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Introduced: 4/16/79 *
Referred: Finance

IN THE HOUSE BY METCALFE
HOUSE BILL NO. 460
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act relating to revolving loan funds administered
by the Department of Commerce and Economic Developmentj
and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS 16.10.320(a)(3) is repealed and re-enacted to read:

(3) shall bear interest at a rate set by the department
within one-fourth of one per cent of the current Federal National
Mortgage Association average yield for conventional home mortgages; the
department shall reduce the interest rate to the borrowers as esta-
blished under this paragraph if the legislature appropriates money as a
subsidy: the rate may not be reduced below the level which, when added
to the subsidy, will be sufficient to provide a return to the fund equal
to that which would have been earned under this paragraph in the absence
of the legislative subsidy;

* Sec. 2. AS 16.10.320(c)(4) is repealed and re-enacted to read:

(4) shall bear interest at a rate set by the department
within one-fourth of one per cent of the current Federal Nationa
Mortgage Association average yield for conventional home mortgages; d
department shall reduce the interest rate to the borrowers as esta-
blished under this paragraph if the legis Lature appropriates money as a
subsidy; the rate may not be reduced below the level which, when added
to the subsidