians and forced Merkel to distance herself
from his ideas. Before the election Kirchhof dregmut of his presumed position to ensure Merkel's
election.

2 Flat tax policies are generally critiqued on th &s unfair to the poor, who are said to be aweténed
by high taxes under such policies.

2L Flat tax policies are criticized by some on thghtibecause something of a cottage industry of
accountants and tax specialists has developed $echprogressive taxation schemes. When President
Bush created his council to reexamine Americarptaicy, the flat tax was not examined in any restiadl.
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Keohane, King and Verba think process-tracing is particularly valuable whdrasne
many potential explanatory variables as this project tfoes.

Lastly, Parsons — who has done a great deal of work with ideas — thinks process-
tracing is a valuable method to use. He said the most effective way to valektienal
claims is to reexamine “earlier patterns of behavior, written and spokemua#ésyand
perhaps (with care) after-the-fact interviews to establish... beliefs antsh{007,

109). Parsons is quick to point out, however, that while not impossible, making
explanations using ideas is considerably more difficult than say stristaral

institutional arguments. That does not mean you cannot make ideational claims, but the
researcher must do so with care and attention (Parsons 2007, 109).

If ideas did matter in Eastern European cases, process tracing would be the best
method to determine this. But there are two sets of related, and pertinent, qukations
also need to be answered. First, if ideas did matter, then how? In other words, how are
ideas brought into the policy-making process and by whom? Second, what is the process
by which flat tax policies have been adopted in the various states? Are fiatitaxe
result of “policy diffusion”, or has the flat tax developed independently in eachrgdunt

The literature on the causal linkages between the development of an idea and its
implementation is robust and varied. Some have privileged the role playedlby civi
servants — bureaucratic specialists — in shaping the policy process @R@Qf, 556).

In this instance, civil servants act as the “switchmen” of history. Theyktévely
insulated from politics, and proceed to act based on a constrained set of policy belief

generated through years of technical practice. This understandingas|péyt

22 Although King, Keohane and Verba think processitra is good for identifying potential “causal
mechanisms” in social science, they generally thirgk process-tracing is less rigorous methodoédgic
technique that cannot contribute to causal infexdik@ohane, King and Verba 1994: 228).
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attractive when politicians are faced with considerable resistanceietas@cessures are
negligible (Quaglia 2005, 556). A second understanding involves the role of “epistemic
communities” in the formulation of policy change. Peter Haas defines epistemi
communities as “networks of professionals with recognized expertise and eos®it

a particular domain and an authoritative claim to policy-relevant knowledgen ki
domain or issue area” (Haas 1992, 3). This approach is different from the civil servant
approach in that it broadens the scope of those who effect policy change to include those
outside of the government, particularly by turning attention to the role aczjem
researchers, and think tanks play (See King 2005; Hasenclever, Mayer taedgert

2002). Thirdly, political parties could be instrumental in relating new, innovatias ide
into the policy process. During times of uncertainty political partiesrat aallying
constituencies to their aid and advancing a new political agenda (See &zeaubi

Hanley 2006).

A fourth understanding takes seriously the role elites play in policy change.
Berman has called these political actors “carriers” because they tha load” of
mobilizing support for one idea over another. It is political leadership that is the mos
crucial determinant in shaping history (Berman 1998, 25). Nicholas Jabko has also
investigated the contribution of elites with respect to policy change. Wile does
not accept the “simple constructivist explanations,” he does accept thatahelas used
as “strategic resources”. As he discusses the European Union’s refohesery
notion of ‘market reform’ had a peculiar appeal within the context of the 1980s and
1990s. In the course of the European Union’s quiet revolution, market ideas had an

impact not so much because of a general conversion to neoliberal ideology but because
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they were incorporated into a well-crafted political strategy” (Jabko 200685}y,

Rawi Abdelal’sCapital Ruleg2007) takes ideas and constitutive norms seriously by
examining how such norms become embedded within transnational institutions. The
“rules” of institutions “teach” members appropriate ways to behave. In doingager”
pupils” are willing to accept once controversial ideas (such as tradalida¢ion)

because of the perceived benefits of membership in an institution (Abdelal 2087, 18).

Policy Diffusion and Comparative Politics

A second series of questions involves the waves of policy change that swept
across Eastern Europe, sometimes called “policy diffusion”. (McNamacailoes it as
“policy emulation.”) Kurt Weyland defines policy diffusion as a “bold reform agidmt
one nation [that] soon attracts attention from other countries, which come to adopt the
novel policy approach. As such a wave gets under way, innovdtiaften spread
quickly to other countries following the trendsetter” (Weyland 2005, 262). Weyland
argued that these “policy diffusions” also occur within a short time frame, and ar
bounded by geographic considerations. In Weyland’s edited volleagjing From
Foreign Models in Latin American Policy Refqrhe reveals some of the pressing
guestions of diffusion research. He states: “Does policy diffusion result from

autonomous learning by the recipient countries or from the inducement or pressure

% Jabko’s and Abdelal’s work is important insofaiitaghows that ideas can be “used” for rational
purposes. For Jabko, ideas are “strategies” re#ssarily deep-seeded beliefs. For Abdelal, statespt
ideas, only because accepting such ideas bringiwgtieat (or potential) benefits.

%4 The term innovation does not simply mean ‘new’s Jack Walker (1969) argued, innovation is simply
‘new to you’. Moreover, policy diffusion scholaaise not per se interested in the creation of intiona

but simply its ‘adoption’.
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exerted by foreign actors, such as powerful international lending agenciesakbsiee
International Monetary Fund (IMF) or the World Bank?” In other words, is the spread of
innovations the product of decentralized initiatives, or of central coordination, if not
perhaps imposition (Weyland 2004, 2)?

In addition, Simmons, Dobbin and Garrett are quick to note that what theorists of
diffusion explicitly reject is the idea that policy developments occur indepeatient
cooperation between neighboring governments. That is, states adopt policissmat
knowledge of the preceding decisions made by others (Simmons, Dobbin and Garrett
2008, 7). The reasons for that are varied, of course. Weyland argues that policy
diffusion is the result of possibly four scenarios: via external pressures, matha and
symbolic appeal, via rational learning, and via cognitive heuristics. SimmohbjrD
and Garrett identify four of their own that share a resemblance with Weylgpdisgy:
coercion, competition, learning and emulation (Simmons, Dobbin and Garrett 2008, 2).
Of special note is Simmons, Dobbin and Garrett’s conclusions that policy diffusion is
especially important to study in an age of globalization.

Estonia, Latvia and Lithuania all adopted the flat tax within the two-yaaref of
1994-1995. Russia adopted the flat tax in 2000, and the remaining nine countries adopted
the flat tax from 2004-2008. Moreover, while the flat tax has had success in Eastern
Europe, no countries in Western Europe have a flat tax. Only one African country
(Mauritius) and two Asian countries (Hong Kong and Malaysia) have axXlawtaeyland
(2005) and Simmons and Elkins (2006) have tried to understand the ways that policies

diffuse, investigating external pressures, rational-actor models, culigreyan

46



religious identity to understand why certain countries adopt similar policiegwi

particular geographical constraint.

Explanations and Cases

“In an ideal scenario,” says Berman, “the scholar would use cases where the
outcomes to be explained vary and the relevant political actors are matchedythiag
except the ideas they hold. In such a situation everything would be held constpht exce
the proposed independent variable (ideas), thereby ensuring that an analysis could
provide us with unequivocal evidence of causality” (Berman 1998, 35). This is, of
course, the ideal scenario. The varying outcomes occur in only two cases: Poland and
Hungary, the only two states studied that did not adopt a flat tax. Berman’s approach is
the approach used in Chapter 6, for example. In the other chapters, it is shown that the
outcomes did not vary, but the ideas themselves did. Estonia, Latvia, Lithuania, &lovaki
and the Czech Republic all adopted the flat tax, but there is varying level obmndati
support (and antagonism) in each country for the flat tax. In these casghiages
held constant, including the outcome. The way to detail if ideas mattered is tmexami
the political, economic, and social discourse that occurred during the time of adoption.

| am investigating whether or not ‘ideas’ matter by looking at fivexas$
adoption (both early and late adoption) and two cases of non-adoption. My explanations

and rival explanations are as follows in Table 10:
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Table 10. Explanations and rival explanations

EXPLANATIONS

Explanation 1: In states that have flat tax policies we would observe a shifagntid
caused a shift in policy.

Explanation 2: In states that have flat tax policies we would observe discbatgdlze
appropriateness of said idea which caused a shift in policy. Some actors wouyddnstt
favor of the idea and others would be opposed.

im

Explanation 3: In states that do not adopt the flat tax, we would observe that the flg
idea conflicted with progressive ideas about economics, economic theory and gooc
government. Ideas contrary to the flat tax prevented flat tax adoption in thoseasour

t tax
]
ntri

Explanation 4: In states that adopted the flat tax after Estonia (thedfwstes), we
would observe that other states emulated the policy, or what is called pdiisyatif
Previous adopters were instrumental in the adoption of the flat tax by other adopte

RIVAL EXLPANATION

Rival Explanation 1: In states that adopted the flat tax we would observe the power
external pressures (or institutions) caused adoption and not the power of ideas.

Rival Explanation 2: In states that adopted the flat tax we would observe the power
rationally-expressed self-interest caused adoption and not ideas.

Rival Explanation 3: In states that did not adopt the flat tax we would observe that
external pressures or regard to self-interest prevented adoption, rathesttiiaaing
wedded to particular alternative ideas.

Rival Explanation 4: In states that adopted the flat tax after Estoniargihadopter) we
would observe that these states did so independently and without regard for therfla

t tax i

other states.

The seven cases studied in this research will be three ‘early adoptersidEs

Latvia and Lithuania) two ‘late adopters’ (Slovakia and Czech Republic) and two

countries that have not adopted the flat tax (Hungary and Poland). The case selection

requires some explanation. First, these seven countries are similar pobtigily and

economically to make “well matched...controlled cross-case comparisons” (Maa E

1997: 84). All seven countries rank in the World Bank’s list of “upper middle income
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countries” and are members of the European Union. All seven have legacies of
communist rule that ended around the same time in the early 1990s. And lastly, all seven
countries have adopted parliamentary democratic procedures.

On the other hand, the seven cases have important differences that make each case
unique to the other. First, the countries that adopted flat tax policies did so at different
times. Estonia adopted the flat tax in 1994, and is an obvious case to study because it
was the first country to do so in Eastern Europe. Latvia and Lithuania followed soon
after in 1995. Slovakia approved the flat tax in 2004 and implemented it into practice in
2005, while Czech Republic waited until 2008. The timing of instituting a flat tax is
important because an ideational approach would contend that, regardless of the incentives
for adopting a flat tax at a given moment, ideas would still have causal signgiover
time. The second important difference is that all three countries went througtutoumsul
albeit different, routes to the flat tax. Estonia’s came about rather earnlyabyust one
of many policies instituted by committed neoliberals in Estonia and all througjteout t
Baltics to break away from Russian domination and assert their independshoel (A
2002, 385f° Slovakia was barely a country in 1994 when Estonia was adopting a flat
tax?® and much of the 1990s was spent solidifying a new political regime and searching
for their identity as a state.

The last two cases investigated are Hungary and Poland. Unlike the Baltics,
Slovakia, and the Czech Republic, Hungary and Poland did not adopt the flat tax.
Although all seven countries are comparatively similar wealth;\pisiically

democratic and post-Communist, Hungary and Poland have not adopted the flat tax.

% This is not to say that neoliberalism and “flatets” are synonymous. In fact, many committed
neoliberals are not necessarily flat tax proponeBist neoliberalism does not preclude flat taxé&see.
% Slovakia gained formal independence from the CRpublic in 1993.
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Why? If ideas do matter in the Hungarian and Polish case we would expectyhat the
were not inspired by the same ideas regarding taxation that took hold in tles, el
eventually in Slovakia and the Czech Republic, but by different ideas about economic
growth and social provisiofi. On the other hand, if Hungary and Poland have adopted
the same general framework of neoliberalism as Estonia and Slovakia and sidt di
adopt the flat tax, this casts doubt on the ideational approach. Hungary and Poland are
important cases because they provide variation on my dependent variable.

A criticism of this project needs to be addressed. The dissolution of the Soviet
Union and the emergence of new states created what some would consider to be a
“critical juncture,” or political opening, for new policies. In the absenceattire
political institutions, ideas are said to be ‘hooks’ to obtain and maintain support for a
fledgling government. In this way ideas are simply a means to an end, &tid vllue
except in the sense that they can exploit institutional weakness. In NénksBsreat
Transformationshe argues that, “in periods of economic crisis, ideas (not institutions)
reduce uncertainty” (2002, 35). Robert Keohane and Judith Golddti#a's and
Foreign Policyargues that in times of uncertainty, ideas act as road maps to guide
leaders. By traveling down a particular path ideas are then ‘locked in’ éigdteni
against competing policy choices or rival ideas (1993, 12). Ideas are thieed‘iat by
institutionalization, or by being embedded within formal institutions (Berman 1998, 26-
27).

This explanation would seem — prima facie — to have salience in the early

adopter cases of Estonia, Latvia and Lithuania. In the Baltic States,veéte

27 Anders Aslund’s booBuilding Capitalismargues that Hungary was inspired more by socialodeatic
models of economics rather than by liberal policighis influenced, he argues, the different traes of
tax policies across Eastern Europe (Aslund 2008).22
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considered to have unrestrained access to mold and develop fragile institutiens (Ste
1997, 2-5). However, even Blyth agrees that institutional weakness alone cannat expla
why ideas are successful in a situation of unstable institutional equilibhi@w.ideas

do not immediately give way to institutionalization, but engenders a slow, prdlonge
process (Blyth 2002, 44-45). This argument would have less power with the group of
‘late adopters,’ in particular Slovakia (adopted in 2004) and Czech Republic (adopted in
2008). In both cases political and economic institutions were fairly consolidatecetand y
the idea of the flat tax found its way into the policy making process. How can one
explain this result? As Dimitrov, Goetz and Wollman have argued: “...[It] Is stil
sometimes assumed that the implosion of communism left an institutional vacuum or
tabula rasa from which a new set of institutional arrangements has gretias fr as

the executive is concerned, no such tabula rasa has ever existed” (2006, 17-18). In short,
‘weak institution” arguments can only get one so far, and cannot explain the varied route

that led countries to adopt (or not) flat taxes.

Data Collection

Much of the data I collected comes from archival research, interviews with
relevant policy actors and experts, information from government documents, and recent
newspaper articles. The data was gathered on two separate regesrohdrin 2007 to
the University of lllinois Russian, East European and Eurasian Center, and a @08 tri
Estonia, Latvia and Lithuania for fieldwork and interviews. The “processiga

method requires understanding the links between process and outcome, in which case a
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detailed descriptive analysis of that link must be highlighted. The most diffictibfpa
this project was working through the potential language barriers that resulkdoking
at seven countries that speak six different languages. In some cases restNatbns
like the Organization for Security and Cooperation in Europe, the World Bank and
International Monetary Fund translate all of their work into English and the oth@aloff
institutional languages. Moreover, several of the relevant policy actorsraseitin

the United States and speak fluent English.
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CHAPTER 3

THE FIRST: ESTONIA ADOPTS A FLAT TAX

Introduction

By December 1991 the Soviet Union ceased to exist. Boris Yeltsin had defeated
Mikhail Gorbachev’s government, dissolved the Communist party, and appointed a
transitional State Council of leaders from the surrounding republics. One of tlaetés
by the council was to recognize the independence movement of three Badc stat
Estonia, Latvia and Lithuania (Hesli 2007, 68). The act was the first “official”
recognition by the former Soviet regime that they could no longer control thelitea
states. The story of Baltic (and particularly Estonian) independence doegjindhieee,
however.

In 1985, Estonians were struggling to cope with their own Communist leadership.
Political scientist Andrus Park identified three broad changes in Estoniangolihe
first phase was the initial resilience of the hard-line Communist Iglaigeirom 1985-

June 1988 in the face of mounting pressure brought forth by Gorbaghesr®stand
perestroikamovements. Second, the rise of liberal-minded, reformist-type Communists
into the party brought forth macroeconomic changes, recognized Estoniaigalai
sovereignty and “reassessed” the Soviet occupation of Estonia by Stalin in 1940. Like

other parts of the Soviet Union, these reformists actually undermined thetgalffyand

53



by the Spring 1990 the Estonian Communist party “quickly disappeared from the center
stage of Estonian political life” (Park 1994,148-149). Lastly, by April 1990 a host of
“post-communist” leaders rose to the forefront holding new elections, creating new
political parties and rejecting the old ways of the party (Park 1994 *450).

The first Prime Minister in the newly sovereign Estonia was Edgar $ayv&sa
leader of the political party Popular Front. Savisaar was an ex-Communed social
democrat. While Savisaar and his party were popular among thirty-to-focgnpef the
population his government was increasingly criticized by right-wing srtic his leftist
economic views and by nationalist groups for his lenient stance on ethnic Russian
minorities (Park 1994, 150). Savisaar was critical in leading Estonia to wt#ifigst
post-Soviet constitution that was approved by a wide 90-percent margin (Raun 2002,
246). The result of the Constitution was the creation of the Riigikogu, a unicameral
parliament that has:

...Ultimate authority on all key political decisions, including legislation,

appointment of the prime minister and other leading officials, the longevity of

governments, the state budget and treaties with foreign countries. lRatl@so

elects the president, who cannot serve more than two consecutive terms, by a two-

thirds majority for a five-year term, aside from the one time compromisedgre

upon for the first election, held in September 1992 (Raun, 247).

Because of the central authority of the parliament, the position of Primstéfirs
instrumental in directing the country, including producing legislation and nomgnati
cabinet ministers (Ruus 1999, 26). Additionally, the Riigikogu also had a symbolic

presence among Estonians, as it was the pre-World War Il institution thatdoeme

already familiar with (Eglitis 2008, 241).

% |n trying to make sense of these changes occuyeags before the actual fall of the Soviet Uni@ark

comes to an interesting conclusion: “It would sd¢bat the Estonian developments in 1985-1991 lend
claim to the proposition that intellectuals formaubstantial part of the new political leadershiphi@ post-
communist transitions” (Park 1994, 152).
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Following the adoption of the new Constitution in 1991 Estonians went to the
polls in 1992. They answered by evicting the left-leaning Savisaar in placeigh@ br
31-year old historian named Mart Laar. Laar and his Fatherland partyindently
anti-communist and pro free-market. They aligned with the Moderate party and the
Estonian Independence Party to capture a slim ruling coalition in parliatemnart
Meri was selected as President by a margin of 59-31 over Arnold Ruutel. Meri, who had
been exiled to Siberia for five years under Stalin, combined with the youthfyl Laar
represented a true housecleaning for Estonia (O’Connor 2003, 174). Shortly after the
Laar government began its political and economic program to free Estonia from its
Communist heritage. Included in his program was the transition toward a ftat tax
personal income.

This chapter is important insofar as it introduces the first flat tax adotari&s
and tries to make sense of why Estonia adopted a tax reform that was relathesdyd
of as a practical policy choice. Only Hong Kong adopted a flat tax prior. dliestes
chapter will be two explanations. The first explanation claims: In dta¢save flat tax
policies we would observe a shift in ideas that caused a shift in policy. For this
explanation to be validated it must be clear that Estonian actors were weddeddb one s
of ideas and then adopted a new set of ideas. Exemplifying this ideation& gteft
adoption of the flat tax. The second explanation claims: In states thatdtatee f
policies we would observe discourse about the appropriateness of said idea whaéch ca
a shift in policy. Some actors would stump in favor of the idea and others would be
opposed. This explanation would be validated by observation of these opposing debates.

Acquiring the data requires archival research into political discourseyigws with
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relevant policy actors, and secondary research into the ideational shitt¢hated from
the actors themselves.

The rival explanations call into question the above claims. The first rival
explanation claims: In states that adopted the flat tax we would observe theopowe
external pressures (or institutions) caused adoption and not the power of idedmss For t
explanation to be validated evidence of external pressure would need to be deethnstrat
including, but not limited to, the coercive capacity of the IMF, World Bank, or Eunopea
Union to shape policy change in Estonia. The second rival explanation clainatet st
that adopted the flat tax we would observe the power of rationally-expressidesekt
caused adoption and not ideas. For this explanation to be validated evidence of self-
interest would need to be observed, including the adoption of the flat tax for purely
pragmatic and functional reasons that preclude ideas.

The case of Estonia demonstrates how ideas matter, thus validating the first
explanation. The major progenitors of the flat tax ideas were elites whoedtthe tax
reform from texts they read and agreed with and then presented those ideas to the brokers
of tax reform in parliament and the economic ministries. The flat tax was atsaf pa
broader ideology of neoliberal, free market ideas that some think made Estonia the
“Baltic Tiger” it is today. In retrospect it made Estonia and Mart baaisehold names
among free marketers from the 1990s onward. However, the “debate” over idaastwa
at all present in Estonia unéfter the passage of the new tax law in 1994, invalidating
the second explanatidn. These later debates reveal the tensions apparent in the flat tax

debate — over issues of fairness and equality on the one hand, and issues of growth and

% The timing of the debate is important to noteléder in the dissertation, as the tide began to against
flat tax policies in places like the Czech Repuliangary and Poland in the 2000s, the same tieseth
controversies arose in Estonia.
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competitiveness on the other — but do not contribute in any way to the passage of the flat
tax in 1994.

As to the rival explanations, both were invalidated. One could not understand the
change from progressive taxation to flat taxation without taking into atodegs.
External pressures were not present at all in the Estonia case, as the irglividual
interviewed in this chapter (and supported by secondary evidence) agreedisimsmdec
was made by domestic actors and not international actors. Moreover, ratibnal sel
interest alone could not explain why the flat $gecificallywas chosen to reform the
problem of progressive taxation. (Being the first to adopt a flat tax, remngEgtienia
did not know if the plan would even work). That being said, the flat tax was advised and
passed to solve a rational problem — budget deficits, tax evasion, and grey economies.
This corresponds with both McNamara’s and Parsons’ insight into ideational drathge
how it is coupled with perceived economic or political crises.

But how was amdealike the flat tax made into realistic policy alternative, and
from where did it come? What is argued here is that Estonia had a very prominent
“carrier” of the flat tax named Mart Laar. Laar, a trained histonamed politician, was
the chief domestic and international spokesperson for the flat tax. Laar and stenom
like Ardo Hansson, Heiki Kranich and Kalev Kukk stressed the flat tax at a tivae w
few knew much about the tax reform. These men were informed by the works of
Friedman, Hayek and Smith, and neoliberal ideas became a very important lpart of t
early political and economic discourse in Estonia. Leading up to the flat taxxwthsr

very little debate about the reform, save a last minute change of heatefrafcenter
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Edgar Savisaar. It has been after the adoption of the flat tax where most of teehdsba
become apparent.

The following chapter will first take a look at the problem of taxation spadific
analyzing the prior progressive system and the limitations of thansydt will also
discuss the political and economic backdrop surrounding the shift from progressive to fla
taxation. Second, the dissertation will “test” the explanation about ideas, culling
information from archival research, secondary literature and personalemsrvA great
deal of time is spent on the instrumental role played by Laar and those surrounding his
ascension to Prime Minister. It also establishes a connection betweesttpeofinoters
of the flat tax (Friedman, Hall and Rabushka) and its Estonian devotees., thastly
chapter turns its attention to the “rival” explanations, analyzing wingnatself-interest
and external pressures (or institutions) provide a satisfactory explanatoliby
change in Estonia.

A quick note on method is necessary before proceeding. Used in this dissertation
is the aforementioned process-tracing method. Process-tracing involveganuiegs
the dependent variable — the policy change to a flat tax, in this case — bking@ac
series of events that lead to the ultimate outcome. By studying eadomé&cithe
sequence it helps to make sense of the question at hand. King Keohane and Verba
suggest that the best way to get at this decisional process is by conduetvigws
with relevant actors and reading the written record about the process (lmigake and
Verba 1994: 227). As much as is possible, | try to trace this narrative chrondogical

beginning with the initial problem of progressive taxation in 1991, the arrival of Mart
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Laar in 1992, the passage of the flat tax in 1994, and then contemporary reflections on

what those years were like in Estonia from 1991-1994.

The Problem of Taxation

In the classic studyaxation and Democrag¢yven Steinmo claimed:
“Governments need money. Modern governments need lots of money. How they get this
money and whom they take it from are two of the most difficult political issweslifin
any modern political economy” (Steinmo 1993, 1). Estonia, and most post-communist
states, had the same glaring problem. The Soviet tax system was basedraetipon
turnover taxes from state-run enterprises. These turnover taxes — coupledfitsh pr
and personal income taxes — were transferred to the Soviet budget, which was in turn
transferred back to Estonia’s budget (Kukk 2003, 7). As the Soviet state began to
whither (if not collapse) a major component of revenue disappeared. As prigatizat
occurred and accounting schemes were not capable of taxing private esgegrdsin
turn wage-earners, the state was left penniless (Norgaard, Johannsen, Skakresgh Sore
1999, 133). Rein Jarvelill, an adviser to the Minister of Finance and member of the Social
Democratic Party, captured the essence of the time. “This was a ratioedtdiériod in
Estonia. They just got independence. We did not have our own experience on tax
administration and how to collect taxes” (Jarvelill Personal Interview 2008). The
presence of Soviet troops inside the country, the question of “ethnicity”, and the need for
strident land reforms summarized the numerous problems. Estonia faced another
dilemma as well. The only way to have an operational state that could provide basic

social services was to increase revenue. That revenue came from income ta
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The first income tax law in Estonia was put into force in 1991 and remained there
until January 1994. The progressive tax rates for individuals were appliedsabta6-
percent, 24-percent and 33-percent (“Questions and Answers: Estoniandtstem”

2009, 2). In the first quarter of 1993, Estonian revenues were at 880 million kroon, only
one-fourth the projected income (EIU Country Report 1993, 14). A European Bank of
Reconstruction and Development study warned of the problem that tax collectidn pose
the myriad of ways companies evaded taxes, and that if Estonia did not overhaul its ta
administration a serious shortfall would arise. Estonia’s problem was & dass of

failing to “penetrate territory” which does not allow states to “extr@e¢nue” and
“redistribute” (Cook 2007, 21). But few — even in the state — seemed to waatdase

taxes. In surveys conducted in the early 1990s, more than 60-percent of Estdesin ‘eli
were opposed to raising taxes to increase revenue. It is not surprisiexgarople, that
83-percent of business owners were opposed to taxes. But 58-percent of stateemterpris
58-percent of intellectuals and 57-percent of political parties were also dppose

Compare these figures to Lithuania, where 36-percent of all ‘elites’, i22geof

political parties, and 35-percent of intellectuals were opposed to tax iesrn&isen

1997, 300). Estonia resolved the revenue shortage not by increasing taxes per se, but by
changing the progressive tax-collection scheme altogether.

At the end of December 1993, the Estonian Riigikogu passed a budget to very
little fanfare. Included in the budget was a new income tax law that sqiex @t flat
rate on incomes. This flat rate replaced the aforementioned progressevefsia

percent to 33-percent. The hope was that easier collection would make for higher
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revenues (EIU Country Report 1994, #%)Fourteen years later, Estonia had bectmee
Baltic Tiger, its former Prime Minister Mart Laar an internaticstar, and the flat tax a
policy star in its own right. But the flat tax cannot be understood one act alone, but

through a culmination of happenings and ideas. This is the story of Estonia’s flat tax.

Mart Laar and the Flat Tax

By Mart Laar’'s own account the transition from communist authoritanmatos
capitalist democracy was a trying one. Estonia was heavily dependent ondgubsia
major trading partner, inflation was at a rate of 1,000-percent, industry amddavere
disasters, and in 1992 GDP dropped by over 30-percent (Laar 1996, 96). By 1996, Laar
estimated, those problems were solved. GDP was up, rates of foreign direchémiest
were higher than had been seen in similar post-communist states, and unempla@asnent w
just two-percent. Estonia was also the first post-communist state to be amdbedn
Union’s radar, and was dubbed in 1997 ‘the shining star of the Baltics’ (Norgaard 1999,
107). How did Laar explain this phenomenon?

Laar acknowledged he tried to make sense of the Estonian case in light of other
post-communist transitions. Two themes emerged, he said. First, it was impmortant t
take politics seriously. By this he meant securing the institutionahnefoeeded to
actually enact the proper economic reforms. The ratification of the afoiemssht

constitution and creation of the Riigikogu ensured political stability. Secawd, L

% Their intuition was not wrong. Revenue collectinareased by 500,00G00nin the years between
1993 and 1994. Revenue has increased every year 5093, even as taxation as percentage of GDP
steadily decreases. GDP real growth — which hadthe growth from 1991-1994 -- has since
experienced positive growth every year since 19Qbi€stions and Answers: Estonian Flat Tax System”
20009, 4).
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claimed, Estonia had to adopt that “well-known advertising slogast: do it(1996,
97). He argued that economic reforms must be enacted and carried throudlessgsdr
the short-term headaches associated with the radical reforms. Theakreddions
included the introduction of their own currency (kneon), liberalization of economic
life, abolishment of tariffs, and in time a flat tax on personal income.

Laar also acknowledged a more fundamental change occurring in Estdrea. “T
most basic and vital change of all,” Laar said, “had to take place in the hehrtsrals
of Estonia’s people. Without a major readjustment of attitudes, the post-communist
predicament would become a trap, and the nation would never move forward to become a
‘normal’ country with free government and free markets under law” (1996, 98). The
recognition of ‘ideas’ is critical to understand Laar’s (and thereby E&ppialitical
development. While he admitted his own political shortfalls — and the shortfalls of other
conservative or neoliberal governments — the battle is really for the “iddass and
dreams” of those governments to defeat socialist or planned ones. Laar hiasself
wedded to the idea of flat tax even though he misinterpreted its applicatiotNeWwhe
York Timeseported in November 2006, that not only had Laar only read one text in
economics — Milton Friedman@apitalism and Freedom he errantly believed that the
flat tax had been put into practice in the West (Stolberg 2006; Tierney 2006). Laar
commented that Friedman’s basic insight — that people matter, not governmertsd- gui
his own thinking (Peach 2006).

In 2007, Laar presented a paper entitled “Milton Friedman’s Legacy Oveaseas
Hillsdale College’s Free Market Forum. In the paper, he reflected on dr@ngeof

Friedman to Eastern Europe, Estonia and himself. During the Soviet era, loasteec
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Friedman’s works were not possible to read and “the communist rulers hatedrthis ma
Milton Friedman. It became clear to me that he must be a really rematthizlider”

(Laar 2007: 1). For Laar, Friedman’s importance can be seen in three areas:
macroeconomics, privatization and foreign direct investment, and thirdly, in particul
policies like the flat tax. The flat tax offers up the clearest threat tildneist legacy,
Laar related, because it challenges the notion of a “heavy graduated ingbaee ta
discussed in th€Eommunist ManifestflLaar 2007, 3). Laar’s parting salvo summarized
the meaning of Friedman in his personal life: “...We can clearly prove that theiesunt
taking maximum advantage of Milton Friedman’s ideas are developing fagtethe
countries which have used only part of them. We can say that Karl Marx has lost — and
Milton Friedman has won” (2007, &§!

Laar was also not shy about recommending his political and economic program to
others. Taking on Strobe Talbott, U.S. Deputy Secretary of State under the Clinton
adminstration, in an editorial for theternational Herald TribungLaar charged that
Russia (and the rest of Central and Eastern Europe) needed more, not less “shock
therapy”. The advice given by some Western advisors to soften reformscesamse aid
will undoubtedly get those East and Central European countries in “serious tru#ae”
1994). Laar chided the European Union in an article that appearedWath8treet
Journal Européden years later. In it he compared “new Europe” and “old Europe”,
claiming that if the “old” wanted to keep up with the “new” that they must adopt serious

tax reforms. This would include doing away with the typical welfare stateatity.

31 Laar criticized Marx in an interview with the Stard Review, saying: “...1 particularly don’t underath
why the world should so assiduously follow Karl Marteachings, whose first imperative — the
confiscation of private property — paved the waygdoogressive taxation in the arena of historyrhBps
the time has come to leave behind the relic of canmism” (llves 2006).
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“The welfare state is considered a core part of European identity, d¢espiegative

impact on European competitiveness, and its long-term unsustainability [sia}’ (

2004). Reiterating Laar’s concerns in 1994 for turning the “hearts and minds” of
Estonians, he impressed upon old Europe to develop a new “vision” and “agenda” for the
21%century.

But Laar also noted the dangers of such a course of action: the changes will be
disrupt society and would potentially make one a political pariah. “A governhmant t
implements such policy can become unpopular and be ousted from power,” Laar stated.
“But this is not important. More important is that your country is changed beyond
recognition. Looking back you can say: ‘This was a dirty job, but someone had to do it”
(Laar 2003, 37). Laar should know best. After he was ousted in 1994 as Prime Minister,
he returned in 1999, then stepped down in 2002. Former Prime Minister Savisaar has
been among Laar’s toughest critics. With Laar’s focus on efficiend\geowth, Savisaar
argues, he has ignored issues such as education, pensions, and social welfaree“What a
the best societies to live in,” Heido Vitsur, Savisaar’s top advisor, asked. “The best
societies to live in are the Nordic societies. We have to move in that directiomléLa

2005).

Explanation 1: The Flat Tax as an Idea

The development of the flat tax in Estonia highlights in part the value of ideas.
Laar admits himself, however, an obvious reason that the flat tax has been sucaessf

is easy to collect and easy to control” (Laar 2003, 36). Moreover, the flathaxd to
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avoid. Unlike in industrial democracies where progressive taxation encouragjés/we
people to shelter income, scour for deductions, and manipulate the system, tke flat ta
eliminates those possibilities according to Laar. In the course of thaX]dtaar claims
that income inequality has in fadeclinedbecause the traditional methods to avoid
taxation under progressive schemes no longer exist (Tierney 2006). Furtheraaore, L
argued that politicians like Savisaar used the flat tax (or at least oppositienfhat tax)

to gain electoral support. The idea was wielded as a political tool. “The [Camtgf
promised to remove the flat tax immediately after it was introduced,”dtated in an
interview with the English-language newspapke Baltic Times “But even when
politicians promised this...they never saw it through, because the flat tax works. We
must realize the difference between populist campaigns and real politias”Z@06).

Erik Terk, Director for the Institute of Future Studies, a think tank in Estonia,
argues the ideological — though not necessarily the mathematical or econamuf e
debate — has mattered most. As an economist, Terk suggests that the flatitagris ne
innovative nor really flat. “If you look at it as an economist it is not realty flayou
take all the income from zero to the maximum it is not proportional in some parts, it is
actually progressive (Terk Personal Interview 2008). Terk’s critiofthe flat tax
centers mainly on his belief that it is an ideological game played by the vpahtisal
parties. For example, though historically the flat tax has been supported by the
aforementioned Fatherland, National Conservative and later, the Reformagdariyth
party has also played a role: the Social Democrats. Despite the fe8b it
Democrats should be ideologically opposed to such a reform, they supported flat taxes for

much of the 1990s. Why, Terk asks? Because it enabled them to be a third member of
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many ruling coalitions. A second political game also arose. Duringtéh@980s and
2000s when strange coalitions of seemingly disparate ideologies formed, Terk
acknowledged that the exemption rate would rise after elections. The compramse f
the conservatives was this: do not touch the flat tax (which protects our politieal bas
and we will raise the exemption rate on who cannot be taxed (protecting yowapoliti
base)*?

Despite the “games” of politics, Terk admits that Laar and other consewati
were very committed to their ideas, even if they did not know what they were doing.
“Let’s just say from the beginning they [Laar and conservative partiésjaiknow a lot
about economics. | had discussions with them when | was in the first government and i
was awful. They started being very concerned with the ideas of Ladgh&haind at
first it was a very lonely economic understanding. But now we are even more
conservative than Lady Thatcher” (Terk Personal interview 2008). Vitsur, forme
advisor to Savisaar, agreed:

In my studies, there are possibly two explanations [to explain the flat taxis one

the use of this textbook that you probably know, Milton Friedm@ajgitalism

and Freedom It was this book that demonstrated that the best solution for every

country was to have a tax as simple as possible and everyone have freedom of

choice. And in Estonia there was this belief that everyone — well not everyone

— that money problems are your own problems and the attitude is very

individualistic (Vitsur Personal Interview 2008).

Vitsur also argued that Estonia was influenced by a Harvard-trained esbmamied

Ardo Hansson who was an advocate for the flat tax and Reagan-style ecotioAscs.

%2 The tax-exempt status on income has changed geary The basic personal allowance will be reduced
to 30 000 kroons (1917 euros) in 2010, 33 000 ksq@409 euros) in 2011 and 36 000 kroons (2301sg¢uro
as of 2012 (“Questions and Answers: Estonian Rt System” 2009).

33 Anders Aslund remarked: “Estonia was lucky to hAveo Hansson, an American of Estonian extraction
with a PhD in Economics from Harvard University amdassociate of Jeffrey Sachs, as the leading
economic advisor to the Estonian government an@#rk of Estonia for years (Aslund 2007, Footngte 7
125)
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Terk and Vitsur related, Laar was a historian, not an economist. So it would make se
that bright young economists were around the Riigikogu at the time. The exigmth
Laar specifically advocated the flat tax without consultation is open to delaate. L
himself admitted that Hansson supported the flat tax as “entirely reaso(ibtas”

2006)**

Kalek Kukk, an economist and current advisor to the Prime Minister Andrus
Ansip, was also active in the early discussions involving the flat tax. “It wasianon
decision that we discussed for the future and the end of 1991 and after independence,”
Kukk noted. “A bunch of us had a meeting about 50 kilometers from Tallinn and we
discussed the different opportunities for a flat tax in Estonia” (Kukk Persuealiew
2008). Kukk drafted close to six proposals for income tax reform from 1992 through
1994. In every draft a flat tax was included. In the latter drafts they datcaething
missing: the flat tax.

“In 1992 the Popular Front came into power. | can remember in every draft we
wrote there was a mention of the flat tax. We wrote one draft, two drafts, threse draf
and then we get to the fifth or sixth draft and the flat tax was not in it. Edgar Saavisa
thought he had to be different from Pro Patria and so he was against it” (Kukk Personal
Interview 2008). For Kukk, anyone against the flat tax was playing a politiced,g#ot
too different from Laar’s understanding or even Terk’s. All through the &8€0s the
flat tax was a “common ideal” held by everyone in government. When Saavisar’s
government rejected the flat tax it then required the support of Estonia’sgiqdities,

groups like Fatherland and the Estonian Independence Party. It was at thibaddimes

34 As Laar later said: “What he (Hansson) negleatethéntion was that nobody in the world had yet
successfully implemented it” (llves 2006).
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ideology behind the flat tax became a more prominent issue. Though the flat tax was
already an important idea held by elite carriers like Laar and Kukk, thegptremselves
had yet to be central characters in the flat tax story. With Saavigactar, the flat tax
became something of a rallying point for these conservative parties. Natoahd they
act against the social democratic government of Saavisar, but they could now pronounce
support for a flat tax policy that united several competing political parties.

Another prominent figure was highlighted in Per Nielsen’s comparative study of
tax reforms in Estonia and Norway — Heiki KranithKranich was named Finance
Minister for the new government in 1994 after refusing the post a year eantaerictk
was instrumental at setting the tax rate at 26-percent, and Laareatithét Kranich was
“very important when it came to the Parliament level, to really negotiakget it done
in Parliament” (Nielsen 2006, 69). But as Kranich admitted about the flat taxififitse
would have been impossible without the personal part of Mart Laar” (Nielsen 2006, 69).
And as Hansson said: “As for the flat income tax that was mostly the thenRimséer
Mart Laar who pushed it through — almost on his own” (Nielsen 2006, 69).

Terk and Vitsur argeed on one final aspect of Estonia’s flat tax adoption: the
seeming complicit role of the media. While analyzing the ideological naturgt@ii&’s
media is outside the scope of this study, both acknowledged that newspapers and media
were active in supporting the new government. Any policy or agenda that seemed
socialist was castigated. Free market ideas were promoted and sowalate notions

deemed irrelevant or Soviet (Terk and Vitsur Personal interview 2008). To Kukk’s

% Kukk stated that Kranich was a “very importantgoer,” and was quickly moved to the Ministry of
Finance following his work on the flat tax.
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recollection, in the early 1990s there were very few articles that sditirzggpgainst the

flat tax.

Explanation 2: Discourse on the Flat Tax

The second explanation claims that ideational change would be revealed through
an observable political discourse. The discourse itself was part of the cauysad 8ter
shift from progressive taxation to flat taxation. The problem with this expdanatthat
there was virtually no political and economic discourse aftr the adoption of the flat
tax. The passage of the tax law was one paragraph of a sidebar on the front page of the
newspaper January 1, 1994. Not one author of the policy was interviewed and the vote
total was not even published. As Kukk noted, the flat tax had support among economists
but there was no public debate about its uses. Moreover, as far back as 1991, there was a
“‘common ideal” that the flat tax would eventually replace the progressivé/Naat does
the lack of debate mean for the flat tax? If there is no debate does that meanfifiat the
tax was simply a rational policy decision that solved a pressing problem?

First, the major players in the flat tax decisions understood the ideological
controversies surrounding the flat tax despite the fact that it was not yeivestal in
Estonia. For example, Laar stated that because progressive taxationchppbtae’s
Communist Manifestthat such taxation would therefore violate the tenets of the free
market. Also, because Friedman’s books were banned in the Soviet Union that meant he
must be a really “remarkable thinker”. Marx’s idea (progressive tajatias held in

contradistinction to Friedman'’s idea (flat tax). In one sense, Laar whsdah
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ideological ghost as Estonia was far from Marxist in the early 1990s. Buwiagaalso
aware that Friedman’s ideas could — and in time did — stir controversy in Estonia. Even
economists like Hansson and Kukk knew that the flat tax was part of broader neoliberal
package that squared with their ideology and was antagonistic to the social diemocra
model. Kukk spent his free time translating prominent free market texts iioid&st

after allf®

Second, there actually was considerable debate over the flat tax, baftenly
passage of the law. Why does this matter? Though it in no way validates the above
explanation, it does provide a window into the ideational differences between flat ta
supporters and progressive tax supporters. These debates highlight issuress éand
equity on the one hand and issues of economic growth and revenue stability on the other.
It demarcates the social democratic ideas from the neoliberal idedse thel closed
door meetings outside of Tallinn that Kukk and others attended in 1991, the controversies
of the late 1990s were open for all to see, in Estonia and elsewhere in Eastern Europe.
This is also a preview of the debates that develop down the road in places like Slovakia,
the Czech Republic, Poland and Hungary. In those cases, the debates took place before,
during and after the adoption of the flat tax, or as in the case of Poland and Hungary, its
rejection.

The main culprits in the Estonian debate were a case of back to the future.
Savisaar and Laar picked up where they left off in 1992, this time with a more thoroug
understanding on the effects of the flat tax policy. Savisaar and his Cenyehndart
consistently been a thorn in the side of Laar and other right-of-center po#tidia

1999, the Center party won 28 of the 101 seats Parliament. However, three rightist

3% Most notable was his translation of Ludwig von &44_iberalisminto Estonian.
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parties — the Moderates, the Reform Party, and Laar’s Pro Patria Union — woits53 sea
combined, which made it hard for Savisaar to form a ruling coalition to govern.
Moreover, the Estonian constitution allows the elected President (in this caséoMer
appoint whomever he wanted as Prime Minister (“Savisaar Scores Big¢igivtory”
1999). Meri — no leftist — overlooked Savisaar, who he considered to be “an
authoritarian” and “Communist”, and appointed the familiar Laar to the post. BusLa
second term as Prime Minister was as tumultuous as his first. In this eydtamculing
block of the three right-of-center parties was fractured over inter-pattystiand
backbiting. Laar announced his decision in 2002 to resign amid discussions between
Savisaar’s leftist Center Party and the pro-business Reform Pamtyef@002). To
almost all political observers, this seemed to be a strange partnership.

One year later, the issue of taxation divided the coalition. The Center Party
continued to champion a progressive tax and waged a campaign built upon ideas of social
justice. But Prime Minister Siim Kallas of the Reform Party — who took ovdrdar —
butted heads with those inside Center Party. “A progressive income tax néptase
very kind of economic thinking we don’t support,” Kallas said. “If we were to support it,
we would really have trouble identifying our party’s ideology” (Johnson 2003). By 2005,
Savisaar was at it again. Criticizing new Prime Minister and flaswaporter Andrus
Ansip, Savisaar argued that increasing income inequality, caused lax#abn, would
increase crime throughout Estonia (“Savisaar Slams Economic Inetj@éliy). And in
2007, Savisaar and the Center Party threw their hat in the ring again, running once more

on a platform to eliminate the flat tax, once more garnering a quarter of thandte
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once more failing to form a ruling coalition in parliament (Alas 2007). Ansip leated
for a second term.

The inability of Savisaar to regain power demonstrates not only the ideational
struggles among elites but also the inherent problem with coalition-siysgrgnents.
Terk stated earlier that once the flat tax was passed, unusual coalitions wutd for
protect the flat tax, leaving the Center Party on the outside looking in despiéetttieat
they have been the second largest party in Estonia for the last 15 year&irilycer
speaks to Laar’s conviction thaolitics matterseven if you can “change the hearts and
minds” of the populace. Coalition-style politicking becomes a prominent reasowilt a
be shown later on — that Hungary has had a very difficult time adopting a flat patedes

the presence of flat tax ideas.

Rival Explanation 1: External Pressure in Estonia

Another explanatory variable with respect to Estonia’s adoption of the flat tax is
the pervasive role played by external actors like the European Union and lending
institutions like the International Monetary Fund and World Bank. In particukarym
have privileged “Europeanization” as an explanation, or the way in which EU states
adopt EU rules (Schimmelfennig and Sedelmeir 2005, 7). Given that Estonia (allong wit
Latvia, Lithuania, Slovakia, and Romania) joined the European Union following their
adoption of the flat tax, it is worth considering the Europeanization literatare as
jumping off point. As Heather Grabbe has suggested, the EU’s role in Eastern Europe

proceeded in two parts. First, was the economic development program known as
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PHARE, or originally the ‘Poland and Hungary Assistance for the Reconstructiba of
Economy’®” PHARE provided grants, aid, and broadly neoliberal technical advice to
Eastern Europe. The second part of the strategy was a political prograrmuldhat w

further consider Eastern Europe for accession into the EU. The pre-accessian cr

have sometimes been called the “Copenhagen conditions,” because of the requirements
laid out at the Copenhagen European Council in 1993 (Grabbe 2006, 7-10). Coupled
with the requirements of the stretquis communautaire the body of laws that makes-

up the EU and structure the behavior of new and existing members — Eastern Europe
seemed to have clear direction from Western Europe.

But the growing literature on Europeanization seems less than conclusive. As
Grabbe herself pointed out, the EU’s impact on Eastern Europe was not nearly as
profound as it could have been because of the “diffuseness and uncertainty” regarding
EU leadership (Grabbe 2006, 3). While the broad public policy agenda of the EU was
followed by most of Eastern Europe, the peculiarities of domestic politics alseret
(Grabbe 2006, 201-2003). Hughes, Sasse and Gordon have been even more critical of
the Europeanization thesis. In what they described as the “myth of condiyigriagty
argued that the pressures on Eastern Europe by EU conditionalities have beemetbnside
a given within the political science literature (Hughes, Sasse and Gordon 200B&-3)
the inconsistencies in the application of those conditions, the relative disconnestrbetw
EU elites and Eastern European elites, and the erratic dispensing of aiteto Easope
undermined the potential relationships between East and West (Hughes, Sasse and

Gordon 2004, 8-9, 13).

37 Although the program went on to include ten caiestin Eastern Europe, including the Baltics.
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Moreover, the International Monetary Fund has been linked to the flat tax. The
IMF had five basic recommendations for developing countries with respegatmta
One recommendation is particularly informative as it relates to thetlafliae IMF Tax
Policy Handbook recommends: “An administratively simple form of personal income
tax, with limited deductions, a moderate top marginal rate, an exemption ligat lar
enough to exclude persons with modest incomes, and a substantial reliance on
withholding” (Shome 1995, 5). Two things are important to note. First, there is no
discussion of the particular type of scheme of taxation that developing statess®ul
whether that be progressive, flat or otherwise. Second, despite the absermecdica s
tax scheme recommendation, the Estonian flat tax fulfilled two basic provigiorss
“simple” and there were “limited deductions”.

In Vahram Stepanyan’s IMF Working Paper on post-communist taxation, he
notes that, “starting in the mid-1990s, [the Baltic states’] governmentpoleies have
been influenced by their medium-term objective of accession to European Union”
(Stepanyan 2003, 13). But it is not clear the European Union had much to do with the
flat tax specifically. For Stepanyan, VATs (or value-added taxes) apdrete taxation
were more important to the European Union than personal income taxes (Stepanyan
2003, 14). Olev Raju of Estonia’s Tartu University related that given WesteopdZsir
own predilection for progressive taxation that there was virtually no pressimagésr
a flat tax specifically (Raju 2006, 43). Like Stepanyan, Raju admitted thmdrabe
taxation was a more prominent concern for the EU. When Estonia lifted their ¢erpora

tax altogether on Januar$}, 22000, it was aimed at promoting foreign investment in
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anticipation of future EU admission (Raju 2006, 44)“By end-2000,” Stepanyan said,
“the Baltic countries had higher or similar levels of government revermmgared to

the beginning of transition process and had largely achieved the tax reformveljecti
(Stepanyan 2003, 19). Itis also worth mentioning that the Baltic experieroepaticy
reform was generally seen as more successful than theidtaxistration Stepanyan
blames this primarily on the politicized nature of the tax bureaucracy basatd

inability to cope with a growing taxpayer base (Stepanyan 2003, 22). But this could als
speak to the fact that those implementing the new tax scheme were not ngcessaril
accountants or bureaucrats, but in fact, ideologues.

Furthermore, almost everyone with knowledge of the Estonia case splcifica
seems to think that the IMF and World Bank had a very small role in domestiotaxati
issues. “To my knowledge they had nothing to say,” Terk related. “They were rierther
it nor against it. Usually these institutions have nothing to say about taxation. Kehey li
that it is collected, and that general taxation must be favorable for companiasisB
domestic issue” (Terk Personal Interview 2008). Andres Saarnit, at the BankmBEst
says their influence was very “neutral” (Saarnit Personal Interview 2@08).Kukk
argued definitively that the flat tax was the idea of Estonians, not outside irgludsc
he noted: “I can’t say for sure that they were involved. But for me it was a very
pragmatic decision. For me it was our very own idea. If you talk to some it wasaan i
from elsewhere. But | didn’t need such ideas to know to do it. This was entirely
Estonian” (Kukk Personal interview 2008). And as Hillar Lauri, a World Bank advisor in

Estonia definitively said: “I ran the World Bank office from 1993-1995 (both years

3 As Raju’s research showed, however, eliminatirgabrporate tax actually did little in the way of
increasing foreign direct investment (47).
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inclusive) and I can tell you that we were not involved with the flat tax questiaiti(L
Email Interview 2008).

Laar’s view of the IMF, World Bank, et al has been less neutral. In his own
discussions with the IMF and World Bank he found them to be very skeptical of the flat
tax scheme. In particular they were concerned that cutting taxes walild leadget
deficits. As Laar told Per Nielsen, for the IMF “the most important thiag te
financial stability, and they didn’t believe very much in the theories thatitubthe
tax, you'll get more money” (Laar as cited in Nielsen 2006, 56). But as glshagvn
with monetary reform and the introduction of the kroon, Estonia has been known not to
listen to IMF advice before. Daniel J. Mitchell, a fellow at the Catatinst believes
that both the IMF and World Bank are even ideologically opposed to the flat tax. eDespit
talk of tax deficits, the real concern says Mitchell is tax competition. EUrepean
Commission seems intent on protecting the interests of high-tax nationsdeyihg tax
competition” (Mitchell Email Interview 2008). For example, when PresidekaAs
Akaev of Kyrgyzstan enacted a flat tax of 10-percent on personal income in 2004, the
IMF prevented the change, warning that rate would not be high enough to meet the
budget (Aslund 2007, 119).

While the European Union and International Monetary Fund pushed a neoliberal
economic agenda and liberal democratic principles for Eastern Europe it isarahel
causal relationship between the two parties. Prior to 1989, Estonia in particular had
already focused its sights on a non-communist economic and political program.

Aforementioned elites, like Laar, were already wedded to liberal ecomumaiples
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before coming to power. Domestic political elites — ‘carriers’ of ideysu will —

seemed to withstand the pressure of the external forces surrounding them.

Rival Explanation 2: The Explanatory Power of Rationality

The second rival explanation claims: In states that adopted the flag¢ taxuwd
observe the power of rationally-expressed self-interest caused adoption an@sot ide
According to the Estonian Finance Ministry in a report entitled “Questions andefgisw
Estonian Flat Income Tax System”, it details three specific redsoswitching to the
flat tax system. First, they highlighted its simplicity, secondratssparency and thirdly,
that the flat tax had low compliance costs for both taxpayers and tax admbongstr
(“Questions and Answers: Estonian Flat Income Tax System” 2009, 3). To elwridate
the first and third concern, the conventional wisdom concerning the flat tax wés that
would be the best way to do taxation in a country that had very little experience
otherwise. The finance report is typical of most writing on the flat tax change
particularly in news media reports.

Without question, pragmatic concerns are central to explaining the flat tax
change, but it can only explain so much. The development of the flat tax in Estonia
speaks to McNamara’s aforementioned framewonodity failurefollowed bypolicy
innovation(and eventuallyolicy emulatiof. The failure of progressive schemes to
collect and accrue taxes created an opening for a policy innovation. Ladalinegi—

literally and figuratively no less — on this opening by introducing thedlags both a

39 Ken Dilanian’s reporting on the flat tax for tR@iladelphia Inquirer- the reporting that spurred this
author to research the flat tax in Eastern Europiessed the pragmatic reasoning behind flatdapt#on
(Dilanian 2005).
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solution to the problem but also as an ideational shift from the ‘old’ way. But again the

rational explanation cannot fully explain the arrival of the flat tax, if for no odeson

than the fact that the flat tax had never been tried anywhere else imHEastepe or the

Western world'® What | mean by this is that the first elites did not actually know the flat

tax would work. Laar’s decision was a hunch, if not a gamble, to accrue taxation.
Theideaof the flat tax held considerable influence for Laar, despite not knowing

for sure its considerable effeéfs Moreover, all of Estonia’s neighbors were still

tinkering with progressive rates despite very similar problems congemrewenue

collection and tax evasion. The best case of this is Poland, where over time the rates

have been reduced and the tax brackets limited to only three, but the progressivesform ha

remained. In short, the social democratic model of taxation still practidédrigary

today was mimicked by almost all of Eastern Europe. From 1991-1994, Estonia followed

the same model as everyone else. Butin 1994, Laar's government offered upah “libe

alternative” to counter the progressive hegemony (Aslund 2007, 116).

Conclusion

This chapter assessed Estonia’s adoption of the flat tax and the causes behind the
adoption. Testing four explanations in this chapter, | learned that the ideastdhai
Estonia facilitated the change from progressive to flat taxation. Howheeshift did
not occur for the reasons initially hypothesized. Rather than vigorous debate about the

pros and cons of the respective taxes, the debate occurred primarily outside ofithe publ

“0 Except for, of course, Hong Kong.
“LIn retrospect, the flat tax working seemed likeoamious result. But most Western observers liee t
IMF were very concerned that the tax could not spcenough revenue to sustain a budget.
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eye, among ideologues and economists. The ideas were derived from Wesidiketext
Milton Friedman’sCapitalism and Freedorand held up in opposition to the prevailing
ideas of the Soviet period. The flat tax progenitors found an opening in the perceived
failure of progressive taxation after the fall of the Soviet Union, uniting bpthdaiical
purpose and an ideational one. Lastly, contrary to the literature on the power of
institutions, the IMF, World Bank and EU (at the time the European Community) held
little sway over Estonia. As Aslund remarked, the “wave of tax refornme&ceot from

the institutions of the “West” but from the “East” (Aslund 2007, 118). Not only did
Estonia not listen to the advice of these institutions concerning the flat taxadout L
openly mocked those institutions after the adoption of the flat tax.

The next chapter highlights the second round of adoption of the flat tax in the
Baltics: Latvia and Lithuania. Latvia and Lithuania draw attention toeguiraf policy
diffusion and the extent to which those states adopted the flat tax because of€Estonia
prior adoption. The chapter also looks at the interplay between institutional, Ifgtiona
and ideational explanations in “early” adoption cases. Unlike Estonia, “ideas’lagsr
compelling than what Latvia and Lithuania perceived as the rational advantalges of t
flat tax. But they also used Estonia as an inspiration — or model — for developittgra fla
program. Though their knowledge of the Estonian case was limited, the first

adoptervalidated what at one time was an unknown policy choice to future adoptees.
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CHAPTER 4

LATVIA AND LITHUANIA: EARLY ADOPTION OF THE FLAT TAX

Introduction

The Estonian case showed how economic ideas interplayed with the problem of
tax collection and revenue building in the nascent, post-Communist state. This chapte
examines the extent to which economic ideas mattered in Latvia and Lithudahea
next two countries in Eastern Europe to go the way of the flat tax — but alsoghetext
which Estonia’s decision to change their tax scheme influenced future addptére
literature this is known as “policy diffusion.” This chapter will assess sikeof t
explanations discussed in Chapter Two. Explanation one claims that in sthtfatwit
tax policies we would observe a shift in ideas that caused a shift in policy. Hiplana
two claims that in states that have flat tax policies we would observe dis@hamst the
appropriateness of said idea which caused a shift in policy. Some actors woydnstum
favor of the idea and others would be opposed. The third explanation of the chapter
(which is listed as explanation four in Chapter Two and later on in this chapter cla
that in states that adopted the flat tax after Estonia (the first adoptevpuwie observe
that other states emulated the policy, or practiced what is called pofeyiaii.

Previous adopters were instrumental in showing off the flat tax to future adoptees

Three rival explanations are tested in this chapter as well. Rivahatiola one
claims that in states that adopted the flat tax we would observe the power wélexter
pressures (or institutions) caused adoption and not the power of ideas. Rival explanati

two claims that in states that adopted the flat tax we would observe the power of
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rationally-expressed self-interest caused adoption and not ideas. The third riva
explanation (which is listed as explanation four in Chapter Two and later on in this
chapter) claims that in states that adopted the flat tax after Estomifa$t adopter) we

would observe that these states did so independently and without regard for therilat tax i
other states.

In the case of Latvia, this chapter shows that while there was signific#idgbol
infighting over a post-Communist Latvia, the decision to turn towards the flatasx w
relatively pragmatic in nature and void of ideological debate. In the casthoéhia,
there was a significant ideological force that disputed progressiveotaxadt all told
there was little political infighting about getting the new tax refoamsroved. In both
Latvia and Lithuania, the policy change was the culmination of wanting a taxhaide t
was both efficient and pragmatic. Just like Estonia, though, external presstges we
relatively insignificant. Latvia’s and Lithuania’s adoption of the flatwaas the result of
the choices of domestic elites rather than international authorities.

Despite the “domestic” nature of the decision, however, Estonia wagaxflat
model to look toward, or what the literature calls policy diffusion. Thus there is an
international level to flat tax adoption as well. Using Kurt Weyland’s fppr@aches to
studying policy diffusion, | focus on the “cognitive heuristics” model. Thiamaehat
actors mimic policy choices of a prior adopter (like Estonia) based on limitathiation
and “bounded rationality”. While Latvia and Lithuania essentially knew wstainia
was doing — abolishing a graduated tax for a more simple flat tax — they did not

assiduously study the policy. Instead, policymakers established a mentalisiioey
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had a model for a “new way” but largely designed their tax reforms withihiput from
Estonian advisors.

All told, only one of the explanations tested is validated, that being explanation
three regarding policy diffusion. In neither case were ideas or public disaurs
prominent part of the policy change. Instead, the flat tax was a solution t@bhenps
exhibited by progressive tax schemes. As to the rival explanations, only one of those
explanations was validated, that being the rival explanation of rationalig.rivial
explanation concerning external pressures held little sway in the Latwihhithuanian
cases. Also, policy diffusion played an important role in delivering theataiot Latvia
and Lithuania, invalidating the third rival explanation about the “independence’iof the
discovery of the flat tax.

This chapter will proceed by looking at both the Latvian cases and Lithuanian
cases separately, and then analyze them comparatively at the end aiptiee. cihihe first
part of the chapter details Latvia, offering both a historical sketch eodtamporary
analysis of their political and economic situation. It then situates Latthavthe
context of the flat tax change, analyzing how and why that change took place. The
second part of the chapter highlights Lithuania, once again looking at their situation bot
historically and contemporarily before moving on to their adoption of the flatfthg
last section of the chapter assesses the extent to which Latvia and Liteaamea from
the predecessor Estonia. This is what McNamara called “emulation”, or vyl

and Simmons define as “diffusion”.

82



Latvia: A (Short) History

Lativa and Lithuania, two countries just to the south of Estonia along the Baltic
Sea, adopted the flat tax one year later in 1995. Like Estonia, both Latvia and kithuani
had a Communist heritage that shaped political and economic developments. As Juris
Dreifelds has noted, the Baltic experience was unique even to the rest of Euroge. Unli
other Soviet Republics (like Ukraine or Georgia) the Baltic states pessa$sng period
of independence from 1920-1940 where nascent democratic procedures existed. The
three had managed to establish a democratic order during what Huntington ltbthealle
“first wave of democratization” (Krupavicius and Algis 2005, 122). Second, all three
were subject to the central planning of Moscow and had no economic or political
autonomy, like Poland or Hungary (Dreifields 1996, 110). After the fall of the Soviet
Union, the three turned their sights toward democratic reform and economic
liberalization. Their goals were threefold: turn away from Russia, ineegiith the
West and establish a political and economic system based in Western idaatsl (Asl
2007, 25).

In Latvia the transition proceeded at a piecemeal rate. Latvia’s toansinot
unlike Estonia’s — included a number of reform-minded Communists. In fact, Latvia’s
transition was very much predicated on something of a “dual government” within the
Latvian Soviet Socialist Republic (SSR) Supreme Soviet. On the one hand was the
Latvian Communist Party, and on the other was the reformist People’s Froicgpolit
party. As Dainis lvans highlighted in 1989, Latvia’s government was composed of “the

nominal power of the Communist Party...and the real power of the People’s Front”
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(Dreifelds 1996, 73-74). Beginning in 1990, the Soviet government allowed for the first
time open elections, and these elections gave rise to the first serious oppositi
candidates (Eglitis 2008, 238). By April 1990, Latvian citizens spoke with their votes on
the government they preferred. The People’s Front won a clear majorigtefrs¢he
Supreme Council (Dreifelds 1996, 74). However, Latvia did not declare independence
immediately after the success of People’s Front. A type of power-slararggement
occurred. Anatolijs Gorbunovs, a high-ranking Communist reformer was eleciedich
the Supreme Council. Ivars Godmanis, a Popular Front leader, was tapped to be the
Prime Minister. In one case, Aldis Purs pointed out, Latvia had two attoigeyesals:
one who was loyal to Moscow and another who was loyal to Riga (Purs 2005, 136).

But the dual government — like Russia’s many years before it — was doomed to
fail. Lithuania had passed a Declaration of Independence on MdPchad0, and
Moscow responded with an economic blockade (Pabriks and Purs 2001, 60). Sensing
Soviet frustrations, Latvia chose a conciliatory approach, passing irestBetlaration
about the Renewal of the Independence of the Republic of Latvia,” which declare
independence of a sort. It placed a transitional period of time on when Latvia would be a
fully functional and sovereign state (Purs 2005: 136). But by the Fall 1990, Latvia wa
already establishing its own customs offices and other public officetatdisis their
sovereignty (Dreifelds 1996: 77). Even more damaging to the Soviet cause was the
failure of the “Black Beret” insurgent movement composed of pro-Moscowdratvi
forces. After attempting to occupy the Ministry of the Interior in Rigaaowdry 28,
1991, five people were killed including a well-known Latvian cameraman (Dreifelds

1996: 77). By March, an overwhelming majority of all Latvians — including those
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considered ethnically “Russian” — were for an independent and democrati@. Lat
When Russia’s own coup failed in August 1991, Latvia was an independent, sovereign
state.

Politically, Latvia was a transitioning, parliamentary democracy. Tihdhagyvia
(like Estonia and Lithuania) had what is called a “restorationist” pdlgigstem — they
restored the pre-World War Il Constitution, for example — it had been roughlyysity
since anyone had used the preexisting governmental structures (Eglitis 2008, 241).
While the People’s Front had soundly defeated the Latvian Communists, earbnLatvi
independence saw harsh times and a lack of cohesion by the party. By 1993, over
twenty-three different political groups were vying for seats ini&adnt, called the
SaeimaDreifelds 199, 87). These elections were foffifiie Saeima in particular, the
first parliamentary elections of their kind since 1931. When voters went to the polls on
June §-6™, the newly formed Latvia’s Way party — a moderate, some might even say
right-of-center party — won 36 seats of the 100 seat parliament. They combihe¢dewit
conservative Agrarian Union party (12 seats) to form a ruling coalition inrgte fi
democratically elected government in over sixty years (O’Connor 2003, 169).

The victory of right-of center parties in 1993 was sign of things to come in Latvia.
In the sixth and seven®aeimarespectively, right parties outnumbered left parties four
and three to one. The success of right parties could possibly be attributed tdithge ina
of the left-of-center Popular Front to provide basic services in a post-independenc
Latvia. It could also be attributed to the absence of a social democratic sestotire
1990s. Although social democracy was very popular at the end of the 1980s, in the 1990s

right-wing parties likened social democracy as a successor to commpaisitmg it in
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such a way that made it hard for social democrats to compete in elections @E@Gis
177). However, coupled with right-of-center dominance has also been the relative
instability of government. From 1993-2000, eight different prime ministersiwere
place, six right-of-center, and two centrist. As Artis Pabriks and Aldis Pwd:ri@this
characteristic of Latvian politics seriously undermined the electsratest in the
parliament, parties and democracy...” (Pabriks and Purs 2001, 83).

The formation of political parties in Latvia has essentially depended on two
issues: nationality and economic development. On the nationality question, parties
contest for how “Latvian” or “Russian” the school curriculum, language, or culture
should be. On the economic development question, parties had to answer one question:
What role does the state play (Pabriks and Stokenberga 2006, 54)? Because all politic
parties have answered with various shades of gray to these questions, the ideologica
purity of the parties have come into question. In other words, what exactlsightd 6r
left” party? Some scholars have answered by arguing that Latvia's psigynshas
become overtly “personalized” and “short-lived”. In the end, the agenda of the various
parties has been directed by particular individuals whose agendas areucertheir
own. “In the making of the lists of parties,” political scientist Andris Rungsex,

“special attention was paid to popular public figures...This approach to making election
lists was characteristic of most of the lists because it was expecdtdidetivaters would
choose between politicians rather than parties” (Runcis 2005, 174).

Latvia’s political transition and its economic transition share a fewaginls

that are important to note. First, the effort of post-Communist reformers in bethistat

similar. The People’s Front in Latvia acted as a conduit to the people and both a
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symbolic and realistic alternative from the previous system. This isasitoiEstonia’s
Popular Front, a social democratic alternative to the hardline communists. Tke quic
rejection of the “old way” enabled one of the more peaceful and successfuldrensit

the post- Soviet states. Second, in both cases, their governments quickly shifted to
moderate, or right-of-center governments — the Latvia’s Way Partgtina_.and the
Fatherland Party in Estonia. This moved those governments not only farther away from
their communist past, but also hardened the distinctions between social denamctatic
neoliberal parties. Thirdly, there was a dual priority placed on ecoreordigolitical

reform. This necessitated the need for both a political and economic message on the part
of political elites and parties. So while on the one hand the flat tax speaks to the politic
of state-building and revenue collection it also speaks to a specific econoroigrdes

contrary to progressive taxation.

Explanations and Rival Explanations 1 and 2: Ideas, Rationality and Discouraiib L
Coupled with tenuous political development has also been a rocky economic

development. Prior to the fall of the Soviet Union, Latvia was simply one pielke of t

USSR’s command economy. Russia was its largest trading partner andhiaatvia

experience with free markets or privatization. Even after independence, Wwatvia

dependent on Russia as its major trading partner. Like Estonia before it)dtaxia

system was wedded to a Soviet system where local administrators héittleery

influence. When Latvia became independent it had to find a means to generate revenue

and balance budgets (Dreifelds 1996, 117). Interestingly, one of the major sources of

discontent about tax revenue has not been the state in Latvia, but regular citizens.
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As Dreifelds stated:

Tax evasion by firms and claims of billions of diverted dollars abroad have
created a populistic backlash for ordinary people who believe that all their deroands f
increased pensions, family allowances, farm subsidies and other services ceagdybe
satisfied by more rigorous and determined tax collection practices. Indeg€i93 the
government created a large new layer of bureaucracy, including 1500 finapeetors,
to verify the accounts of enterprises. Much effort was also applied to colieatsaof
taxes although many of the delinquents turned out to be state firms on the edge of
bankruptcy (1996, 118).

By 1994, the Latvian government sought to counteract personal income tax
evasion by giving every employee a work book that they had to turn in to be employed.
Penalties were also applied for those who tried to evade taxes in the busiress sect
Prior to those new laws, only the “fools” would be above board, pay taxes, and respect
the law (Dreifelds 1996, 119). It encouraged tax avoidance so as to stay competiti
other businesses that also dragged their collective feet on the taxns$885)
moreover, Latvia faced a serious budget deficit caused in part by the banking dhisis of
same year. Whatever the major impetus for the revenue shortfall — tax evasiomg banki
crisis, or neither — tax reforms took place in 1995 that broadened the tax base and cut
rates. The tax law was simple and straightforward: “The rate of tax tod&qaithe
annual taxable income shall be 25 percent. The payer of the payroll tax shatbpapfa
tax, which amounts to 25%, from the monthly taxable incoth@lese tax reforms
included not only income taxes, but also corporate and VAT taxes (Nissinen 1999, 70-
71). In a study performed by the World Bank in 2004, they found that starting in 1998,
Latvia increased budget revenues by 42-percent, compliance costs eathglgssened,

and they found a reduction in tax evasion (“State Revenue Service Modernization

Project” 2004, 24).

2 Latvian Tax Law(last amended January 2006).
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Janis Platais, currently an adviser for the IMF, was very supportive \oalsat
turn toward a flat income tax in the mid-1990s. For Platais, the flat income $ax wa
logical solution to the problem of tax collection. The tax administration was overly
burdened by trying to enforce a progressive scale that consisted of multgietbra
OECD tax policy experts suggested a flat income tax in the early 1990s ansimmlea
rate on both individual income and corporate income to avoid a “grey area” in the tax
regime for hiding income. Those within the tax bureau and the OECD were confident in
their decision. “There were no major doubts as the flat rates were adopted asigentea
depart from multiple rates taxation,” Platais noted. “We viewed this asioaipbn”

(Platais Personal Interview 2008). Those same experts were surprisedhashen t
assessed revenue a year later. “The calculations for fiscal iegianated that the
measure initially would be revenue neutral. However, later we experiéastestirge in
revenues from individual income tax, while corporate income tax was slightint
earlier projections” (Platais Personal Interview 2008).

The Latvian flat tax experience was unique from the Estonia experiencedecaus
of the relative absence of ideological debate on the issue. Though some ex@s beli
that a progressive tax might raise more revenue — which in turn could be redistribut
— their influence was small and the group “did not have a very strong say” (Platais
Personal Interview 2008). Two points can be drawn from the Latvian case. First, there
was almost no leftist discourse to speak of which championed a progressive t&e Unli
Estonia, there was not any political party that defined itself in support of, or in
contradistinction to, the flat tax. Political parties lacked the ideologatedsion that had

defined Estonia. Second, Latvia’s lack of an ideological tenor can also be exfgine
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the absence of what Aligica and Evans called a “policy champion” (Alen Evans
2009, 200-201). There was no Mart Laar in the Latvian experience, no one who
assiduously read the text and trumpeted the cause to others. Ultimately, eddeamic
did not have the same cache they seemed to have with Estonia.

On the other hand, the lack of ideas is not just a consequence of party politics or
elite champions but the recognition that policy change is more pragmatic thaonideat
The group of flat tax pioneers in the Estonian case understood the symbolism of the flat
tax as much as they understood its practical application. The Latvians understdatd the f
tax problem aspecificallya tax problem and nothing more. For example, Allister Heath
claims that Latvia set their tax rate at 25-percent simply to undenarti&s initial 26-
percent, introducing the variable of tax competition as an additional reason to #dopt a
tax (Heath as cited in Aligica and Evans 2009, 194). Edwards and Mitchell’'s work on tax
competition notes the same trend, as they argue that successive flat tassdunyee
lower rates than their predecessors. Furthermore, flat tax countries héverciax
rates in time (including Estonia, Latvia and Lithuania) in response to cuts, @rrates,
by neighbors (Edwards and Mitchell 2008, 62). It is not clear whether or not this type of
competition produces the results the states that engage in it claim. #rishceever,
that they find the competition to be rational. This invalidates explanation one alasit ide
and validates rival explanation two concerning rationality. There is nalcaus
relationship — or information for the matter — that speaks to the power of ideas in the

Latvian case.
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Like in Estonia, there was no public discourse on the flat tax until after th& fact.
In 2009 facing a budget crisis, the Latvian government decided to reduce old age
pensions and cut public sector salaries. Up on the chopping block as well was the flat tax
(Johannson and Lannin 2009). On Jufiel@tvian Prime Minister Valdis Dombrovskis
announced that Latvia would move towards a progressive tax to keep the budget in line
and also acquire a loan from the IMF (“Economic Crises Forces Latviadio Bldat Tax
System” 2009). But on June',the flat tax was preserved and the budget was
trimmed?* This does not help in any way explain the 1995 adoption; however, it does
provide a glimpse of the future. Not only will adopters like Slovakia and the Czech
Republic go through a similar struggle on the road to policy change, but non-adopters
like Poland and Hungary have to make sense of the flat tax in light of shrinking budgets
at a time of economic trauma.

Lastly, the rival explanation of “external pressures” is examined stioni&, the
idea of the flat tax was retrieved from external sources; that is, thexXlatas not an
Estonian idea specifically. It was derived from texts like Miltondtrian’sCapitalism
and Freedonor Hall and Rabushka'’s textbook on the theory. Similarly, it is important to
note the role that the Organization for Economic Cooperation and Development (OECD)
played in the Latvian decision to go the way of the flat tax. Though the OECD (which is
headquartered in France) provided technical advice according to Plataispltheias

more passive than the role played by domestic elites. While there is somsidistet

*3 Once again, the timing of these debates may nanmeuch for flat tax adoption in Latvia but helps t
make sense of the ‘late adopters” in Chapter Five.

*4 The international reaction to this decision wasgning. Daniel J. Mitchell of the Cato Institusaid in
preserving the flat tax that it greatly disappaihtiee “class warfare advocates” and “economic Liaddi
(Mitchell 2009). Richard Murphy’s taxation blogxrasearch.Org approvingly proclaimed that the anti-
poor “flat tax bites the dust” (Murphy 2009).
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the IMF and World Bank offered “advice” during this period, external forkeslie

major aid organizations and the European Union did not play a major role in the decision,
according to Platai€. Similar to the Estonian experience, taxation reform was not
handled by the predominant lending institutions. But unlike Estonia, “outsiders” were

more significant players in Latvia’s tax reform.

Lithuania: A (Short) Political History

Lithuania offers an interesting case in relation to both Estonia and Latvia.
Culturally, Lithuania’s religious practice is dominated by Catholicisas opposed to
Estonia’s and Latvia’s Christian Orthodoxy. Historically, Lithuania tigeed itself
more towards Poland and Western Europe, than Russia or Northern Europe. Politically,
Lithuania’s dual PR/Majoritarian contrasts the very basic PR-listisy#tat exists in
Estonia and Latvia (Pettai and Kreuzer 2001, 108). And economically “Lithuania never
opted for the same sort of economic ‘shock therapy’ as Estonia” (Aalto 2006, 100).
Instead, Lithuania opted for a more gradual pace due in large part to thgheft-ri
divisions that prevented the government from rapid ideological swings, but also due to a
Catholic heritage that “helped maintain ideas of collective solidarityaresist liberal
economic ideas” (Aalto 2006, 100). This “gradual” pace, according to Kevin O’Connor,
is responsible for Lithuania being such an economic laggard by comparison to the other
Baltic states (O’Connor 2003, 179).

Lithuania experienced something else unlike Latvia and Estonia. Whereas

Latvian and Estonian independence movements began with reform leftists (likaa®a

4> As Pami Aalto has noted, in the European Uniogésd. atvia was a relatively small, and in economic
terms an “insignificant” potential member (Aalto® 95).

92



and led to conservatives (like Laar), Lithuania’s trajectory startddngittists (like
intellectual Vytautas Landsbergis) and the transition period was dominateft-of
center politicians like President Aligirdas Brazauskas (Park 1994, 155). Ldhsiani
political parties are also indicative of the oscillation between left gindl ri‘More than a
decade after the restoration of Lithuania’s independence in 1990,” Algis Krupavicius
wrote, “Lithuanian party politics is often described as a political pendulum inazdnst
fluctuation between left and right” (Krupavicius 2005, 183).

Though ideological distinctions were less obvious during the late-1980s, the
Lithuanian movement for independence cannot be understood without reference to the
reformist, and in time, right-of-center Lithuanian Movement for Restructukmgwn as
the Sajudismovement® TheSajudiswere a political movement that united nationalists,
intellectuals, liberals, and communist reformers (O’Connor 2003, 150). Like in Estonia
and Latvia, where pro-reform deputies were sent to Moscow, Lithu&agisliswere
well represented in the 1989 USSR Congress of People’s Deputies. And also lika Estoni
and Latvia, communists within Lithuania broke with Moscow. By 1$2(udisin the
Lithuanian Supreme Soviet possessed 89 of the 141 seats. The Sajudis were the essence
of a Lithuanian “perestroika” movement.

Rawi Abdelal in hidNational Purpose in the World Econorstyessed the
significance of th&ajudis(later the Homeland Union Party). For Abdelal, 8agudis
recognized the threat posed by close economic links to the Soviet Union. In order to gai
true “independence” from the USSR it demanded closer ties to Western Europe and a
rejection of the East (Abdelal 2001, 93). “Almost all Lithuanians acceptedgumants

of these nationalists, and there were no influential organized groups that comestgd t

¢ Sajudisin Lithuanian literally means “movement”.
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Abdelal says. “Lithuanians agreed largely on what it meant to be Lithuanianhehat t
governments should do in its relations with other governments, and what were the
purposes of the state” (Abdelal 2001, 94). In shortSégedismovement, and the

broader nationalist sentiment, pushed Lithuania in a direction that embraced economic
reform. This reform was expressly anti-Soviet and pro-Western. As the rmumbe
indicate, more than half of trade went to Russia in 1991, and by 1999, more than half
their trade went westward.

As Krupavicius noted, in 1988 the Lithuania party structure lacked the type of
ideological cohesion that would typify the 1990s and 2000s. For example, though the
trajectory of the Sajudis movement was to become a conservative to moderate
conservative political movement, the Sajudis in their early years hadideadsgical
support. It was not until the 1992 — when the new constitution was written and the
political institutions were set in stone — was ideological purity more appdssuies
concerned the relationship between inflation and unemployment (the Hayek versus
Keynes debate), greater social protections, and the respective politiced fraokled the
issue of minorities (Krupavicius 2005, 201). In the parliamentary elections ofrtige sa
year, the ex-communist Lithuanian Democratic Labor Party took 43-percentwaftédse
in Parliament and held serve until the Sajudis (now called the Lithuanian Cong=)ati

won 70 seats in 1996 (Ramonaite 2006, 71).
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Explanations and Rival Explanations 1 and 2: Ideas, Rationality and Discourse in

Lithuania

On the periphery of the conference room at the Lithuanian Free Market Institute
(LFMI) is a library of books by Friedrich Hayek, Milton Friedman, Marat,d_udwig
von Mises, and even an autobiography of Lee lacocca. Their slogan, “If you datét cre
a free market, a black market will emerge,” has guided the group sinegitsing in
1990. Founded by six Lithuanian economists, the scholars believed that Lithuanian
growth could only be achieved by free market policies. The group has not only been
active in recommending pro-growth policies to whomever asks, but has also become
something of an intellectual vanguard for classical economics throughoutrHastepe.
LFMI also supported extensive changes to income taxes. LFMI President Elena
Leontjeva went so far as to call for the abolition of all taxes, except for at&AdT 33-
percent (Frierson 1996, 6). When Lithuania abolished progressive taxation in 1995, “it
was abandoned owing to LFMI's concerted effoffs.”

Think tanks like LFMI are important insofar as they create, promote and steer
public policies® The creation of public policy is a central feature of think tanks. They
are paid to “think” after all. A contemporary example might be the power theidaner
Enterprise Institute had in articulating a vision of the Second Iraq War and the

congressionally-appointed Iraq Study Group seeking out their advice (Kagan 2006). An

*7 http://www.freema.org/index.php/menu/about_Ifrtbiy/activities_and_ahcievements/646

“8 Aligica and Evans stated that while LFMI has ofigsponded to the post-Soviet institutional
environment rather than created it,” the think thak been influential in liberalizing the bankirgt®r and
“flattening” tax policy (Aligica and Evans 2009, 26
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example closely related to this project is Hall's and Rabushka’s detedlation of a
modern flat tax, which they worked on as analysts at the Hoover Institute inlRglo A
California. Second, think tanks promote previously created policies and ideas. For
example, the Ludwig von Mises Institute in Auburn, Alabama does not “create” von
Mises ideas though they disseminate them to others. This enables futurd@entrat
be exposed to the ideas of von Mises or other historical figures. Thirdly, think tanks
possess the ability to steer policy, not only by disseminating and creatisgbhdéalso
by aligning themselves with the proper organs of power. In Washington, DC — perhaps
the epicenter of the think tank universe — it is not uncommon for an analyst to move
seamlessly from the think tank, to the classroom, to the institutions of goverfiment.
This is how a think tank like LFMI has its most impact. For example, Ramunas
Vilpisauskas, the chief economic advisor to Lithuanian President Valdas Adanadausa, w
Senior Policy Analyst at LFMI from 1997-2004. These webs of networks (commonly
called epistemic communities) allow for the promulgation of ideas throughoous
sectors society (Aligica and Evans 2009, 93).

Lastly, think tanks serve to discredit certain public policies and ideas. As Seni
Policy Analyst at LFMI Zilvinas Silenas noted: “We [LFMI] are not @aademic
institution. We are concerned with the spreading of ideas and spreading infliéace
don’t even ask to be cited” (Silenas Personal Interview 2008). In the cashuarid,
social democratic ideas and progressive taxation already “weren’t that p@maaven

among socialists there wasn’t a consensus that flat taxes were batlri{K&.eontjeva

*9 Paul Wolfowitz might be the epitome of such a sitian. He was the dean of the Paul Nitze Schéol o
International Studies at Johns Hopkins Universigryed as an advisor to the American Enterprise
Institute, was George W. Bush'’s Deputy Secreta@afense, and World Bank President before settling
back into a role with AEI.
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Personal Interview 2008). Or, to quote Silenas further: “I simply think that stcddas
were no longer valid” (Silenas Personal Interview 2008).

The first few examples would seen to validate the explanation thatdlat ta
adoption was a consequence of having the right ideas at the right time. LFMI and its
analysts came to fruition at a time when social democratic ideas \gerediied and the
population was looking for new direction. The flat tax seemed to offer that direction.
However, there are two problems with such a claim. The first is that Lityudkei
Latvia, lacked the sort of policy champion or elite carrier that ideas oegd into the
policy arena. There is no discernible figure who led the charge for the flat tax in
Lithuania. Second, even those who most persistently believe in the power of ideas
(LFMI analysts) noted that there was not an ideational struggle overttextl&ocial
democrats were not per se antagonistic to the flat tax. Moreover, the Lithuatyan par
system had yet to have the sort of right-left ideological divide which ¢gpHistonia, and
to some extent, Latvia. As in the case of Latvia, both explanations one and two were
invalidated. Ideas were not the cause of the flat tax and discourse washhpttmsent
in Lithuania.

What can explain the presence of the flat tax then? Though analysts at LFMI
were unapologetic free marketers, they still believed the initial discussgarding
taxation was not really ideological — it was rooted more in notions of efficieRaya
Vainiene, who specializes in tax competition at LFMI, noted the problem of high
inflation during the mid-1990s in Lithuania. Because of rampant inflation, virtaklly
Lithuanians were in the same tax bracket. Since almost all people were riaxed 23-

percent, it made a progressive scale largely meaningless anyway. eidepfbation rates
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in April 1993 were around 20-percent, the highest in the Baltics. During this period in
time wages could rarely keep pace with the cost of basic goods, like food (EIU Country
Report 1993, 41). And despite steady growth through the summer, by September of the
same year inflation had increased to over 30-percent. Part of the problem was
Lithuania’s commitment to protecting living standards by increasing pes)gioe
salaries of state employees and student grants. Prime Minister ASlgfzvicius
supported government spending for these services in the wake of rampant iragion (
Country Report 1994, 37). Thus when calls came forward to lower the rate to a 27- or
24-percent flat rate almost all Lithuanians jumped on b&aidoreover, tax boards and
administrators preferred the simplicity of the new system. The Havda common
sense for many, while for others, there was “a hidden argument, and that was the
abolition of the progressive tax” (Vainiene Personal Interview 2008).

Mindaugas Lukas, Chief Specialist of Direct Taxes and Internationali@ivisr
the Lithuanian Finance Ministry, highlighted the role of the Ministry inath@ption of
the flat tax and the relevant changes the income tax laws have went through. Agccordin
to Lukas, tax changes in Lithuania have occurred for one main reason: simghfying
administration. “The law was prepared by specialists in the MinistrinahEe, and a
big part of it was to simplify it for administrators” (Lukas Personal undsy 2008). The
law of 1994 (and later amended in 1997) set the initial flat rate at 33-percent for most
income. There were, however, over eight different rates that dealt with threeddés

between say, royalties (which were taxed at 13-percent) or the sale tertcdsoperty

0 Another reason for the popularity of the flat taxhat it established a non-taxable allowance tlilkeetax
codes in Estonia and Latvia. Thus, the poorest¢wet taxed on their income at all.
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over the tax-exempt minimum (which was taxed at 10-percénti the amended
income tax law of 2003, the flat rate was reduced to 27-percent, and income received
from things like athletics, performance art, royalties, property gasfcopyright was
taxed at 15-percent.

“Well, | can say as far as | know, there was no public debate at altliregdine
law of 2003. It is natural for the public not to be interested if taxes don’t increase”
(Lukas Personal Interview 2008). Lukas related a story about the Netherlandsrand the
progressive taxation scheme. He cited an article describing how the adoptiofiaif the
tax in the Netherlands would keep revenue at the same rate and simplify the
administration for the tax bureaucracy. However, the political capital spehaihge the
system would be overwhelming. “Tax administrators would rather abolish [psbgge
taxes], but politicians won't allow it” (Lukas Personal interview 2008). Even in
Lithuania, the flat tax is frequently challenged. “As elections are cormrigthuania]
we have lots of proposals for progressive income taxes” (Lukas Personakint2008).

The story Lukas tells is not terribly different from the story of Estonithulnia
faced a revenue crunch, taxes were hard to collect, and the flat income & pdifeed
the previous progressive scheme. The new tax regime — and its evolution from 1994 until
the present day — followed a rational logic, validating a rival explanationedver,
while politicians may have steered the political trajectory of tax lassch as setting
rates, he notes — economists and specialists within the Ministry of Finanee atgput
the nuts and bolts of the tax policy. Even those at LFMI who believe that ideas matter

argued that the flat tax was efficient and made sense. Like Latvitatthex was a

*1 SeeProvisional Law on Income Tax of Natural Persassamended 27 March 1997. English language
translation.
%2 SeeRepublic of Lithuania Law on Personal Income Pag2. Last amended 15 May 2008.
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rational solution to a pressing problem. Unlike Estonia, there was little paiitiaglie
or infighting over the decision. There was also no considerations about where tidne flat
fit in ideologically: no discussion of Marx, much less Friedman. Vainene explained i
succinctly: “Estonia did it consciously...Lithuania, less so” (Vainene Raldoterview
2008).
Or, as Jonas Cicinskas, Professor of European Studies at Vilnius University,
explained it:
To my view, it was not ideology which led to a flat tax, but pragmatism. There
were no conditions (no established fiscal system, just the inherited one), no
professionals (with the knowledge of alternative taxation), no expertise to think
about more sophisticated though more exact (more fair) taxation system. The
social structure of society (almost every person was the former comntatest s
employee; very small differences in wealth and income) also pushed to favouriz
[sic] flat tax. The ideology comes much later (in our case — after appatetini0
years of systemic changes), and with it the debate about flat tax (Cxhsial
Interview 2008).
Cicinskas’ argument, in its brevity, brings to light some additional considesati
which to this point have not been addressed. First, Lithuania had to actuallyleeeate t
original progressive system out of nothing and they did so poorly because no one was
trained to do it the right way to begin with. It was not just that the progressisgdi@m
was a failure but that from its implementation was doomed to fail. Second, ttaxflat
was the result, not of serious discourse, butaadiscourse whatsoever. The needs of
acquiring revenue were so great that not a lot of time was spent on other options.
Cicinskas implies, for example, that with more consideration a fairer puligyt have
been developed. (This verifies Vainiene’s claim that Lithuania’s fkatves not

consciously thought through). Thirdly, because class distinctions were minia&95,

tax changes did not affect many people.
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As to rival explanation two concerning external pressures, what role gigldne
in Lithuania? Little, if any, according to most observers. Cicinskasistae only more
recently has the IMF been involved in tax discussions, and these talks have bgand la
questioned the wisdom of flat tax®&sEven more blunt, LFMI's Kaetana Leontjeva
stated that they played no role. “They didn’t shape Lithuania vis-a-vis thaXlat t
(Kaetana Leontjeva Personal Interview 2008). Lukas thought the IMF and Waokd B
might have been important, but only as to “validate the system” (Lukas Personal
Interview 2008). In other words, Lithuanians wanted the flat tax, while extertoata
rubber-stamped it.

Michael Camdessus, then Managing Director of the IMF, suggested two years
later what many Lithuanians already knew. Camdessus praised “simpleoade br
based” tax reforms with “limited exemptions and uniform rates” (Camdek397, 5).
Camdessus also noted that systems should be designed in such a way that they could be
“easily enforced” to collect the revenues needed to sustain a functionmgBstét004,
IMF mission head to Lithuania Ashoka Mody argued that taxes should be cut so as to
stimulate economic growth. In no case, Mody stated, should taxes (and revenues from

those taxes) be used “as a tool to implement social objectives” (“IMF to hithu@ut

3 A 2006 IMF Working Paper enumerated several carsceith the policy. In the paper several
conclusions were reached. First, the paper clthaisthe flat tax is not entirely flat. If one &kinto
account social insurance contributions, the effecthbor tax is far from flat (Kenn, Kim and Varsan
2006: 5). Second, the enthusiasm for flat taxes less to do with “fairness” of the tax and marelo
with the tax cuts it has created. Although thetiBatates started their tax with very high ratesy have
cut those rates over time. Moreover, the late tedehave set considerably lower rates than their
predecessors. Their last two points, howevergapecially worth noting. Except in the case ofdfas
after the adoption of the flat tax, personal incameenue actually decreased (Kenn, Kim and Varsano
2006: 13). Lastly, the claim that the flat tax hazreased compliance — which therefore madesieeao
collect — was treated with suspicion. While thgyee that the tax has simplified administrationeoks,
they argue that individuals still weigh the costd denefits of avoiding taxes to determine whetnarot
evade. If a country does not possess a thoroughgwbgram to combat tax cheats, regardless dfytie
of tax, there will be cheaters (Kenn, Kim and Vas2006: 29).

101



Income Tax Rate” 2004: 1). In neither case did the IMF concern itself wityype of

taxation was more valid.

Explanation 4: Diffusion and the Flat Tax

The previous sections on Latvia and Lithuania assessed why domestic actors
rejected one kind of tax system (progressivism) in favor of a new tax sfftaém
taxation). Rather than an interplay between the ideational and ratiorplesaions as
witnessed by the Estonian case, both Latvian and Lithuanian elites commerited on t
pragmatic (or rationalist) nature surrounding the decision to change taegolichost
of practical reasons were detailed, including the inability to collecstdie problem of
tax evasion, the rise of black markets, the high rates of inflation and the lack disexpe
and knowledge to successfully implement a complex progressive system. Mpreove
neither Latvia nor Lithuania had the sort of policy champion (elite carrigrhéhé the
banner for the flat tax. But though the previous section might tethyshey switched
to a flat tax, it cannot really tell dwthey came to the policy to begin with. By 1995,
only two countries (Hong Kong and Estonia) were flat tax states. This meaoktame
things: either Latvia or Lithuania knew of Estonia’s adoption, or they adopted ttkexfla
by sheer coincidence, independent of Estonia’s choice.

If this first part is true it begs the question: is the adoption of the flat taatumal
and Lithuania a product of policy diffusion? In other words, was Estonia’s flat tax
innovation influential in the “emulation” of the early adopters of Latvia arftibiania?

This takes into account explanation four and rival explanation four as related inrChapte
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Two and at the beginning of this chapter. Explanation four claims that adoption of the
flat tax post-Estonian adoption is attributable to Estonia’s prior adoption. Rival
explanation four claims that flat tax adoption was entirely independent of &st(n

prior states) adoption. Once again, policy diffusion itself should not be seeaaseaf

the flat tax, but a delivery mechanism that brings forth the ideas (or politye dat tax.

Kurt Weyland’s research on Latin America has been incredibly influential
understanding the relationship between policy change and diffusion. Weyland suggests
that policies diffuse in four different ways: via external pressures, viaatwerand
symbolic appeal, via rational learning, and via cognitive heuristics. Inxtamael
pressure framework, it attributes policy change “to central coordinatmrextical
imposition emanating from the core of the international system” (Weyland 2006, 32).
This is the type of diffusion one might see in dependency theory or world systenys theor
for example. Second, diffusion can take place via normative and symbolic appeal. In
this framework, leaders and politicians adopt certain policies so as to confornotsva
norms or standards of behavior within a given community. For example, a reform
“leader” shows the “backward” state the proper modicum of behavior, on something like
human rights or environmental standards. Thirdly, rational learning asshemhesates
and their leaders are predominantly rational and “learn” new policiesskgnsatically
studying previous adopters. Politicians embark on new policies by creatitanada
sheet of successes and failures of old policies, before deciding whetheramcnange.
Lastly, the cognitive heuristics model presumes that politicians anatieflgeational,

though they use “cognitive shortcuts” — the privileging of some information but the
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discounting of other relevant information — in their decision-making. Thus, leaders
possess “bounded rationality”. (Weyland 2006, 34-356).

The case of Latvia is a good test for policy diffusion. It is in geographic
proximity to Estonia and shared common features of a post-communist, transition
experience. Platais did not recall any extensive discussion of Estonidiatetfu#
Latvia’s adoption, other than to note that “it was probably mentioned.” Overall,
“[Estonia] was not considered the main reason for Latvia” (Platais Péisteraiew
2008).

So did Estonia’s decision to adopt a flat tax “diffuse” to Lithuania? “Well, itdon
think you can say it did not effect the decision,” Lithuania’s Lukas argued. “T@arec
of neighboring countries had an effect on the decision, certainly” (Lukas Personal
Interview 2008). LFMI's Silenas agreed. “From my subjective opinion Estonia was
always a leader in the reforms. If Estonia advocated it was very good, thgonevelse
got on board” (Silenas Personal Interview 2008). Vainiene suggested in herregzerie
Estonia was frequently used “as an example” (Vainiene Personal Int&0@8). And as
Ramunas Vilpisauskas, Chief Economic adviser to Lithuanian President Valdas
Adamkus, noted: “Yes, other countries’ examples have been discussed. Estonia in
general has often been used as a good practice example in the area of tagatioer, t

with Slovakia” (Vilpisauskas 2008 email interview). Even Estonian analysigmexed

% A preliminary investigation of this question wasdertaken by Alexander Baturo and Julia Gray (Ratur
and Gray 2005). Their working paper analyzed ttierd to which “rational learning” took place afiet

flat tax countries slowly adopted Estonia’s flat.taBarturo and Gray designed a predictive, stasikt

model to determine the likelihood of adoption iretiy Eastern European and EU countries. While®atu
and Gray’s work uses similar independent variahethis project — like ideology and external pressu
— their work relied on a statistical account offaion whereas this paper addresses the issuesafrom
more “thickly descriptive” approach. This papesaadlistinguishes between “early” adoption of tlae flx
and “late” adoption.
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their own importance. Vitsur — Savisaar’s adviser and no fan of flat taxes -Hedsse
that Estonia was praised in the economics literature for their decision tshaboli
graduated taxes (Vitsur Personal Interview 2008).

Weyland’s framework is helpful in teasing out exactly what went on in Latwi&
Lithuania, and whether or not diffusion of some sort occurred. First, the external
pressures model seems to have little bearing on either case. Every actmwetbfor
this research — from Estonia, Latvia, or Lithuania — suggested that tkesotans were
by and largenternal decisions. Not one group, person, or organization “centrally
coordinated” any policy decision. Party leaders, local bureaucrats, ancsexpest
intimately involved in public policy change. To suggest that Estonia was powerful
enough — or committed enough — to impose flat tax policies on others is folly.

Second, Weyland speculates that policies can be put into place for symbolic or
normative appeal. This might carry some weight had the media and lending institutions
universally praised flat taxes prior, and if being a member of the flatubx ¢
distinguished a country as being non-backward. Neither happened. In Latvia and
Lithuania, the flat tax was received with no publicity. There was little to nogubli
discussion of the policy reform, and certainly no international fanfare. Est@véa L
and Lithuania were three Baltic countries that changed their tax sy3teisiwas the
long and short of it.

Third, Weyland argues that policy diffusion comes from “rational learning,” i.e
new adopters learn from old adopters. This explanation would make sense had Latvia
and Lithuania learned two things: one being that the flat tax was working in Estodia

two, the Estonian case inside and out. They knew neither of these things. Latvia and
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Lithuania just one year after Estonia made the same general assumptioriathaka
would be easier to administer and collect, as well as prevent tax cheatbe\Bdid not
know for certain this was the case. A great deal of rational learning depenaieenan
actor can see for himself or herself whether policies work. Within a 14-momtla per
Estonia, Latvia, and Lithuania all pursued the same policy, crossing tiggrdithat it
might work.

Lastly, Weyland proffers what he calls the “cognitive heuristics” models Thi
model assumes the essential rationality of actors, but argues thatelmuaded by an
absence of information that forces them to take “mental shortcuts.” This modeidhelps
explain what seems to be happening in Latvia and Lithuania. Both Latvia andiiathua
knewaboutEstonia. Estonia was the leader of many new policies, being the first to
privatize and also being the first to introduce a new currency. Most tax experteknew
the Estonian plar®. Most believed the plan would work. But no one with certainty had
the relevant information before them to say, “It worked for Estonia. It must wousf’
Instead, both countries could point to someone else who had done it first, thus validating
the model.

The rival explanation of “independent” decision-making rings hollow in the case
of Latvia and Lithuania. The “big three” of the Baltics had a history of cotpeyérom
their rejection of the communist system in the late 1980s to their reformist ardedts
struggles in the early 1990s, all the way to their transition to democratic anddr&et
states. Estonia — who had been something of a leader in all these processes — had the

attention of Latvia and Lithuania at all times. It does not mean per se thnsaor

% Cicinskas said it was quite common for expertsnftbe various Baltic countries to talk to each othe
especially in the early days (Cicinskas Personaiiiew 2008).
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Lithuanians were devotees of Estonia, or ardent students of their politics and esonomic
But there was always an awareness of what was happening to the north. aWene L

and Lithuanian bureaucrats, politicians, academics and analysts aware ofashat w
happening in Estonia? They absolutely did. But did they have full knowledge of the
considerable effects of the flat tax? No, or at least, not yet. As Cicimsghsd, had
Lithuania had more time to think through their flat tax or know what they know now, it

might have looked very different.

Conclusion

This chapter tested six different explanations. One set of explanatiorigadnd r
explanations tried to understand Latvia and Lithuania in relation to the thres chuse
external pressures, rational self-interest, and ideas. Discoveredawasatvia’'s and
Lithuania’s adoption of the flat tax was less controversial and less idedltginahe
struggle in Estonia. Thus, the adoption of the flat tax followed a more pragmatie cours
than its predecessor. Like Estonia, however, external pressures were ficasigas an
explanatory variable. A second set of explanations investigated the extdmtho w
policy diffusion occurred in Latvia and Lithuania. | argued that there wifasidn, or
what McNamara called emulation. Following the cognitive heuristic modejule that
policy diffusion occurred in Latvia and Lithuania. This is to say that both cesrdrew
inspiration from the policy innovator (Estonia), but did so without knowing the full scope
of the policy reform. This is particularly apparent in early adoption case® Waws and

information are not fully known.
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The following chapter will examine two cases of “late adoption™: Slovakia and
the Czech Republic. Those cases for the first time show an active and telledtate
over the flat tax prior to its adoption. The “idea” as well as the policy are extiaiste
length by policy champions, and for the first time, political parties desigre guiitical
programs in support of and reaction to the flat tax. Moreover, these two countries could
actually “learn” from the previous three adoptions discussed in this digsertat
demonstrating what | call the “varieties of diffusion”. The flat tax hacceable
“effects” by the time we arrive at 2004, the year of Slovakia’'s adoption. mimegtof

the adoption greatly affects the circumstances surrounding the adoption.
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CHAPTER 5

LATE ADOPTION: THE FLAT TAX IN SLOVAKIA AND THE CZECH REPUR.IC

Introduction

Estonia introduced Eastern Europe to the flat tax in 1994, and by the end of 1995
Latvia and Lithuania had adopted the same policy. It would not be until 2004 — when
Slovakia joined the club — that the flat tax had spread to other parts of a democratic
Eastern Europ& By the time the Czech Republic adopted a flat tax in 2008, the list had
grown to ten countries in Eastern Europe. Two questions need answering in thes. chapt
First, how did flat tax adoption come to be in both Slovakia and the Czech Republic?
Second, was Slovakia’s adoption — and later the Czech Republic’s — a product of policy
diffusion? In other words, did the decisions of Estonia, Latvia and Lithuania impact the
policy choices made by Slovakia and the Czech Republic?

Like the previous chapter on Latvia and Lithuania, this chapter assdsge
different explanations, and three different rival explanations. One set of eiqianaill
examine the flat tax in light of the debate about externakpres, rational self-interest
and ideas. Explanation one claims that in states with flgidhgies we would observe a
shift in ideas that caused a shift in policy. Explanation twionslahat in states that have
flat tax policies we would observe discourse about the appropriatehsaid idea which
caused a shift in policy. Some actors would stump in favor of theaitg@&thers would
be opposed. Rival explanation one claims that in states that adbptdihtttax we

would observe the power of external pressures (or institutions)ccadegtion and not

%% Russia adopted the flat tax in 2001, but the atesehliberal democracy there precluded them from
discussion in this controlled case comparison.
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the power of ideas. Rival explanation two claims that in staegsadopted the flat tax
we would observe the power of rationally-expressed self-inteaeisted adoption and not
ideas.

A second set of explanations will deal specifically with poldiffusion and
whether or not Slovakia and the Czech Republic emulated prior adoptexstear
independently. The third explanation of the chapter (which is listexkglanation four in
Chapter Two and later on in this chapter) claims that in statgsadopted the flat tax
after Estonia, we would observe that other states emulated thg polpracticed what is
called policy diffusion. Previous adopters were instrumental in showing offathial to
future adoptees. The third rival explanation (which is listed xgdamation four in
Chapter Two and later on in this chapter) claims that in staggsadopted the flat tax
after Estonia (the first adopter) we would observe that thasessdid so independently
and without regard for the flat tax in other states.

| argue that support by right-wing politicians and their parties helppiaiexvhy
the flat tax was adopted in both Slovakia and the Czech Republic. The “idea” of the flat
tax solved the pressing issues of tax evasion, attracting foreign direstineve:, and
making it easier to collect taxes. But the “idea” of the flat tax alsongdsled to certain
ideological considerations, which made its adoption only possible by those center-rig
groups. For the first time in the dissertation, both explanation one and explawation t
are validated. Not only did ideas matter but there is also considerable disecalrse a
deliberation on the flat tax in both Slovakia and the Czech Republic. Like in Estonia —
and following McNamara’s model, however — the flat tax comes to fruition bgaiegl

a perceived “policy failure”. The “policy innovation” of the flat tax is thearasi
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response to the breakdown that preceded it. Once again ideas and interests are
intertwined. External pressures — as in Estonia, Latvia and Lithuania — webhe not
cause of the flat taxes in either country. However, in the case of Slovakiajitigedf
joining the European Union and NATO coincided with their decision to adopt the flat tax.
The significance of this is developed in the rival explanations section.

Explanation four is also validated as the idea of the flat tax diffused to Slovakia
and the Czech Republic. It must be restated that policy diffusion iscaotsal
explanation of the flat tax. Diffusion does maliseanything but merely acts as a
delivery mechanisrfor policies or ideas. In this chapter | argue that rational learning
rather than cognitive heuristics -- helps to explain Slovakia’'s and the Gagelblic’'s
introduction to the flat tax via an international (or transnational) delivery ofat&ak
idea. | term thiyvarieties of diffusionwhere the same policy is diffused in all cases
under consideration (i.e., the flat tax) but the manner in which it diffused is diffeoen
case to case. This chapter also tries to separate the process of polioyrdifausi
policy adoption. The policy itself diffused, but tt@ing of such an adoption came
much later. In both Slovakia and the Czech Republic, the political environments were not
hospitable to the adoption of the flat tax. For Slovakia, the unseating of the Meciar
regime and the rise of the neoliberal prime minister Mikulas Dzurinda cthéinge
political climate significantly. In the Czech Republic, Mirek Topolanek tookrabat
the center-right from Vaclav Klaus and surrounded himself with flat tax adgoc&@aly
when those political actors changed was flat tax adoption a real possibility

Perhaps more than any other two cases in this research project, Slovakia and

Czech Republic make for an ideal controlled-case comparison. Slovakia and the Czec
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Republic made up one country — Czechoslovakia -- until their peaceful breakup in 1993.
John Stuart Mill argued controlled case comparisons fell into two categoedsod of
difference and method of agreement. Method of difference comparisons fisdtise
similar general characteristics and variation on the dependent variableod\bét
agreement comparisons find cases with dissimilar general charaztdyig agreement

on the study variable (Van Evera 1997, 57). Itis true — as in the method of difference
approach — that Slovakia and the Czech Republic share “general charactéiketes
history of socialism and a non-violent post-communist transition. But as this chdpter w
show, there were also marked differences, including the illiberal natutevaki in
comparison to the Czech Republic and the relative absence of a free market diacourse
Slovakia as welt! In this sense, the controlled comparison is more of a method of
agreement model given that both countries adopted the flat tax despite contrasting
political trajectories.

This chapter will proceed in three parts. First, the case of Slovakia will be
detailed, both politically and economically, before proceeding to understand their
decision to adopt a flat tax. A crucial part of the Slovakian narrative is theitansit
from a semi-authoritarian government to functioning parliamentary democgsxond,
the case of the Czech Republic is examined in a similar fashion, highlightipglneal
and economic transition that in time enabled the adoption of the flat tax. Lastly, the
explanation of policy diffusion in addressed in both cases, identifying how “rational

learning” took place during the diffusion process.

" From 1997-2004, for example, Slovakia had consiktevorse Freedom House scores than the Czech
Republic.
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Slovakia: A (Short) History

Czechoslovakia proper split into two sovereign states, Slovakia and the Czech
Republic, on January 1, 1993. With the help of Czech leader Vaclav Klaus, Vladimir
Meciar, a Slovak politician who championed himself as father of the Slovak Republic,
“negotiated Czechoslovakia out of existence” (Haughton and Rybar 2006,118). From
1993 through 1998, Meciar led Slovakia as its Prime Minister. The book on the Meciar-
era is complex. On the one hand, he led Slovakia during its critical post-Communist
experience, and privileged the cause of Slovak independence. On the other hand, Meciar
led Slovakia into political and economic isolation. As Sharon Fisher comments: §Durin
much of the 1990s, nationalist elites in Slovakia...largely ignored the recommendation of
Western governments and international institutions, preferring to continuegiagively
free rein in forging domestic policies” (2006, 19). Nor did it make it any easien the
Czech Republic was included in all of the talks surrounding NATO and EU enlargement
in the late-1990s and Slovakia was not. Politically, debates in Slovakia went from being
“right versus left” to “pro-Meciar versus anti-Meciar” (Toma and Ko2801, 341).

In 1998, Slovak citizens went to the polls to decide on the Meciar issue and the
future of Slovakia. In a close election, Meciar's Movement for a Demociatialda
party (MDS) won over the rival Slovak Democratic Coalition (SDK). Unfortupdbe
Meciar, his party was unable to form a majority coalition to rule. After tiiage of
tension, Meciar appeared on television to announce that he could not form a government
and would resign as Prime Minister effective October 29, 1998 (Tom and Kovac 2001,

343). Stepping into the position was a 43-year old former transport secretay name
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Mikulas Dzurinda, the leader of the SDK. In time, Dzurinda would couch his politics as
fundamentally “anti-Meciar.” Six years and one reelection later, Slovedsaa member
of the European Union, the North Atlantic Treaty Organization, and the flat tax club.

Dzurinda’s legacy as a prime minister in Slovakia is threefold. Firsi;imia is
recognized with restoring — one might even say creating -- democratiqpasici
Slovakia. As Kevin Krause acknowledged, Meciar proceeded on a “systematic
demolition of horizontal accountability” (Krause as cited in Kirschbaum 2005, 279). The
most harrowing tale involved Meciar’s confrontation with President Michal Kolrac
May 1995, Meciar's government tried to force Kovac out with a vote of no confidence,
and though it failed to get the required ninety votes, the next three years involved Meci
and Kovac fighting back and forth for who “actually” controlled the political process
(Kirschbaum 2005, 280). When Dzurinda came into power he opened up the door for a
direct election of the presidency, thus disentangling the President fronmeariaxy
control by the National Council of the Slovak Republic, or NC SR (Kirschbaum 2005,
299).

Second, Dzurinda’s government went on an aggressive campaign to cure the
economic ills of Slovakia. The country had serious fiscal problems, revenue $hortfal
and disagreements about the necessity of privatization and ownership (Toma and Kovac
2001, 346). Intwo years, Dzurinda’s government succeeded in attracting foreign di
investment and by 2001, the European Commission commented that Slovakia was a
“functioning market economy” (Henderson 2002, 123). At the same time, both
unemployment and inflation rose from 1998-2000, leaving some critical of Dzurinda’s

free market policies, and hesitant of reelecting him in 2002 (Kirschbaum 2005, 303-306).
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Lastly, Dzurinda’s legacy was defined by his desire to work with outsiders — i
particular international institutions — a fundamentally new direction in Slovaicpol
Dzurinda’s ability (or willingness) to grapple with the political and ecoegmoblems of
Slovakia endeared him to Westerners, who actively “played an important role ingmovi
the [country] toward liberal democracy” (Fisher 2006,19). In 2000, Slovakia became the
thirtieth member of the Organization for Economic Cooperation and Development
(Kirschbaum 2005, 300). The first term also saw Dzurinda’s government move towards
admission in NATO and the EU, something that seemed like a distant possibility whe
Meciar was in power. The run-up to Dzurinda’s 2002 election was confirmation that the
public was — by and large — behind this new orientation. As Kirschbaum argued:
“Dzurinda’s unexpected success was seen as a confirmation of the populatioa’'sodes
see Slovakia join both NATO and the EU, giving him thereby a mandate to proceed. It
was not seen as an approval of his government’s or his party’s economic and social
policies” (2005, 306). On November 2002, Slovakia was invited into NATO at the
Prague Summit. And on May 2004, they navigated their way through the coaoplas

communautairéo gain admission into the EU.

Explanation 1 and Explanation 2: The Flat Tax and Ideas

The shift away from Meciar and toward Dzurinda made flat personal income
taxes a real possibility. One of Dzurinda’s more telling decisions wamhigation of
Ilvan Miklos to the post of deputy economic minister. Miklos was a member of the
Democratic Party, a right-wing party that was most amenable to fréenpalicies

(Henderson 2002, 126). During communist rule, Miklos taught at the University of
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Economics in Bratislava and became known for describing how planned economies
absent features of private property were doomed. He is credited with leadiepible
Against Violence movement, the first anti-communist movement of its kind in theform
Czechoslovakia. Miklos also helped establish the think tank MESA-10, an institution
devoted to neoliberal economic reforms in post-communist Slovakia (Evans2004).

As typified most center-right parties in Slovakia, there was broad electoral
support for both neoliberal policies of privatization, modernization and Europeanization
balanced with conservative “historical identities and ideologies” (Hanginid Rybar
2006: 115). Miklos was not universally beloved as cuts in public spending and pension
reform were unpopular among portions of the population (Haughton and Rybar 2006,
129). But he was crucial in shepherding through tax reforms that would radltally a
Slovakia. In November 2003, 85 of 130 members of the NC SR voted through a new bill
that would abolish Slovakia’s graduated scheme in favor of a 19-percent flat tax on
incomes and corporations. As Miklos told Blevak SpectatofThe tax reform is
directed towards creation of a fair, simple and investment-oriented envirormtieat
Slovak Republic” (“Flat Income Tax Makes It” 2003). The bill also shored up tax
avoidance and the “grey economy,” which economists estimated at 12 to 15-percent of
GDP.

Also important to this story is a man named Martin Bruncko, a Harvard-educated
Slovakian who learned more about the mechanics of the flat tax while at the Kennedy
School of Government. He then returned to Slovakia hoping to convince others of the

flat tax plan. “In theory it was interesting,” Bruncko told the Christiamisz Monitor,

%8 As is made clear on their website: “Since its fation in 1992 MESA 10 defends the values of [the]
market economy” (www.mesal0.sk)
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“but we never thought we could do it in practice. So it was fun to see that you could
actually do it” (Tzortis 2005). When Bruncko returned to Slovakia from Harvard in
2003, he took up a post as Finance Minister Miklos’ chief economic advisor. “We did
heavy marketing of [the flat tax] and explained it to business people,” Bruncko sai
(Tzortis 2005).

Explanation one in the Slovakian case stated that the shift to a flat tax wed caus
by a shift in ideas. In Slovakia, the ideational shift is present as the cousdriotri
redefine itself from a softly authoritarian, social democratic steéedemocratic,
capitalist one. Slovakia also had three similarities with its predecedsordEsAs in
Estonia, Slovakia possessed several policy champions (or elite carriersgtba
purveyors of the flat tax idea. Miklos was the most important one, but Bruncko, his
Harvard-trained understudy, and Dzurinda all stood-up for the flat tax. Second, the
Slovak Democratic Coalition (SDK) party became a central organizing forc¢he flat
tax and its supporters. Though Estonia’s parties were nascent and just being
consolidated, there were still two parties, Laar’s Fatherland RarBr¢ Patria) and the
Reform Party that kept the flat tax on their policy platform. Thirdly, Brunchgea a
role akin to Estonia’s Hansson, as he was an educated intellectual who studigdadke fla
in school before applying it in practice. As he said himself, the “theory” itssf w
interesting and he was curious to see it operate in practice. Lastlyithikania, a think
tank was key to elaborating flat tax ideas. Miklos’ MESA-10 did just that.

Explanation two about the presence of significant flat tax discourse is r®t quit
validated in the Slovakian case. There is significant discourse about the@negédhe

Meciar political regime in favor of Dzurinda’s regime. In a sense it coutdpged that
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the discourse was the first step in introducing a flat tax. Without Dzurinda’s icoemh
to democracy and an open economic system the flat tax would never have been up for
discussion. But like in Estonia, Latvia and Lithuania before, the flat tax wasrimatste

debated in an open forum.

Rival Explanation 1 and 2: Rationality and External Pressures in Slovakia

Like Estonia before it, Slovakia’s flat tax cannot be understood by rational
considerations alone. Dzurinda, Miklos and Bruncko were committed to free market
policies and, in particular, wedded to their new tax policy. Their commitment wdtymat
led to their defeat in 2006, when the Smer Social Democratic Party’s Roberafeda
power promising social welfare reforms in light of the “inequalitiesgidpiced by the
Dzurinda government (“European Press Not United on Slovak Election Result” 2006).
The flat tax was left largely untouched when Fico took office but the debamsifal
his election depict the ideological struggles of the country. “Tax i®iefay of lower
or more tax-deductible items will not help the lower-earning classes,aRi@ulik, the
author of Dzurinda’s tax reform, said. “They hardly pay taxes anyway” K12066).

On the other hand, the flat tax solved a pressing economic and political problem.
Elites like Bruncko and Miklos were convinced the elimination of progressivedaxa
created an environment more conducive to investors. Slovakia was used as a model for
growth:

Slovakia is case in point. The country has been intent on building an investor-

friendly climate. So in 2004 it swept away 21 categories of personal income

taxes, five tax brackets, and scores of exemptions and reductions, replacing them
with a flat 19% rate, Slovak officials say their tax reform was cruciaécuring a
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1.3 billion investment last year by Korean automaker Hyundai Corp., which is

building a factory for its Kia brand cars in the city of Zilina (“Europe Cg¢he

Flat Tax” 2005).
How does a tax aimed at domestic revenue collection engender foreign diretthent@s
Mitchell and Edwards argued that flat taxes created a tax competitiorganvestors to
find the most transparent and cheapest place to do business. For example, in a flat tax
system, source of income is only taxed once, there is no capital gains tax or double
taxation of dividends (Edwards and Mitchell 2008, 59). Also, at 19-percent, Slovakia
had the lowest tax among developed countries. Others have noted that the flat tax has
done wonders for revenue collection and efficiency. Budget revenues for 2004 not only
met expectations but also exceeded them. Moreover, a simplified tax sysigatechi
against tax evasion and reduced the budget deficit. Coupled with the fact that Slovakia’'s
corporate tax and personal income tax are the same rate, it prohibits againh aheli
being able to “hide” taxes in one entity or another (Burak 2005, 17-18).

While the rival explanation states that rationally-expressed saiéstt@lone
explains flat tax adoption does not make complete sense of the Slovak case, the
rationalist thesis cannot be altogether discarded. The Slovakian case deesaghtm
McNamara’s model of policy failure followed by a policy innovation. The “idddhe
flat tax coupled with general neoliberal thinking instigated a change fromwelsa
considered to be a failed system. The interplay between ideas and ratieinéd st
played out again.

Lastly, the power of external pressures is assessed. Like in thepnasethe
dominant international institutions had little to do with Slovakia’s decision. As has bee

discussed elsewhere, the IMF and World Bank were not just disinterested in the flat
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but in some case vehemently opposed. Aslund remarked that the IMF has long resiste
tax cuts because of the fear of budget deficits (Aslund 2007, 118). Slovakia had the
lowest tax rate of the developed democracies and for that reason was always on t
IMF’s radar. But Slovakia’s decision to adopt a flat tax coincided with the@ptacce

into the European Union (most importantly) and NATO in the same year. The switch to
a flat tax was not caused by the EU or NATO specifically; however, theXlatas part

of a broad package of reforms that turned Slovakia westward. Dzurinda wasl affer
anti-Meciar, interested in integrating Slovakia with the Western worldrentiat tax

itself was a Western idea. Unlike the Baltic states, whose flat tax adgpéceded their

admittance into the EU by ten years, the flat tax and EU went hand in hand in Slovakia

Czech Republic: A (Short) History

The Czech Republic’s early years as an independent state was verydfffare
Slovakia’s. First, the Czech Republic aligned itself with two fairly coneshit though
controversial — democratic reformers, President Vaclav Havel and Rtimster Vaclav
Klaus. Second, unlike Slovakia, the Czech Republic had a politically mature and
meaningful center-right party. Neoliberal and free market ideas waaias in the
Czech Republic as they were in almost any other Eastern European countrimaléss
their “lateness” to the flat tax game both an interesting and puzzling phenomenon. Who
were the main proponents of this reform and why did it take so long before those

proposals became reality?
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Klaus is a first place to start because he gave voice to ideas of free market a
privatization in the Czech Republic following the collapse of the Soviet Union. As a
Finance Minster from 1990-1992, Klaus was the progenitor of the economic reform
package that brought forth policies of privatization and neoliberalism. Opinion surveys
in 1991 revealed that 89-percent of Czechs were supportive of a market economy and
most believed it was necessary for economic growth (Innes 2001, 85). Klaus also
shepherded the Czech Civic Reform (OF) into the Civic Democratic Partg)(@z
longest standing right-of-center party in the Czech Reptiblideologically, Klaus
fashioned himself as a “Thatcherite Conservative” who possessed the “ilea tha
uninhibited markets alone would liberate the Czechs’ innate economic genius...it was,
after all, an heroic and inspiring vision” (Innes 2001, 86). Klaus was considereanyy m
(even his detractors) to be the most important politician in all of the Czech Republic
(Eyal 2003, 150).

From 1994-1996, the Czech Republic was becoming the international darling of
the Central and Eastern European transition countries. The US Agency for ioteinat
Development stamped its approval at the Czech Republic’s privatization, low
unemployment, and macroeconomic programs (Weiner 2007, 53-54). But by 1997,
economic crisis struck the country. Unemployment increased, exchargandtte
financial markets were in crisis, and the capital market was rife withtion (Weiner
2007: 63). Despite Klaus’ strident neoliberalism, the Czech Republic did notthéfill
promises laid out in his “Guide to the Economic Goulash”. The state neither shrunk

during his rule nor were markets terribly transparent (Innes 2001, 220). “Byehe lat

¥ The ODS describes itself as a “liberal consereatienter right party of a modern European strugture
building on the traditions of the European Chrisitivilization, humanitarian and democratic tramtit of
the First Czechoslovak Republic, and on the expeei@®f today’s Western democracies” (www.ods.cz).
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1990s,” wrote Elaine Wiener, “the political landscape of the Czech Republic hadkdhang
dramatically. Dissent emerged within existing parties, resulting gmfeatation and
volatility in interparty coalitions in the Czech Parliament” (2007, 66).

Sean Hanley's text on the rise of the Czech right also offers interassights on
Klaus’ conservatism. Hanley found Klaus’ ODS success to be remarkableltaten t
Czechoslovakia had perhaps the “strongest social democratic traditiomé&y 2808,
IX). In comparison to Poland and Hungary, Hanley noted, Czechoslovakia lacked the
populist, religious, and nationalist sentiments that made conservatism viable. And
although the ODS and other right-wing parties never mounted majorities (hovering
around 25-35 percent) their influence was significant. “After the split of Czeclabsh
in 1992,” Hanley wrote, “the independent Czech Republic thus appeared to be an island
of conservatism and free market radicalism in a sea of nationalism, populism &nd pos

communism” (2008, 12-13).

Explanation 1 and 2: Ideas and Discourse in the Czech Republic

By 1998, the ODS met to consider four new themes to campaign on: privacy, an
efficient state, an absence of debt, and solidarity between citizens. Thisetdcame
to be known as the Podebrady Articles, and it laid out a new economic plan of attack.
Included in the articles was a little known tax reform that experienced midssim the
Baltics. It called for “flatter” taxation. The ODS election program sstgd a “flat tax”
in the range of 20-percent of that year but to no avail (Hanley 2008, 141-142). The

Czech Social Democratic Party took 32-percent of the vote, enough to maneuver their
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Prime Minister Milos Zeman into power. Social democrats would control Pt
from 1998-2006?

The success of the Social Democrats belies the seeming conservatinegrkee
island that Hanley articulates. He admits as much, when he speculatesuimtancy
was little help to right-wing parties in the late-1990s (Hanley 2008, 13). What tbh Cze
right required was a new voice, and they found that in Senator Mirek Topolanek.
Topolanek, an ODS party member since 1994, was tapped to lead the party in 2003,
ending thirteen years of leadership under Klaus. Topolanek pushed the party in the
direction of a number of domestic policies, including welfare reform and most
importantly flat taxation. Klaus — in the same year -- was closebtted President of the
Czech parliament and embarked on a more “detached relationship” with ODS (Hanley
2008: 14, 152). Hanley notes:

In substantially addressing areas such as education, welfare, the enwiranche

family policy, the program represented a move in the direction long advocated by

critics of Klaus. Its centerpiece was fiscal and tax reform alongriée li

advocated in the 1998 Podebrady Articles: a 15-percent flat tax combined with a

universal basic income payment to all adults... (2008, 153).

Topolanek’s influence was apparent within the ODS as he became the
presumptive candidate for the prime minister post in 2006. In the run-up to the election,
the ODS presented their Blue Chance Program, identifying the introductioa it tax
as their major domestic policy proposal (Hanley 2008, 154). On the third of June, 2006,
the Czech Republic went to the polls to decide on a new Parliament (or Chamber of
Deputies). The ODS won 35-percent of the vote but the results produced a deadlock.

One-hundred delegates aligned to form a coalition of ODS, Greens, and Christian

Democrats. One-hundred delegates aligned with the Social Democrats andi@sisim

0 The flat tax also was discussed in 2000 by Klatisisk tank, the Center for Economics and Politics.
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For the next seven months both groups fought to gain control before two Social
Democrats abstained from voting, giving ODS the necessary membersitoJafeiary
2007.

In the meantime, political fights were rampant, especially over the isshe vt
tax. Social Democrat lower house chairman Miloslav Vicek told journalists inskug
2006 that they would in no way allow a flat tax to be introduced (“Social Democrats Not
to Allow Flat Tax, Changes to Labor Code” 2006). By December, Social Democrat
Chairman and former Prime Minister Jiri Paroubek told a Czech journalist tiettube
never recognize the “media fetish” of the flat tax. He also likened Topolanek to
Slovakia’s Dzurinda, calling him a “conference tourist” whose reforms aerigi\sto
please free market elites. Writer Lenka Zlamalova summarizediitzk’'s and her own
position like so: “[The] flat tax is an elegant, catchy slogan for thatiefecampaign.
But it is by no means an indispensable reform...” (“Paroubek has Retreated Towards
Reforms” 2006).

But by late December 2006, the ODS and their agenda was coming to fruition.
Martin Riman, an ODS politician who went on to become Minister of Industry and,Trade
and Miroslav Kalousek, a Christian Democrat later tapped to be Financedyjinist
introduced a proposal for a 17-19-percent flat tax that would take effect in 2008. This
would abolish the four-tiered system of rates ranging between 12-32-peKCealitjon
Government to Introduce 17-19% Flat Tax 2006). In April 2007, Topolanek and his
coalition in Parliament formally introduced a 15-percent flat tax. The tafulfillment
of campaign promises made by Topolanek in June 2006 — still faced the challenge of the

bill being passed through Parliament, given the “fragile majority” tladitam
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government possessed (“Czech Center-Right Coalition Agrees on Flat 15% Personal
Income Tax Rate” 2007).

In May of that year, Topolanek’s former finance minister Vlastimil fius
introduced another proposal. Tlusty promoted a 12-percent flat tax on both corporate and
income rates and had warned Topolanek that his proposal could be jettisoned if he did not
seriously consider this alternative. Tlusty argued that Topolanek’s refeegneasweaker
than what he had promised in the run-up to elections in 2006 (“Former Finance Minister
Presented Alternative Tax Reform Plan” 2007). Indeed, Topolanek’s position had
softened some since June, like when he told a Czech newspaper in August 2006 that he
may just reform the existing tax scheme rather than implement the flanthxodeling
the Czech Republic on the suggested reforms of Slovakia’s Prime Minister Rabert Fi
(Lomas 2007). But on 8 June 2007 the Czech coalition government passed a reform
package through Parliament that called for the introduction of a 15-perceaxflat t
(“Czech ODS-led Coalition Government Approves Tax Reform Package” 2007). By
August of that year the Czech Republic was officially a flat tax country.

The Czech Republic’s road to the flat tax is one of the more unusual of the flat tax
countries studied in this project. Despite the “island of conservatism” dekbgbe
Hanley, it took the Czech Republic thirteen years to adopt and pass a flat tax. abhe ide
were present since at least 1998 but yet there was no adoption until 2009. What does this
mean and what does that say for our explanations? First, it took a shake-up in the
leadership of the dominant conservative party to finally get the flat tax on the publi
agenda. Though Klaus was known internationally as a Thatcher devotee, Topolanek’s

reign as party boss of ODS and later as Prime Minister was the fpshstetualizing
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the flat tax as an acceptable public policy. Second, along with Estonia and Slovakia, the
Czech Republic had policy champions and carriers of the flat tax idea. Not only
Topolanek, but Riman, Kalousek and Tlusty all at one point or another publically
defended or articulated the flat tax idea. This is at least a first stepdativeg the idea
of the flat tax. Thirdly, political parties played a predominant role in shalpeng t
ideational discourse. Without the power of ODS, like Slovakia’s SDK before them, there
is no flat tax.

The idea of the flat tax held sway over Czech elites supportive of the policy. But
if this section shows anything it is how importaotitics is to the adoption of the flat tax.
In Estonia, the flat tax was approved with little fanfare and almost no contyovars
Latvia and Lithuania, the flat tax was a consequence of bureaucrats, ecerandist
technicians thinking quickly about how to solve a fundamental problem. In Slovakia, the
flat tax comes about due to the rejection of Meciar’s authoritarian goverametihe
movement toward a more open system under Dzurinda. However, in the Czech Repubilic,
politics mattered in a way that yet to be witnessed the previous Balds.c&evealed
was serious party division surrounding the actual adoption of the flat tax, nohafter t
fact as seen in the Baltic cases. The political battle over theXlatasmmore hotly
contested in the Czech Republic than in other flat tax countries. There was the obvious
conflict between the ODS and the Social Democrats: social democratbeediei
taxers as media “tourists” and those with a propensity for flat taxffetBut perhaps
most surprising was the public infighting between Prime Minister Topolaneloeméf
finance minister Tlusty. The idea of the flat tax was discussed by tigaralidating

explanation two for the very first time in the entire dissertation.
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Rival Explanation 1 and 2: Rationality and External Pressure in the CzpabliRe

Not surprisingly, perhaps, the more “political” the talk is about the flat tax, the
less there is discussion about the simple functionality of the tax. Thus the Czech ca
seems to invalidate rival explanation two. It is no coincidence, | think, that whéatthe
tax was articulated primarily by economists and tax administratorsilikatvia and
Lithuania the flat tax debate lacked an ideological quality. Economists and
administrators saw the nuts and bolts of the flat tax and all the problems it caeld sol
But politicians and party leaders speak in ideological overtones and shortcutat The
tax became the centerpiece of two different party’s platforms: the platfotime flat tax
protagonists (ODS) and the flat tax antagonists (Social Democrats)y, tastpolicy
change was totally carried out by domestic actors, invalidating ripéeation one

regarding external pressures.

Diffusion in Slovakia and the Czech Republic

Thus far, the chapter has highlighted the adoption processes in Slovakia and the
Czech Republic. In Slovakia, the transition from the Meciar regime to thendauri
regime set into motion a series of processes that enabled the flat taxdtptera
Among these include the role of policy champions, political parties, Westeraetra
economists and think tanks in relaying ideas through the chambers of governmtéset. |

Czech Republic, lengthy dialogue about the flat tax finally gave way éolastion,
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spurred in part by policy elites, political parties, and a shake-up of the congervati
leadership. The first two sections of the chapter explain the process of adoptidifi, but s
cannot explaifow or wherethe flat came into being in Slovakia or the Czech Republic.
In a previous chapter, Kurt Weyland’s varieties of policy diffusion wereudised.
Those varieties included diffusion via external pressures, via normative abdlgym
appeal, via rational learning, and via cognitive heuristics. Though diffusionigseit
the causeof adoption, it adds a great deal of context to the adoption process.

First, what about external pressures in Slovakia? It is true that Dzurinda’s
government was clearly motivated by the prospect of acceptance intoimssilike the
EU, NATO, and OECD. The integration issue went a long way towards keepingsthe fir
cabinet together, a “broad coalition of parties...with little in common exceptdiséke
for Meciar and commitment to moving toward the West” (Fisher 2006, 186). But
Dzurinda made it clear that his country had little desire to harmonize itswékesther
EU-member states, arguing that he would never let European bureaucrats “tie oyr hands
and that flat tax reforms were successful in increasing the state bukggeiad, he
argued, it was the responsibility of each country to decide which tax plan heshem
(“Dzurinda Rejects EU Tax Initiative” 2007). As far back as 2003, Slovakia’soMlikl
had little use for outsiders telling him how to run his shop. When the IMF predicted
budget shortfalls after Slovakia’s decision to go with a flat tax, Miklos kargabred
them and claimed that the tax would do what they wanted it to: reduce the tax burden,
make the system more transparent, and reduce tax evasion (“Lower Thare&x@ect

Collection Raises Concerns” 2003).
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To the extent that there was “central coordination” from afar, if anythmg
coordination was incredibly decentralized. Milada Anna Vachudova described the
interplay between Slovakia and international institutions as one of “passivadete
She argued that membership in these institutions created focal points of coofderati
domestic parties, incentives to improve domestic policies, and accountability to
implement those policies once elected. In short, domestic actors used ioteinati
institutions for their own ends. “Active leverage” — the actual carrots aric sif
membership — “had little success in changing the policies of Slovakia” (Vachudova
2008, 28-29)

In the Czech Republic, external pressure and central coordination were markedly
absent. As Hanley explains, the Czech right, in comparison to other center-rigist par
in Central and Eastern Europe, was much more “Euroskeptic.” The aforementioaed B
Chance paper argued that EU membership was not a panacea to cure all of the Czech
Republic’'s economic problems. The party concluded that it would not sacrifice its
independent reforms on the flat tax and welfare to satisfy the edicts of caitsider
Moreover, the ODS believed that some states used integration as a way to put off thei
own domestic reforms and accepting the “harmonization” policies of the EejHa
2008, 17, 208).

Second, does normative and symbolic appeal makes sense of the Slovak or Czech
case? In symbolic and normative appeal cases, policies are adopted to meet the
prevailing norms of society and politics. This might help to explain Slovakia hadtthe fla
tax actually been a “prevailing norm”. When Slovakia adopted the flat tax in 200 it w

the first democratic country outside of the Baltics to do so. Among its neighborsat wa
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renegade and certainly not normal. Poland, Hungary and the Czech Republic — Slovakia’s
peers — had no success implementing flat taxes. Moreover, the flat tax way @fpoli
tremendous controversy. After the defeat of the Slovak Democratic Party, eleated
Social Democrat Robert Fico immediately called for the abolition of theaftdt The
National Association of Employers battled Fico on the issue, asking the néaw PM
preserve the right-of-center policies established by the previous régimpl¢yers Call
for Stable Business Environment After Election” 2006). Fico was defiant: “It is
necessary to discontinue the philosophy built on cheap labor. The government’s
objective will be to change the present situation in income distribution...” (Fietfs P
Returns to Socialist Ways” 2006).

By the time the Czech Republic’s flat tax became official, the flat taxnea
longer a passing fad. Ten other countries in the meantime had adopted a f\éttax
still took Topalanek a year and a half of fighting in Parliament before thiafi@ould be
approved. Even then it required two Social Democrats to abstain from the vote to get it
passed. In short, “symbols” lose their “appeal” when not very many like them, imgludi
international organizations, other politicians and even your own people. According to a
scientific poll conducted by Czech polling agency SC & C in March 2009, more than 61-
percent of Czechs agreed that the rich should pay the burden of the taxes (HiLieaRic
Higher Taxes, Czechs Say in Poll” 2009).

Third, the cognitive heuristics model argues that policy adopters makeodscisi
with limited information. This model helped to explain Latvia and Lithuania, two

countries that followed Estonia’s example but did so without knowledge of the full scope

®% Fico did not get his wish. His Finance MinistanPociatek announced that the flat tax would Ipe ke
intact, although the Social Democrats introduceddeductions for low-income groups and created a
“millionaire tax” for the highest earners (“Pocilt® Keep Flat Tax” 2006).
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of the flat tax debate. By the time Slovakia adopted the flat tax in 2004 and the Czech
Republic in 2008, everyone had the knowledge and information on the plusses and
minuses of the plan. One could argue that Slovakia and the Czech Republic knew too
much! Before the Czech Republic even introduced their flat tax in 2007, an investment
group called Patria Finance released a study suggesting that 74-peCeatio$ would

be worse off if a flat tax was adopted (“Patria Finance: Proposed Kavdald Leave

74% of Employees Worse Off” 2007). Indeed, both left and right in their respective
countries knew how the flat tax would affect their constituencies.

Lastly, policy diffusion could be a consequence of rational learning. In other
words, to what extent does a new adoptee learn from old adopters? At a meeting in
Bratislava in April 2000, Slovak Prime Minister Mikulas Dzurinda met with Est®nia
Mart Laar. Laar made clear that Estonia was ready to share withkalevaand anyone
willing to listen for that matter — their experiences transitioning fformer Soviet
republic to free market democracy. During the meeting, then Slovak Presiakit R
Schuster “showed active interest toward the Estonian tax systemdri&stPM Mart
Laar Said...” 2000). At this point Laar briefed the President on the flat taxsgstat
by point. In 2008, Lithuanian President Valdas Adamkus met with Slovak businessmen
to discuss the myriad of economic opportunities between Vilinius and BratislavangD
the meeting Adamkus noted the shared features between Lithuania and SSaeakia’
systems. He concluded by telling the businessmen how Lithuania’s tax bunakeinone
33-percent of income to 27-percent, falling more in line with other flat tax casintrie
(Vaida 2008). He made light of the fact that now it was Lithuania learning from

Slovakia, not the other way around!
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In the Czech Republic, Topolanek hosted a conference entitled “Flat Tax — the
Basis of Tax Reform” in June 2005. The conference included politicians from nine
European countries and became something of a “Who’s Who” in the flat tax vanguard.
Among others were Slovakia’s Miklos, former Estonian Prime Minister Juhas) Beat
Czech Republic’'s own finance minister Vlastimil Tlusty and the then Hgerita
Foundation’s (now the Cato Institute’s) Daniel J. Mitchell. A spokespersdahd@DS
party summarized the event like so: “...It is obvious why ODS Chairman Topolanek
invited to Prague primarily the representatives of the countries thatyalresatiuced
[the] flat tax and therefore can serve as an example for us” (“Mirek Togalaneed By
ODS Foreign Partners...” 2005). These examples show policy diffusion in pragtce: t
groups, one teaching a policy innovation, and a second, learning about it.

But the rational learning model only helps to explaarningabout the policy,
not its adoption. The Czech Republic already knew about the flat tax in 1998. In fact, the
ODS proposed the policy as part of their political program that year. As it turnbeut
lost the election, and the flat tax was shelved for eight more years. Ewem radi@ow
victory in 2006, flat tax proponents had to fight diligently for their cause. In Slovakia,
the reign of Meciar made it impossible for forward-looking economic reformsike i
on the agenda. It even took Dzurinda and Miklos — two people who already knew about
the flat tax well before 2004 — to get the bill shepherded through Parliament.

Slovakia and Czech Republic show that in adopting a flat tax, timing also matters.
In the early adopter states of Estonia, Latvia and Lithuania, it only took aetew fpr
the flat tax to go from idea, to legislative bill, to law. Each successive adpptarting

with Slovakia, got more difficult. This is partly due to the “knowledge” elites nahofia
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the flat tax (both good and bad) but also a consequence of coalitions of flat tax
antagonists who are found in places like Slovakia, the Czech Republic, Poland and
Hungary. Therefore, the right political setting must exist for policies abpted,
regardless of when one learned about them or not. Second, political leaders wedded to
the flat tax must deal with other leaders who sharply oppose it. In Estonia, the flat t
was adopted amid little fanfare and very little controversy save a lastexithange of

heart from then PM Edgar Saavisar. All the fights about the flat tax have extafier

its adoption. In Latvia and Lithuania, the flat tax was basically an unhénatdgmatic

policy decision that was done so, as one observer noted, with little consciousness about
its political message. Not so in Slovakia and the Czech Republic. The “knowns” of the

flat tax have created sharp divisions among society, its interest groups palititians.

Conclusion

Slovakia and the Czech Republic were latecomers to the flat tax club. Unlike in
Latvia and Lithuania, where changes in tax policy were relativaly, @aanging the tax
scheme (and keeping it that way) has been much more difficult in Slovakia and the Cze
Republic. These countries owe their adoption in large part to the commitment of right-
wing politicians, political parties and think tanks. But their commitment and knowledge
of the flat tax alone did not guarantee adoption. The political environment as well had to
be favorable for success.

In the latter part of the chapter, the “rational learning” model of policy dffus

stressed. Unlike the “early” adoption cases of Latvia and Lithuania, tleé idbpters
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of Slovakia and Czech Republic learned a great deal of the strengths &nesges of

the flat tax by studying prior adoptions. Latvia and Lithuania simply did not imeegk
information to go on and thus acted based on limited information. For Slovakia and the
Czech Republic there seemed to be unlimited information, which, on the one hand,
enabled more connections between flat tax supporters. On the other hand, however, it
also brought forth a number of individuals critical of the flat tax, slowing down the
adoption process.

The next chapter introduces the non-adopters of Poland and Hungary. Offering
variation on the dependent variable, | examine two states that seem primed t@ fatopt
tax based on the theory of policy diffusion but for a number of reasons, have not. What is
argued is thadiffusiondoes actually occur in Poland and Hungary; howedwption
does not. That is to say, the idea of the flat tax spread throughout Poland and Hungary
without ever being adopted. In Hungary this is because of strong ideological and
political antagonisms to the flat tax. In Poland, some of those antagonismbaxite
main impediment has been the structure of government, which offers serious checks on
the power of parliament alone to pass legislation. The specifics of tleesevad be

developed in the following chapter.
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CHAPTER 6

DIFFUSION WITHOUT ADOPTION: THE CASES OF HUNGARY AND POLAND

Introduction

The “big three” of Poland, Hungary and the Czech Republic have long been
considered the leaders in political and economic reforms in Eastern Europe.thfeese
countries — for example — were the first Eastern European countries éhiosen
membership in NATO. Poland and Hungary, in particular, were also the first ceuatrie
begin negotiations for acceptance into the European Union in°t99dngary, Poland
and the Czech Republic also share a common history of dissent against the communist
system. Three major protest movements — the Hungarian Revolution of 1956,
Czechoslovakia’'s Prague Spring, and Poland’s Solidarity — are indicative of the
contrarianism of all three countries (Lach 2006, 206). These legacies of disseadl enabl
reformers in each country a jumping off point when communism officially colitipse
1989, and the Soviet Union fell two years later.

Despite the leadership of the big three on crucial political and economic seform
only the Czech Republic has reformed its tax system to include a flat taas the
leadership of the Baltics, and the perpetually backward Slovakia, that spurfiad tive
movement along in Eastern Europe. This chapter addresses a crucial quesyitavé/h

two major players — and leaders -- in Eastern European politics not adopte@vetat t

2 However, the Baltics, Slovakia, Czech Republicngfary and Poland all were accepted into the EU on
the same day, 1 May 2004.

% Theories of policy diffusion specifically stateatlgeography and proximity are central reason&dor
policies diffuse. From this perspective, it isglexing that two states in such close proximitptoer flat
tax adopters would not adopt the tax themselves.
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Tested will be two explanations. The first explanation (identified aseapbn three in
Chapter Two) claims that in states that do not adopt the flat tax, we would observe that
the flat tax idea conflicted with progressive ideas about economics, econoanicdhd
good government. ldeas contrary to the flat tax prevented flat tax adoption in those
countries.

In the case of Hungary, the flat tax has been a prominent idea and part oflpolitica
discourse since at least 2005. However, two barriers have been prominent in the
Hungarian case. First, the major party pushing for the flat tax — the Allidikcee
Democrats — is small and not very popular. What this has meant is that theyignust a
with other parties (in this case socialists) to even be a part of the rulitgpooaCouple
this with political infighting within the Alliance of Free Democrats and tlostm
prominent supporters for the flat tax have all but disappeared. For Poland, separation of
powers has precluded, thus far, a flat tax. Though the current parliam&ejr(pis
composed mainly of the Civic Platform party, the major supporter for thiaXah
Poland, Polish President Lech Kaczynski has consistently been antagortisticax. In
fact, any passage of the flat tax throughSlegmstood to be vetoed by Kaczyn$Ki.
Moreover, like in Hungary, divisions within the party have been prevalent in Poland with
some wanting to move full steam ahead with tax reform while others have bezn mor
reticent.

The rival explanation (identified as rival explanation three in Chapter Two)
claims that in states that did not adopt the flat tax we would observe that kexterna

pressures or regard to self-interest prevented adoption, rather than actorsduielad to

% This chapter was composed before the tragic defa®nesident Kaczynksi. Certainly the possibifity a
flat tax is greater now than before .
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particular alternative ideas. For this claim to be validated we would need to olbserve
presence of dominant institutions wielding their force on Hungary and Poland to prevent
the adoption of the flat tax. Though the IMF has historically been critical ofath&a,
Hungary’s and Poland’s decision to not adopt had more to do with local politics than
international ones. As to rational self-interest, there appeared tremendouivénice
reform the tax system in Hungary and Poland, especially with the pressunes of ta
competition throughout Eastern Europe and glaring budget deficits. This did not happen,
however. The idea of the flat tax greatly mattered in Hungary and Polandyiaalyi
among policy champions and parties wedded to the idea. Yet, those ideas were also
confronted by contrary ideas that undermined the legitimacy of the fladriebdefended
their respective progressive legacies.

This chapter is organized in three sections. The first section detailsiysnga
economic and political dynamics and their reticence to adopt a flat tax. ddrelse
section looks at Poland’s non-adoption, relating the political arrangements that have
prohibited the flat tax. The last section looks into policy diffusion in Hungary and
Poland. But what was being diffused? My argument is centered on the notion that policy
ideas can diffuse without ever being adopted. idbaof the flat tax diffused to both
Hungary and Poland; however, the political environment prohibited the adoption. For
example, Poland has known about the flat tax as long as the leadership in Slovakia, yet
has had tremendous difficulty adopting the flat tax. Adoption requires a certaiogboliti
process that is distinct from the “learning” involved about new policies. |son al

cognizant that as of this writing there are various predictions that both Poland and
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Hungary will adopt the flat tax by 2011 or 20%2The purpose of this chapter, however,
is to show in further detail how flat taxes are understood and diffused in Eastern Europe,

though in this case, not adopted.

Hungary: A (Short) History

Like other Eastern European countries studied in this project, market-related
economic reforms produced early results that had many questioning its @amise
Hungary. High inflation, high unemployment, declining incomes, and increased inflation
were part and parcel to the new capitalist experiment (Chan 2007, 157). Included in
these early reforms was a change in the Hungarian tax scheme. Begint®&a8,
Hungary adopted progressive taxation based on the Swedish model, with rates reaching
60-percent on the high end. As Anders Aslurglidding Capitalismpointed out: “The
social democratic model became one standard for tax reforms in this regimnal Ce
Europe followed the Hungarian example rather closely, as neither Poland Qaettte
Republic displayed any liberalism in taxation” (2002, 228). Currently, Hungary has the
second-highest tax burned among members of the OECD, after income tagasdadcr
following a government increase in 2006 (“MDF to Push For Flat Tax After Gualiti
Collapse” 2008).

The burdensome tax structure has led many to call for a change in Hungary.

Several problems have been present, not the least of which is the increased tax

% In writing my 2008 article “The Adoption of thedlTax: Economic Ideas in Eastern Europe” | used
Poland as a case study for adoption. All withpeaod of six months of writing the article, Poland
adopted the flat tax and then rejected it. While adoption/rejection was frustrating — given thatand
was an adoption case in my project — it also hetpedhink more about the actual mechanisms invoiwed
policy adoption, and how that process is moredata (and difficult) than one might think.
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competition going on in neighboring countries like Slovakia and the Czech Republic.

The idea that Hungary is falling behind countries that were once considered la
developers is disconcerting. For example, the news that Slovakia was acceptesl into t
Euro zone was an embarrassing blow, described iBiukdepest Timesas akin to when

the Soviets beat the Americans into outer space with the launch of Sputnik (“Slovaks Are
Smarter than Hungarians Seem to Think” 2008). Second, critics of the Hungarian model
have noted the insurmountable deficits created by social programs like pefsion re

This created a double-bind. On the one hand, Hungary is losing out to its low-tax (or
efficient tax) neighbors so as to maintain a robust safetyroeided for by higher

taxation. However, Hungary cannot raise enough taxes as it is to protectdbizd

programs. Increased deficits and the need to balance budgets make it mai¢ tiffic
overhaul a tax system that according to some observers is in crisis (2OG9)E°

Thirdly, the flat tax is seen once again as a solution to tax evasion and the rise and power
of black markets, or “clandestine employment” (“Economy Minister Wantst& Blaas

of 2009” 2006). Left-of-center Prime Minister Ferenc Gyurcsany noted that since 1989
little had been done to address the problem of grey and black market economies. Some
type of tax reform was needed to address this problem, which could be solved by more
simplistic and efficient method of taxation, something akin to the flat tax (“BNé @r

Heightened Measures Against Tax Evaders” 2007).

% In the case of the Baltics, however, the converme true. Why? First, the Baltics were willingctat

social programs as they reformed their tax cod@esbing Hungary was not willing to chance if thewne

tax did not return the expected revenue. Secondghry had more entrenched interests within the tax
bureaucracy that nascent bureaucracies like Estbafgia and Lithuania did not have.

" Though Gyurcsany recognized the problem, it didmean he found the tax change to be an appropriate
solution to this problem.
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The development of political parties in Hungary is crucial to understanding both
the exposure given to the flat tax as well as the problems Hungary faces vihgedry
adopt the reform. The Hungarian party system, as Juri Lach has argued, areate
rallying point for reform-minded individuals in the early 1990s (Lach 2006, 200). These
post-Communist parties have been characterized as existing in a “two-dina¢ns
political space” (Chan 2001, 156). The first parties were divided between supporters of
the old Communist regime and the various anti-Communist groups that rose to power
with the promise of reform (Chan 2001, 157). These parties have had remarkabge stayin
power. The communist Munkaspart, for example, has had a constant place in the
Hungarian party system since the beginning, though they are relatively weak by
comparison. Four other parties have been mainstays in Hungary: the HungardistSoci
Party (MSZP), Federation of Young Democrats (FIDESZ), Alliance® Bemocrats
(5ZDSZ) and the Hungarian Democratic Forum (MDF) (Spirova 2007, 61, 71). Two
parties in particular — FIDESZ and SZDSZ — are particularly importatietdat tax
story.

FIDESZ is a long-standing conservative party in Hungary that started littieas
more than an “anticommunist political club” (Spirova 2007, 92). But FIDESZ expanded
their little “club”, first, by savvy organizational skills. FIDESZpialized on the
fragmentation of other, smaller conservative parties by creatingch*ali” party of all
comers. Second, FIDESZ discarded narrow neoliberal views in favor of more
traditionally conservative, or nationalist ones (Spirova 2007, 92-95). In 1994, for
example, FIDESZ, ran their campaign on reducing the role of the state, ingreas

privatization, and privileging entrepreneurship (Batory 2007, 55). But by 1998, FIDESZ
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shifted away from a party of radical neoliberals. In response to marketitUrDESZ
embraced a pro-welfare line in 1998, changed their name to FIDESZ-MPP (now the
Hungarian Civic Party), changed the way they dressed, cut their hair, and abtieshe
age restriction on who could join in the party. They also left the Liberal Itit@mag a
cross-national coalition of neoliberal political parties in Europe. FIDESZrbethe
status quo party, far from the radicalism that preceded them (Batory 2007, 55; Chan
2001, 170).

The SZDSZ, on the other hand, has consistently held the banner for neoliberalism
in post-Communist Hungary. This banner includes a broad “agenda of progressive
reform towards libertarian social values and placing trust in the market pladte
membership in Europe’s Liberal International and the Alliance of Libarads
Democrats for Europe (Batory 2007, 53-54). SZDSZ is known as the party of young,
secular, urban and educated members who are virulently anti-communist and devoted t
adapting a Western model onto Hungary (Bozoki 1999, 110). The SZDSZ are also heirs
to the Hungarian ‘Samizdat’ movement. Though the movement had its origins in the
Soviet Union, the human rights campaign slowly spread through Eastern Europe, hiding
anti-communist texts within secretive literature. The human rights stetjeined radical
free marketers, and thus, SZDSZ was created in 1988. Originally, notegtihes&solt
Enyedi, the SZDSZ party was a cross-coalition of social democrats, dilaeciradical
anti-communists, but over time, “socialists and anti-communists dropped out, and the
liberals prevailed” (Enyedi 2006, 180). Whereas FIDESZ created a catchitgll pa

SZDSZ went in the direction of ideological purity. Despite SZDSZ'’s insigt®n free-
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market principles the only party for which they have been able to build coalitions has

been MSZP, the major socialist party in the country.

Explanation 3 and Rival Explanation 3: Progressive Ideas, Rationality, ditdtioss

The relationship between SZDSZ and the socialist MSZP is a surprising one but
one of compromise. Batory noted that despite divergent approaches to the md@ts m
reforms or social protection, the two parties have largely eschewed iquoiiiiys
unlike their main challengers FIDESZ (Batory 2007, 49). When the Hungarian
parliamentary elections of 2002 and 2006 went to the victor MSZP it appeared to give the
SZDSZ the opportunity it needed to enact a flat tax in the country. Serving as a junior
partner in a coalition with the ruling party, talks were underway to develop and
implement a new tax regime by 2009 (“*SZDSZ Requires Flat Tax as of 2009...” 2006).
But a flat tax would only be agreed on if SZDSZ accepted an economic reform program
that initially included tax hikes and austerity measures to balance the budgetvotid
mean that property taxes and VAT taxes would be raised in the short term to make up
long-standing deficits. The principal mover and shaker on this issue was Economic
Minister Janos Koka, who became the most articulate spokesperson for tHertax re
(“Hungary Liberals Want Flat Tax After Belt-tightening” 2006). By 2006, Kb&d set-
up a Convergence Council” to oversee measures like euro convergence, economic
competitiveness, and the flat tax. The flat tax was a central feature etz |
SZDSZ’'s economic policy (“Liberals Offer Plans to Help Competitiven2866). Koka

was also trumpeting the tax policy to foreign audiences, detailing his plan to the
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Hungarian-German Chamber of Commerce in fall of the same year (“Econonstévlini
Wants Flat tax as of 2009).

But three years have come and gone without any movement toward a flat tax.
Most frustrating for flat tax proponents has been the fact that at — one time lograrot
every party has recognized the need for a flat tax. This includes the opposition
conservative parties Hungarian Democratic Forum (MDF) and FIDEBIDF to Push
for Flat Tax After Coalition Collapse” 2008). But the main ideological support for the
flat tax, the SZDSZ, has recently dealt with increased unpopularity ancdd&isithin
their ruling coalition. Feeling as though MSZP was not moving quickly enough toward
significant economic reforms, they quit the coalition in April 2008. Now the SZDSZ ha
moved towards working with MDF to try and advance the tax system, while FIDESZ
“shied away” from its “arch enemies” (the SZDSZ) on this issue (“kilsdRenew Call
for Flat Tax” 2008).

Problems have also existed with SZDSZ. By the middle of the summer 2008, the
party had a public opinion approval reading of less than 1-percent. In June, SZDSZ
replaced Economic Minister Koka and placed Gabor Fodor in his place. In his six years
at the helm, SZDSZ members felt as though little had been accomplished byAka
theBudapest Timesrote:

The SZDSZ must concede total failure as a supporter of tax cuts or at least the

simplification of the tax system. It sounded like a mockery when Koka — barely

after standing down as minister — suddenly started blustering about a ‘radical
tax-cut package’ and the urgent need to ‘unburden the economy’ (“What Does

Hungary Still Need the SZDSZ For?” 2008).

Furthermore, July 2008 saw the MDF accuse SZDSZ of reneging on their comnmdment

implementing a flat tax. MDF chairwoman Ibolya David accused SZDSZ afiicgea
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‘Potemkin opposition’ out of the flat t&X. If the MDF were to expose the SZDSZ as a
fraud, one journalist suggested, the flat tax’s historical supporters would fak by t
wayside and perhaps with it a basic discourse on free market principles (“Thaed For
2008). This is further disconcerting to SZDSZ, who have had trouble recently
positioning themselves as free market conservatives after years ofatampeiith the
predominant socialist party (“Two Parties, Two Dilemmas” 2008).

Political stalemate has seen flat tax support come from other channels arydung
Former finance minister Laszio Bekesi formed the group Reform Allianceyased of
academics and businessman, to try and influence politics in Hungary. The Hastax
been a particularly prescient concern. Bekesi’s group lobbied for an 18-peatésnt fl
on income and businesses. Bekesi argues that fundamental tax reforms havedoeen har
achieve because politicians care more for remaining in office than implament
controversial policies. “FIDESZ decisively rejects our proposals... [andjdts
doesn’t want to do anything that could damage its current popularity,” said Békesi
Won’t Back Down” 2009). And Bekesi claims the MZSP is scared of pro-flat taypgr
like Reform Alliance because they appear to be too “big” business. His remarklabout
business claim: “Why shouldn’t that be the case? Their voices carrytvaeidhave the
chance of being listened to by those responsible” (We Won't Back Down 2009). In
short, the current consensus is that Hungary has “no chance” to adopt a flatitar anyt
soon (“Economy Minister Sees No Chance for Flat Tax Rate” 2008).

Hungary — like its predecessors in Estonia, Slovakia and the Czech Republic —

had two policy champions in Koka and Bekesi. But Koka's influence was greatly

® This refers to Grigory Potemkin’s efforts to buifdke” villages in the Crimean part of Russia ¢olf
Empress Catherine Il into believing progress wasioig in the region. It also was used to maskemo
serious problems occurring in the area.
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mitigated when he was removed from the party and Bekesi was retired and oitias pol
by this time. His influence in creating the Reform Alliance is importanbte, however.

As previously discussed, groups like the Lithuanian Free Market Institutd@raki@d’s
MESA-10 were important purveyors of ideas. In Hungary, though, flat tax ideas wer
challenged by contrary ideas. Linda Cook stated that Hungary (and Polandheavere t
only Eastern European countries committed to welfare state ideas at peecdaaiic
recession (Cook 2007, 5). Unlike McNamara’'s model which states that economic crises
necessitates economic innovation, Hungary held true to a basic social democratic
framework. Hungary was the preeminent Eastern European state devotedwedish S
model of taxation (Aslund 2007, 116).

The inability to adopt the flat tax also shows the domestic political battles
revolving around the party system. Hungary’'s SZDSZ was the primaryrpapgnsible
for articulating the flat tax. But the nature of coalition politics in Hundpay made it
difficult for SZDSZ to simply impose their will onto the political environment. Couple
this with the infighting of the leadership of the party and the flat tax did not have a
chance. In Hungary it was also not simple rational self-interest thatnpeevite flat
tax. There were critics of the progressive system like Gyurashnybelieved that the
tax system was failing and unable to efficiently collect revenue. dleft-of-center
leaders like Gyurcsany the flat tax was not an option. It conflicted witirgssive ideas
and the established Swedish model. Once again it wa®thestimature of flat tax

politicking precluded external pressures.
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Poland: A (Short) History

Poland’s democratic transition could not be understood without reference to the
famous Solidarity movement. Beginning as early as the 1950s and gaininggtrsine
the 1970s, working-class, anti-communist movements began appearing throughout
Poland. In 1980, this movement — given the name Solidarity — had spread nationwide.
When membership reached 10 million in 1981, the ranks of Solidarity was a cross-class
coalition of workers (both white and blue collar), intellectuals, and entreprenEuey
were led by a former electrician named Lech Walesa (Castle andZD&2s55-56).

When Poland had its first democratic elections June 1989, Solidarity won all but one of
the seats they contested in 8gm(or parliament), and 99 out of 100 in the Senate.

Some saw this as a referendum on the old regime, though turnout was unexpectedly low
at just 62-percent (Jasiewicz 2007, 90). In the presidential election in November 1990
Walesa defeated three other candidates to become the first post-commuigiehpods
Poland. The election also revealed the major political cleavages between theteandida
and their ideology: Walesa's Christian-Democratic/conservativelgusa Mazowiecki’'s
liberal-democrats, Wlodzimierz Cimoszewicz’s socialists, and $&&niByminski’s
nationalists/populists (Jasiewicz 2007, 90).

In the following presidential election in 1995, Walesa lost his bid at remteicti
socialist candidate Aleksander Kwasniewski. In the first round of electionsen
candidates vied for the presidency with Walesa trailing Kwasniewskidaey&nt of the
votes at 33-percent to 35-percent. But in the second round of elections did not favor the

center-right Walesa. In a now-famous television debate, the youthful anspokén
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socialist trumped an “irascible and arrogant Walesa” (Castle and 2@02s99).

Walesa lost 48-percent to 51-percent, with the Solidarity bloc divided on theaNales
candidacy. Walesa even lost his own hometown by a 13-percent margin. Further,
Kwasniewski won his reelection bid in 2000 thus “contributing to the... consolidation of
the socialist political field” (Jasiewwicz 2007, 91). The Democratic Léiarce (SLD)

and Labor Union (UP) parties took 41-percent of the seats tBdjneeclection the

following year further demonstrating the power of left-of-center parties

Polish analyst Krysztof Jasiewicz noted that politics in Poland exists on a
swinging “pendulum” between left and right (Jasiewicz 2007, 95). In the early 1990s
Christian-Democratic and conservative groups made up the bulk of parliameyatts;y s
the mid-to-late 1990s it was composed of social democratic groups, and through the
2000s has swung back to right-of-center and neoliberal parties. As the pendulum has
come back right, adopting a flat tax seemed to be a greater realityedh2001, for
example, was a critical year for the slow turn towards a right-of-c8efey in particular
with the creation of the new Civic Platform (CO) party.

Formed in January 2001 as more of a civic club than a political party, CO is
crucial to understanding the right turn in Poland and also the creation of a flat tax
discourse in the country. Three individuals known together as the “three tenors” —
former finance and foreign Minister Andrzej Olechowski, Parliament MArslaze]
Plazynski and Senate Deputy Marshall Donald Tusk — created the grouping theht woul
emerge as a serious opposition movement from 2001 onward (Szczerbiak 2006, 95). In
September 2001 parliamentary elections PO tallied 12.7-percent of the votedto finis

second in the voting to the Alliance of the Democratic Left and the Union of Labor
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(Castle and Taras 2002: 103). It composed itself of upwardly mobile, middle class
members (Szczerbiak 2006, 103). More importantly, it was Tusk who in 2005 became a
vocal advocate for Poland’s nascent tax reforms (Ellis 2008, 98). Like in Hungary,

however, Poland has had a tumultuous road to flat tax adoption.

Explanation 3 and Rival Explanation 3: Progressive Ideas, Rationalitynstitdtions

“The promises to introduce a flat tax rate in Poland have been made for so long,”
wrote the editors of the Polish News Bulletin, “that many people all over thd,worl
including flat tax system co-inventor Alvin Rabushka, have actually sterteelieve
that the process had already been completed” (“The Vanishing Flat Tax” 2808joes
the complicated process that tax policy reform has taken in Poland. As=a89%
then finance minister Leszek Balcerowicz promoted the idea of a flat takgB999).
Balcerowicz was the chief architect of Poland’s shock therapy progra@90, which
minimized the role played by state institutions and liberalized trade pobcyyRska
2009, 132). In a 2005 article in the UKr'slegraphnewspaper, the opening lead stated
that Poland’s decision to join the “flat-tax revolution” would be a “wake-up calltHe
rest of Europe (Evans- Pritchard 2005). But eleven years later Poland has yet & adopt
single rate of taxation on income.

Like the Baltics, Slovakia and the Czech Republic before them, Poland looked
toward the flat tax to solve some basic problems. First, it reduces thevedertide
income or find tax havens elsewhere on behalf of people with money. Second, simplistic

tax procedures make it both easier to collect taxes from the perspective of the
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bureaucracy and easier to file from the perspective of those taxed. Lastlyesumed
that the flat tax does not “punish” those who make money, thus encouraging people to
work harder and thus, the economy grows as a whole (“The Vanishing Flat Tax” 2008)

It seemed as if Poland was on the verge of adopting the tax in 2005. In March,
finance minister Miroslaw Gronicki introduced a flat rate of 18-percent aulbpted by
2008. But the election of president Lech Kaczysnski in September undermined
Gronicki’s reform, as Kaczysnski favored a two-tiered income tax when he ntome |
office. He also ignored the pro-flat tax Civic Platform (PO) party in favorsobwn
Law and Justice Party (PiS), and Self-Defense (S-O) and League &f Pariislies
(LPR), two nationalist parties (Ellis 2008, 98).

The party has continued to carry the banner for the flat tax and has also increased
in popularity. In September 2007 elections, Civic Platform won 41.51-percent of the
seats in parliament. The party’s leader, Tusk, became Prime Ministeas Ht this time
that a flat tax would be a reality. “Poland must implement a flat taxwidiieh is an
extremely urgent project,” said deputy chairman of the economy and finance #bignie
Chlebowski (“Poland’s Would Be Winner” 2007). But a change in the tax scheme came
with its own set of problems. First, skeptics were concerned that switchintatde f
system would create a budget deficit. (This has been the concern of thentie he
first adoption of flat taxes in 1994). Chlebowski answered that government services
would need to be cut or reassign administrative capacity to local governmecisid, Se
Civic Platform and their coalition partners the Polish Peasant’s Partystueo®ncerned
that whatever bill was passed would face veto by President Kaczynski and could not be

overridden by the parliament. “The Law and Justice [party] and the Left anddbsm
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will support the president. A lost cause is not worth fighting for,” noted Sejm speake
Jaroslaw Kalinowski (“Bad Time for Flat Tax Rate” 2007).

This has not stopped the current Tusk government from laying out its own
“strategic” plans for the future. In February 2008, Secretary of Stat@®ia Nowak
guaranteed a flat tax by 2012 (“Government: Flat Tax Rate in 2012” 2008). How would
they accomplish this? In the first place they have reduced the number ofdisetbra
from three (19, 30 and 40-percent) to two (18 and 32-percent respectively). Observers
indicate this would soften the blow of budget deficits. And Kalinowski has argued that
the two brackets is fairly close to a flat tax, because the highest tkebedfects only 1-
percent of taxpayers anyway. (“Bad Time for Flat Tax Rate” 2007). Maorgethve
“flattening” of the tax code would initially help to keep people from seeking earl
retirement. As it stood, employees would retire from their occupations arous@ agel
work odd jobs under the table to avoid taxes (“New Tax Regime, Salaries Up” 2008).
“Early retirement is a kind of trap,” said current Finance Minister JacskkBwski.

“People choose it but then spend the next decade working under the table, and then it
turns out their pensions are much lower than what they need. And they are in@nsituati
of poverty, because they stopped working too soon” (Solska and Tarnowski 2008).

But three months later the flat tax was causing concern for the government and
members of Civic Platform. Tusk backed Finance Minister Rostkowski and others in the
government — like Nowak and Kalinowski — who argued that Poland needed to straighten
out their budget mess prior to changing the tax code. Rostkowski, who spent much of his
life as an academic and economist, has been increasingly cautious aboutgeformi

towards a flat tax. He told the Polish newspapaitykathat any introduction of the flat
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tax would have to be done “responsibly” and in line with coalition partner PSL’s wishes
to maintain pro-family benefits (Solska and Tarnowski 268&party leadership within
Civic Platform, mainly Chlebowski, wanted a flat tax as early as 2009. The gngoin
dilemma was over the veto power of President Kaczynski. Tusk’s governmentdelieve
that waiting it out until 2010 meant they could run their own candidate for president
when Kaczynski’'s term expired. This would enable them to implement a flatttax wi
little resistance. Chlebowski believed the longer Poland waited to refonmetkeli

regime, the longer problems would persist (“PM See Flat Tax Not Before 2008).

The inability to pass the flat tax in Poland says something about ideas but more
about the nuts and bolts of what the tax reform would mean practically for Poles.
Though Poland had an early policy champion in Balcerowicz and later in Gronicki — as
was the case with flat tax adopters in Estonia, Slovakia, and the Czech Republic — and
while it is true language like “pro family benefits” is a pejorativeoastiat “pro family”
really means, the Polish example revolved around the pragmatic aspects oicthe pol
change more than the ideational components. As to explanation three, there is an
ideational content to Poland’s non-adoption but ultimately non-adoption was the result of
uncertainty on the part of some Polish politicians as to the flat tax’s effEués.
uncertainty was whether the flat tax would ensure the pro-growth, prceatiicreform
seen in the Baltics and Slovakia, or whether it would result in growing inequadity a
budget shortfalls. While the flat tax supporters highlighted the former, skeptics

highlighted the latter.

% This combination of free-market attitudes withiabsensitivity has been a hallmark of Polish podit
political scientist Kenneth Chan has argued. Eaféer Balcerowicz introduced successful shock fnera
measures, he was still concerned about “workergems” within such a program.
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Additionally, there were structural constraints on$iegmto pass legislation.

This constraint was the veto power of the office of the president, who claimed he would
block any flat tax legislation. There was in part, a rational self-irttanesng elites

which mitigated against adoption. Flattening the progressive rate to only tekets &

a good example of the piecemeal, pragmatic approach that Poland adopted in coatrast t
country like Estonia. Lastly, like in Hungary, the decision not to adopt was gdgimari
domestic in origin and owed little to outsider institutions.

A final note needs to me made about why Poland has had trouble adopting a flat
tax: public opinion. The Polish case is the only case studied where the public have
played a vital role in shaping the debate. The most recent May 2008 poll indicated that
68-percent of Poles were against the introduction of the flat tax. The most dyaiast t
were older people who believed that the tax unfairly benefited the rich. Thisedibepit
fact that 80-percent still feel as though the current system is too coameneeds to be
reformed (“Flat Tax Increasingly Unpopular With Poles” 2008). The primary sufguo
the flat tax is among well-educated, well-off young people who are in the tyi(iGihe
Vanishing Flat Tax” 2008). What has been even more puzzling to some observers is
though over half the Polish population described themselves as conservatives, the policies
of the Polish right, including the flat tax, have been less popular (Castle an@Ta2as
132). With the electoral connection that exists between politicians and theituemtsti
a movement towards introducing a flat tax becomes problematic. Gronicki adimatted t

flat tax reforms are easy to support from the position of the finance ministryooeit m
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difficult for parliamentarians (“Interview With Former Finance Minidtéroslaw

Gronicki” 2007)7°

Policy Diffusion and Rational Learning in Hungary and Poland

The literature on diffusion helped to understand flat tax adoption in the early
adopter cases of Latvia and Lithuania and late adoption cases of Slovakia anccthe Cze
Republic. As previously mentioned diffusion can only explain how ideas or policies are
delivered into the political process but cannot explain waasesadoption. Moreover,
the diffusion literature unwittingly implies that diffusion and adoption are oftesame
thing. What the Hungarian and Polish cases reveal is how diffusion and adoption are
distinct entities. In this section | argue diffusion of the flat tax occurreddiuts
adoption.

What is meant is that the policy of the flat tax received serious political
consideration by political parties and their leaders. The ideadiffeléed or spread to
others. This was not an isolated incident or geographic anomaly. The flat tax began to
surround Hungary and Poland on all sides. However, adoption was not possible.
Drawing from the “rational learning” idea, both Hungary and Poland learned about the
experiences of others. Some leaders and parties knew what they thought to be the

successes of the flat tax, and others saw why the flat tax was probleByg605 (and

0 Gronicki’s point is a prescient observation. #mlg adoptions of the flat tax (Estonia, Latvidthiuania
and Slovakia to some extent) many of the champiare either appointed positions like finance marist
or tax bureaucrats. Both positions are shieldeohfthe public in a way that elected officials aot. nif
policy comes from the “experts” it perhaps is mpadpable than from a politician.
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indeed by 2009) the flat tax revolution was no longer the novelty it was in the Baltics, or
even by “late adopters” such as Slovakia and the Czech Republic.

In one case of rational learning, former SZDSZ party leader Janos Koka had a
highly publicized meeting with Romanian Finance Minister Varujan Vosganian and
Senator Peter Ekstein Kovacs. At the 2008 meeting the flat tax and social spemsling
were discussed, as Romania itself adopted the tax reform in 2005. As Koka discussed:
“We wish to learn from Romania’s experience and to benefit from your esgjert
(“Romanian Ministers, Hungarian Politicians Discuss Fiscal Policy” 200@yalsia was
also a prominent example used by Hungarian politicians and observers. Slovakia’s PM
Dzurinda was held up as an example of how to put a “backward, isolated” country back
on track by enabling “sensible tax rates” (Mainka 2005). Learning waspparent
through the auspices of the Liberal International, a transnational organiiadt brings
together liberal and free market parties throughout the world. Membershigaac
Hungary's SZDSZ, Estonia’s Reform Party, and Latvia’s Latvia WayP#&ecause the
Liberal International brought together member parties throughout the Eoropean,
the SZDSZ became further entrenched “in placing libertarian socialsvaled trust in
the market place” (Batory 2007, 54).

Learning is also present in the Polish case. The flat tax was discussdyg as ea
1998 by Leszek Balcerowicz, a committed neoliberal who was seen as one oftrilez pre
economic reformers in the region. But the introduction of the tax in Poland is ggnerall
credited to Miroslaw Gronicki, the Minister of Finance under the left of cente
government of Marek Belka. Belka himself was at one time a devoted free-market

ideologue, with a degree from the University of Chicago. He was also one tinteats
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of Milton Friedman. Gronicki — who made his career as an economist — received a
degree from the University of Pennsylvania and worked as an adviser for the World
Bank. Gronicki was jet-setter who advised governments in Ukraine, Georgiasawrhi
Poland before being appointed to work in the government. It was Gronicki who became
the focal point for flat tax reforms when every newspaper and observer around the worl
thought Poland’s new flat tax would revolutionize Western Europe.Ldhdon Times

in 2005 reported his promise to do away with the “complex grid” of tax rates by 2008
(Browne 2005).

One way to explain Hungary’'s and Poland’s divergence from the rest of Eastern
Europe’s flat tax path is to argue that there is an ideational gulf between Astumd
suggests as much when he notes the “social democratic” model adopted by Hungary and
Poland compared to the “neoliberal” model adopted by Estonia was part of an ideational
divide (Aslund 2002, 228). Analyst Adam Michnik argued that in Poland “there is a need
for the presence of a socialist care for the poorest, a conservative defeadéioht and
a liberal reflection on efficiency and growth” (Michnik as cited in Chan 2001, 171). But
if this were the case, how did a “social democratic” country like the Czech Republi
achieve the neoliberal flat tax? The Czech Republic had a parliament thdtlevas a
pass the tax, a political party committed to the flat tax after a chantgdeadership, and
political elites devoted to its passage. This is not to say that ideas did not magey. T
was clearly a strong neoliberal presence in the Czech Republic from Vdalass K
onward. The same can be said for Hungary. In survey data collected by J. Simon, free
market views were present not only among liberals like SZDSZ but also amaalgssoc

and nationalist conservatives (Batory 2007, 50).
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However, Hungary faced political challenges unseen in the Czech Republic, and
certainly unseen in the Baltics and Slovakia. First, the major supporter foattheefl
SZDSZ, was never able to gain the popularity or stamina of parties like SieVakik
or the Czech Republic’s ODS. Instead, they were junior partners of the majtissocia
party in Hungary, MZSP. They quit the coalition in 2008 believing no progress was
made on the flat tax front. Second, infighting within the SZDSZ and its major proponent
Janos Koka led to his ouster in June 2008. Unlike Estonia’s Laar, Slovakia’s Dzurinda,
or the Czech Republic’'s Topolanek, there was no major elite to take the stand for tax
reform. Thirdly, worries about reelection have mitigated sweeping chahngewould
cut budgets or seemingly privilege the rich at the expense of the working class

In Poland, similar institutional and political roadblocks exist. The most
prominent is the division between the executive and legislative branch. Though in the
early 2000s right-wing parties like Civic Platform (PO) increased in papuéard won
theSejm Donald Tusk, a major spokesperson for the flat tax, became Prime Minister.
But the election of Lech Kacyzynski from the Law and Defense Party gB&éanteed a
veto of any pro-flat tax legislation. Second, divisions within the party have hurt ggogre
toward tax reform. Part of the problem has been a division among the right. @Gdstle a
Taras argue that the right has been significantly divided on issues like ecenomic
tradition, and religion (Castle and Taras 2002, 133). Even within PO there was
controversy about the pace of policy change. Tusk backed an approach that sought to
balance the budget prior to changing to a flat tax. Chlebowski wanted to push forward

despite budget problems.
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Coming back to the question of whether ideas mattered in Poland and Hungary, it
is important to note how much resistance there has been to the flat tax in both countries
A central thesis of Chris Edwards and Daniel J. Mitchell's iBtabal Tax Revolutiors
that cutting marginal tax rates or adopting flat taxes create a ssadding effect
where other countries are forced to change their ways or suffer ecorlpmidady
specifically commented that Hungary and Poland are beginning to “feel the pséssure
that surround them (Edwards and Mitchell 2008, 63). One would think the only rational
thing to do from the Hungarian and Polish perspective was to give in and adopt the tax.
Surprisingly, this has not happened. For right or wrong, the flat tax has been a
controversial idea whose supporters evoke it as the final piece of the reform, jpnziz|
its detractors deride it as unfair and favorable to the rich. The idea oftttexfla

diffused, but trying to adopt it proceeded with much greater difficulty.

Conclusion

Hungary and Poland are flat tax laggards in an Eastern Europe full of flat
taxation. In Hungary, committed ideologues like Janos Koka could not overcome party
infighting and ideological strife to get a flat tax on the docket. In Polandicpblit
constraints coupled with concerns of the flat tax “effects” and public opinion were
insurmountable. This does not mean that the flat tax had no presence in Hungary and
Poland. On the contrary, the flat tax has been a part of the political discoursieést at
five years in Hungary and for more than ten years in Poland. The flat tax had, indee

diffused. Both countries learned from the predecessors, but perhaps learned too much,
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knowing both the good and bad of flat tax policies. This made adoption especially
difficult.

The next chapter is the last chapter of the dissertation. It will summiagize t
previous case studies and which explanations were validated. From evaluation of the
explanations we can make some general claims about the adoption process. The chapter
will also identify six specific components that go into understanding thefanm t
Eastern Europe. Lastly, | look to the future to see where the flat tax agdredaled. It
has been exactly sixteen years since Estonia made the fateful decisioptta #at tax.
Since then almost the eastern bloc of an entire continent has moved to the flatltax. Wi

that trend cease, or will there be a continuation of the flat tax “revolution”?
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CHAPTER 7

CONCLUSION: REFLECTING ON FLAT TAX ADOPTION

Introduction

This dissertation aimed to understand why countries in Eastern Europe adopted
flat taxes. The flat tax presented itself as something of a politicalgouZhlbough many
American politicians (Dick Armey, Steve Forbes) had discussed the flabtdxs
American it seemed foolhardy to believe the United States would ever Havésa f*

To find out that Estonia could do something that Americans thought impossible — if not
unwise — was fascinating to learn. Despite the assertion by journalistgstloovered

the flat tax story that the flat tax was nothing more than a pragmatic plelkdsion, |
suspected there was something more. In doing research, writing a shodretisay

topic and reflecting more about it | was struck by the commitment of elitersaior

policy champions, like Mart Laar, Ivan Miklos and Miroslaw Gronicki. This spurred m
to think more critically about the flat tax and its place in Eastern Europe.

My initial explanations suggested that the flat tax was an ‘idea’ thathsen
despite the “knowns,” or consequences of the policy change. The ideational thesis also
accounted for the flat tax in ways that the rationalist or external presgun@ent cannot
totally account for. This does not mean that ideas acted alone; on the conteary, elit
carriers, tax bureaucrats, and political parties were central variahifesflat tax story.

Moreover, countries that adopted the flat tax after Estonia did so, | arguedgsdéoay

™ Prior to Woodrow Wilson’s signing of a progresstae in 1913 the United States did have somethfng o
a flat tax. It was not called a “flat tax,” howavdn 1894, the United States government passed th
Wilson-Gorman Act, which taxed all incomes aboved$d at a flat, 2-percent rate (Dunbar 1894).
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learned from the experiences of those countries that came before them. Tleusatha
domestic process of adoption, but also an international process of diffusion. Are these
explanations valid? The question was simple enough but the research was laisorente
and along the way, revealed a number of interesting findings | was not expecting.

This conclusion will accomplish three goals. First, in the following sectiah |
summarize the eight explanations (four explanations and four rival explanatidight
of the data collected in chapters three through six. This summary will aésbvagch
perspectives best explained adoption, while also analyzing the validity of tirs ahff
explanation (See Tables 11 and 12). The second section adds context todkesfaiyt
by looking at the various component parts which make adoption possible. Though this
context adds depth to the causal explanation of flat tax adoption, each part is only a piece
of the flat tax puzzle. When taken together we get a clearer picture of theadapt
diffusion) processes. The third section asks a crucial, but thus far, unasked and

unanswered question: How revolutionary is the flat tax revolution?

Explanations 1-4

Explanation 1In states that have flat tax policies we would observe a shift in

ideas that caused a shift in policy.

Explanation one was validated in three cases: Estonia, Slovakia and the Czech
Republic. In these cases the idea of the flat tax held considerable popeliticians,
economists and tax bureaucrats. The flat tax could not be understood by rational

considerations alone. Though a perceived economic failure instigated polige ctien
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turn to the flat tax was not simply a consequence of that failure. Estonia, Slamdkia

the Czech Republic could have reformed the current system, as modeled in Poland, for
example. Instead they scrapped the progressive system altogether hawvinggsion to

flat tax pioneers like Milton Friedman, and Robert Hall and Alvin Rabushka. le thes
cases both elite carriers and political parties helped to shape the debate and shephe
flat tax idea. In Slovakia, the think tank MESA-10 played a role in supporting the flat
tax. Latvia and Lithuania did not have an observable shift in ideas. Instead, they
believed the flat tax was the most efficient and simple way to fix theirqarshl

regardless of its ideological hype.

Explanation 21In states that have flat tax policies we would observe discourse
about the appropriateness of said idea which caused a shift in policy. Some actors
would stump in favor of the idea and others would be opposed.

Explanation two is only validated in one case: the Czech Republic. Latvia and
Lithuania had no public debate. Slovakia and Estonia had some degree of public
contestation but very little. Estonia’s debate came after the adoption oftttaex fla
Slovakia’s transition from Meciar to Dzurinda was hotly contested, but thesal@ue
general ideas of good government rather than specific policies. So why dizettte C
Republic have serious debate about the flat tax? First, there were distitionalea
conflicts between left and right about the best way to collect revenue. Tlee Civi
Democratic Party and Social Democrats had serious ideological divisiomsdirated
and insight into the ideas that either promote or undermine the flat tax. Second, the

Czech Republic — who did not adopt a flat tax until 2009 — had a wealth of information to
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debate about. Whereas Estonia, Latvia and Lithuania had “early” adoptions at a tim

when little was known about the flat tax, the Czech Republic perhaps “knew too much.”

Explanation 3In states that do not adopt the flat tax, we would observe that the
flat tax idea conflicted with progressive ideas about economics, economig theor
and good government. ldeas contrary to the flat tax prevented flat tax adoption in
those countries.
This explanation is validated in Hungary but invalidated in Poland. Both
Hungary and Poland had committed flat tax devotees who hoped for the passage of the
flat tax in their respective countries. Koka was the preeminent leader injuagd
Gronicki was the spokesperson in Poland. Koka's ideas were in an uphill battle from the
beginning. The Hungarian social democratic framework, modeled on the Swedish
example, was hard to overcome. Laszio Bekesi’s pro-flat tax Reforrmédli@marked
that changing politics and minds in Hungary is so hard because of preconceived notions
of “big business” and fairness. Hungary also took a stand (or risk?) by keeping the
progressive tax in the face of mounting budget deficits. In Poland, politiciansessre
concerned with ideas and more concerned the “effects” of the flat tax. dddlyi in
both Hungary and Poland, the political dynamics were not conducive to flat tax adoption.
That is, the divisiveness of the party system in Hungary and the federakistis in

Poland specifically negated flat tax adoption.
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Explanation 41In states that adopted the flat tax after Estonia (the first adopter),
we would observe that other states emulated the policy, or what is called polic
diffusion. Previous adopters were instrumental in the adoption of the flat tax by
other adoptees.

Explanation four was validated in all four diffusion (or emulation) cases. L.atvia
Lithuania, Slovakia and the Czech Republic were all influenced by previous adoptions.
However, the manner in which the policy diffused was different in the “early” adopte
than it was in the “late” adopters. The early adopters had limited informationko wor
from and therefore practiced what Weyland called a “cognitive heurmaticiel of
diffusion. Late adopters like Slovakia and the Czech Republic practiced “rational

learning” because of the information available to them prior to their adoption.

Table 11. Validation of explanations

COUNTRY Explanation 1 | Explanation 2 | Explanation 3 | Explanation 4
Estonia Yes No N.A. N.A.
Latvia No No N.A. Yes
Lithuania No No N.A. Yes
Slovakia Yes No N.A. Yes
Czech Republig Yes Yes N.A. Yes
Hungary N.A. N.A. Yes N.A.
Poland N.A N.A. No N.A.

Note: N.A denotes that particular explanation is not applicable to those cases

Rival Explanations 1-4

Rival Explanation 1In states that adopted the flat tax we would observe the

power of external pressures (or institutions) caused adoption and not the power of

ideas.
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In no case was rival explanation one validated. It is true that extestialtions
were always around. The IMF, World Bank and the EU were powerful institutions that
stood to reshape one’s political and economic situation. This is nowhere more apparent
than in Slovakia, where the adoption of the flat tax coincided with its acceptandeeinto t
EU. Slovakia’'s Prime Minister Dzurinda was also committed to turning his country
toward these institutions rather than away from them. However, domestiogards
that adopted the flat tax did so without these institution’s permission and guidance.
Everyone interviewed in this dissertation and all secondary research cathitnfisit
taxes were domestic decisions. According to several different sources, likeups
IMF have actually been diametrically opposed to the flat tax (Laar 2004)@1i008,

Aslund 2008).

Rival Explanation 2In states that adopted the flat tax we would observe the

power of rationally-expressed self-interest caused adoption and not ideas.

This rival explanation is validated in two cases: Latvia and Lithuaniaoriti
self-interest was apparent in every case; after all, the flat tax waslgain idea but an
instrument to fix a pressing economic and political problem. But in Estonia, Slovakia
and the Czech Republic, ideas also mattered to the elites and economists who
championed them as more than just a means to an end. Latvia and Lithuania’s adoption
was relatively unheralded and uncontroversial. There was no public discussion and the
flat tax had no ideological content behind it. The flat tax solved a problem, or at least,

appeared to solve a problem.
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Rival Explanation 3In states that did not adopt the flat tax we would observe that

external pressures or regard to self-interest prevented adoption, rathactibrs

being wedded to particular alternative ideas.

This explanation is validated in the Polish example but not in the Hungarian
example. Hungary, as previously argued, could not get past its social democratio root
champion a flat tax. The idea of the flat tax ran counter to its ideationaldraditi
Poland the flat tax was not approved because of what people perceived it would do (favor
the rich) or what they were not sure it would do (like create budget deficit$)inteetst
was not the only thing preventing adoption as party faction and separation of plswers a
played their part. Once again, external pressures were markedly absetitdr

observations.

Rival Explanation 4 In states that adopted the flat tax after Estonia (the first

adopter) we would observe that these states did so independently and without
regard for the flat tax in other states.
This rival explanation is invalid in all four cases studied, as well as the seg ca

of Hungary and Poland. A variety of diffusion processes occurred in these six cases.

Table 12. Validation of rival explanations

Rival Rival Rival Rival
COUNTRY Explanation 1 | Explanation 2 | Explanation 3 | Explanation 4
Estonia No No N.A. N.A.
Latvia No Yes N.A. No
Lithuania No Yes N.A. No
Slovakia No No N.A. No
Czech Republig No No N.A. No
Hungary N.A. N.A. No N.A.
Poland N.A. N.A. Yes N.A.

Note: N.A denotes that particular explanation is not applicable to those cases
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Flat Tax Adoption in Context

This second section deals with six points that add context to flat tax adoption and
go beyond the validation or invalidation of the dissertation’s explanations. These six
points provide depth to the study and shed light on the intricacies involved in the passage
of the tax. Though these points themselves are not causal claims about adoption, they do
detail some of thbowandwhy specifics needed to understand adoption. Moreover, the
following also touches on some of the unexpected findings from the dissertation.

1. Domestic elites act as ‘carriers’ that help to formulate and delivas.de

A noticeable dimension of flat tax adoption has been the presence of committed
elites who serve as “carriers” of new ideas. (See Table 13). In &skbait Laar
became the most vocal and prominent carrier for the flat tax. Other &@estio
Hansson and Heiki Kranich helped to articulate the specifics of the tax. dvadines flat
tax as part of a package of free market ideas that were fundamentagiyopitt and
anti-communist. In Slovakia, appointing the right people went a long way towards
achieving a flat tax. Mikulas Dzurinda, a right-of-center prime minis@minated Ilvan
Miklos as his Finance Secretary. Even in the face of early criticism, Mikbdson the
flat tax and shepherded it through to adoption. Martin Bruncko, Miklos’ chief economic
advisor, became the international spokesperson for the plan. The Czech Republic’s
spokespersons included Prime Minister Mirek Topolanek and Finance Ministémilas
Tlusty. Even countries that could not adopt a flat tax have domestic elites who tried to

advance a flat tax agenda. In Hungary, Janos Koka became a vocal advocate despit
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being shut out from his own party. In Poland, former Finance Minister Miroslaw
Gronicki stumped for the flat tax and Zbigniew Chlebowski worked for the flat tax in his

current position as finance minister.

Table 13. Elite carriers
NAME COUNTRY POSITION (at time | YEAR
of adoption or
diffusion)
Mart Laar Estonia Prime Minister 1994
Ardo Hansson Estonia Economic Advisor 1994
Kalev Kukk Estonia Economic Advisor 1994
Heiki Kranich Estonia Finance Minister 1994
Mikulas Dzurinda Slovakia Prime Minister 2004
lvan Miklos Slovakia Finance Minister 2004
Martin Bruncko Slovakia Economic Advisor 2004
Mirek Topolanek Czech Republic Prime Minister 2008
Martin Riman Czech Republic Trade Minister 2008
Vlastimil Tlusty Czech Republic Finance Minister 2008
Janos Koka Hungary Economic Ministef 2009
Laszio Bekesi Hungary Finance Minister | 2009
(Retired)
Donald Tusk Poland Prime Minister 2009
Zbigniew Poland Finance Minister 2009
Chlebowski
Miroslaw Gronicki Poland Finance Minister | 2009
(Retired)

2. Center-Right Political Parties Serve As a Rallying Point For FlatSigporters
Political parties serve an important purpose by organizing interests anishdpring

like-minded individuals together. They also work hard to win elections. By gaining
power through a ruling coalition the flat tax became a much more viable poli@gechoi
In countries like Estonia, Slovakia, the Czech Republic, Hungary and Poland, political
parties were major players on the flat tax scene. (See Table 14). EsRvni®atria and
Reform Party, Slovakia’s Slovak Democratic Coalition (SDK), the Czech Rejublic
Civic Democratic Party (ODS), Hungary’'s Alliance of Free Deratsc(SZDSZ) and
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Poland’s Civic Platform (PO) all were openly supportive of the flat tax and pushisl f
adoption. For these parties the flat tax was part of a free market, neoliaeraiiork
adopted throughout Eastern EurdpeTransnational groups like the Liberal International
became a place where like-minded parties could come together and discysspadis.

Parties in Hungary, Estonia and Latvia were all Liberal Internatioeahbers.

Table 14. Political parties aligned with the flat tax

COUNTRY PARTY YEAR FORMED
Estonia Reform Party 1994

Estonia Pro Patria Union 1995

Estonia Res Publica 2001
Slovakia Slovak Dem. Coalition 1997

Czech Republic Civic Dem. Party 1991
Hungary Alliance of Free Democrats 1988

Poland Civic Platform 2001

3. Knowledge communities are important by validating ideas and bringing people

together

Knowledge (or epistemic) communities serve as a third channel for the
dissemination of the flat tax idea. This includes think tanks like Lithuania’sMrageet
Institute, Slovakia’'s MESA-10, Stanford’s Hoover Institute, and the Heritage Fiamda
The composition of the think tanks include major players in the flat tax community.
Slovakia’s MESA-10 was founded by none other than former finance minister Miklos,
for example. The Hoover Institute’s Alvin Rabushka and the for Heritage Foundation
fellow Daniel J. Mitchell have traveled through Eastern Europe in favor ofahai As
well, international meetings of flat tax advocates at places like theéDdAStitute —

where Laar and Leszek Balcerowicz were featured speakers €adeh@c conferences

"2 This is not to say that all center-right partiesrevpro flat tax. Parties like Hungary's FIDES@r, f
example, were much more nationalist and statist tha other right-wing party in Hungary, SZDSZ.
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like Topolanek’s “Flat Tax” conference bring together like-minded individualghtor
purposes of delivering information.
4. The flat tax was an idea that solved an economic and political problem

In every case studied, the idea of the flat tax appeared to be a solution to a
pressing budgetary problem facing Eastern European economies. The problems wer
similar: revenue shortfalls spurred by inadequate collection, rampant tasresaghe
part of private citizens, growing black market economies, and unintelligiboties
that commoners and elites alike could not make sense of. In latter cases ljegyHun
and Poland, the problem of “tax competition” forced those countries hand to at least look
at the flat tax, though it was not adopted. To return to McNamara, in each case studied
the flat tax (policy innovation) solved the problem of progressive or gradual taxiey (pol
failure). In countries that continued to adopt the flat tax (policy emulatorsylitiesp
with an eye towards solving a basic problém.

5. There Are Varieties of Diffusion

This dissertation found that flat tax policies diffused too varying degrees and in
varied ways across countries. What is argued in this dissertation, howelat tiere
arevarieties of diffusiornthat take place as an idea is diffusing from one state to another.
This is predicated on thaming of adopting. The closer proximity to the original policy
innovator (Estonia) the easier it is to adopt a new policy. In Latvia and Lithuaeya, t
followed the Estonian model rather closely with no controversy or much fanfalie at
The policy diffused from one state to the next in less than two years. The reasam for thi

is that Estonia possessed a solution to a tax problem that only economists knew much

3 Once again, in no way does this dissertation atigaieflat taxes were successful or a detriment but
certainly those adopting the flat tax believed thegceeded elsewhere.
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about. Because Estonia was a leader in economic reform it gave tacitsparfos
others to follow suit. However, the early adopters were bounded by what was
“unknown” about the flat tax. Would it work? Would it help the rich or poor? Is the idea
conservative, liberal or neither? This is what Weyland callsdbaitive heuristianodel
of diffusion. As tax diffusion continued it was much harder for parliaments to pass
through flat tax legislation. By this point the “knowns” were available for public
consumption and elites, parties, and constituents began picking sides. In what Weyland
callsrational learning states had time to read, study and learn about the advantages and
disadvantages of the system. The greater time lapsed from Estoniaigladpption,
the harder it was to adopt the tax. Slovakia and the Czech Republic adopted the tax, but
not without difficulty. Supporters in Hungary and Poland were not as fortunate.
6. ldeas Can Diffuse Without Being Adopted

Lastly, this dissertation argues that policy diffusion does not necessauidy
policy adoption. Hungary and Poland demonstrate this point. The idea of the flat tax
found its way to both states and onto the policy agenda. At this point, however, flat tax
detractors knew too much about fairness, inequity and the relationship of the flat tax to
neoliberalism. Concerns over budget deficits, or the belief that the flaeta®d the
poor unfairly, were common amongst antagonists. Adopting the flat tax carried with i
electoral danger, and parliamentarians worried that supporting thexflabtdd lead to
defeat. In Hungary, the SZDSZ were increasingly unpopular with the ¢enbéfie and
in Poland, 68-percent of Poles were dead-set against introducing the tax réfosm
was unlike anything seen among the “early adopters” when flat taxesdegreed amid

little fanfare.
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Flat Tax Revolution?

The title of this dissertation asks whether or not the “flat tax revolutionalky/re
revolution? Several flat tax commentators have used the word “revolution” tobaescri
the shift in Eastern Europe from progressive tax schemes to flat taxes.FStbes
entitled his boolFlat Tax RevolutiorfForbes 2005). ThEconomistheadlined a print
story with the title “Flat-tax Revolution” (“Flat-tax Revolution” 2005). And in&t&

Policy Report, Daniel J. Mitchell remarked approvingly about the “globatdiat

revolution” (Mitchell 2007). In a technical sense, the adoption of the flat tax iarBast
Europe would not qualify as a textbook, political science definition of a revolution.
There was, after all, no violence, mass mobilization, or fundamental altexafi the

state structure (Skocpol 1979). However, the word revolution is not totally out of place,
either. In Crane Brinton’s classithie Anatomy of a Revolutioime notes that chronic
budget deficits are central starting points to all revolutions. Citing the wdniktofian

R.B. Merriman, Brinton concludes that six seventeenth-century revolutions(ngl
France, the Netherlands, Spain, Portugal and Naples) all “began as protests against
taxation” (Brinton 1952, 38). The inability to collect revenue was also central in the “bi
three” revolutions of France, Russia and China (Skocpol 1979). And most Americans are
familiar with the rallying cry oho taxation without representatipwhich epitomized a
central debate not only about representation, but also the legitimacy of varioaoform

taxation.
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Though these examples are far removed from the current struggle in Eastern
Europe — and they were not about income taxes primarily — this relationship toetwee
taxation troubles and revolt is strong. Starting with revenue shortfalls mamathgn
and turning to such specific problems as black markets and tax evasion, countries in the
Baltics and the former Czechoslovakia revolted against progressivetaxatavor of
flat taxation. But like most revolutions, the decision to turn towards a new policy or
program is not monocausal. Not only was the tax reform narrative shaped by pragmati
policy choices, but it was also embedded within a set of ideas that both allowed and
limited certain choices. As Brinton argued: “no ideas, no revolution” (1952, 53). Brinton
was not shortsighted in believing that revolutions were the result of only ideashehe
later noted that “ideas form part of the mutually dependent variables” we ayegtud
(1952, 53). However, without a “new” idea to confront the “old” policy failure, one
would be hard-pressed to make any kind of argument about “a flat tax revolution” in
Eastern Europe.

A second persistent feature prior to the outbreak of revolutions is some form of
state collapse, which can be brought forth by the inability to collect revenudsdut a
spurred by international crises, foreign debt, or poor leadership. Eastern Eulope in t
early 1990s — when the first flat tax was adopted — was far from being populated b
mature, fully functioning states. Obviously the need for tax reform is case in point.
Estonia, Latvia and Lithuania went from a (slowly thawing) communist, awahant
system in 1990 to a restored parliamentary system by the mid-1990s. Politideasd i
were fluid, and interests had yet to be fully entrenched. This is in part whyéed C

Republic, Hungary and Poland had a much more difficult time adopting a flat tax. Itis
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also part of the reason why places like Western Europe and the United States have
considerable difficulty trying to change their tax code.

But it also is not true to say that those states were on the verge of collapse,
making a flat tax revolution more viable. In no case did the political actors haterto a
the state to achieve their goals. It is true those countries had to finchetiegs of their
flat tax ideas, engender political parties to do the flat tax bidding, and allowdinanc
ministers the go ahead to draw up the details of the policy. Those are the basic
outgrowths of a democratic system, however, not a precursor to revolution. When one
observes the inability of the flat tax to be adopted in places like the United &tate
Western Europe, it has become a truism to mention entrenched interests, or the budget
deficits created by such a switch (“Tax System Blamed for AmeridahSaving
Enough” 1994). What is not discussed is the marked absence of politicians, political
parties and financial ministers putting their careers on the line for thexlairhere have
been a few, namely Armey and Forbes in the United States, and Kirchhoff iau@erm
This support has been sporadic and uneven though. Starting in 1994, countries in Eastern
Europe have made the flat tax a priority, both those that support it and fight against it.
The flat tax is part of an important narrative in Eastern European politics, likeogtrol
or abortion in the United States, or common defense and immigration in the European
Union.

Once again, this flat tax revolution is not a revolution proper; at least not in the
way we understand the French or Russian Revolution. The flat tax states were not on the
verge of collapse, and no one got beheaded. Moreover, flat taxes have not had the type of

revolutionary impact that the ideas of democracy or capitalism have had on ltie S@r
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far the revolution has taken place only in Eastern Europe, one country in Africa and two
countries in Asia. What is revolutionary is that a few small countries in the rf@ovest

bloc became a source of policy innovation that was emulated by others. Yes, those
“others” are not the world’s power elite, and no Western industrialized detydtaa

copied the basic Estonian model. But it raises the question about what else those

countries have to offer.

Conclusion

In an academic age when scholars are questioning the distinction between
“Western” Europe and “Eastern” Europe and when globalization is said to cin@nge t
face of politics and economics this dissertation highlights how domestic &otors
small countries in eastern Europe — channeling ideas from far away — can make
themselves both relevant and different in the arena of public policy. One of the
problematic features of the diffusion literature is both its implicit and sgpexognition
that diffusion is a one way street from West to East. For example, in Simmons, Dobbin
and Garrett’s edited volume on the global diffusion of free markets and demobggcey, t
are quick to point out the Western European and American sources of such developments
(2008, 44). The Westphalian system, participatory democracy, mercantilism, and
macroeconomics began in Western Europe — to be more specific England, Ganehany
France — and worked their way across the European continent. While the factuat acc
IS not wrong on these points, it ignores the current public policy developments where the

West is learning from others.
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The best example available is that of Chilean pension reform. In 1980, the
Chilean government of Augusto Pinochet adopted a radical pension reform by privatizing
the public pension plan, their version of social security (Weyland 2006, 97). The plan
was believed to be a success, as national savings rose, investment was up, and countries
such as Great Britain and Sweden followed suit several year$*laBviously the flat
tax has yet to attract a Great Britain or Sweden to follow their model. Kéypéinsion
reform before it — which initially spread to other parts of Latin Ameri¢he first
diffusion sequences of the flat tax were bounded by geography, specificabyrEas
Europe. There are a host of reasons for why other states and regions might not adopt a
flat tax, whether they are for political, economic, ideological reasons, ortak afove.
Moreover, it is not the goal of the dissertation to predict the future of flaidaption (or
non-adoption). But the dissertation points to the fact that Eastern Europe can be a place
of innovation and exists not to simply model itself on the West, or replicate the fail
experiments to their East.

In three years of research and writing this dissertation alone, nine newiesunt
adopted the flat tax. Included in the adoption were such countries as Kazakhstan,
Albania, and the tiny African island Mauritius. Though these countries were outside the
scope of this study, the rapidity with which the flat tax is growing is sungresnd
politically interesting. While it is a challenge for policy practitiangr an age when tax
competition is a developing threat, it also is a challenge to academics arghboliti
scientists. Will these new adoptions be the result of external pressurasnal response

to a tax collection problem, or the result of committed ideologues wedded to the flat ta

™ Interestingly enough, Pinochet (like Laar) drew inispiration from a prominent Chicago economist
named Milton Friedman!
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idea? Or are there other competing explanations? Continuing to study the Wél ta

bring new insight into policy change, adoption and diffusion in world politics.
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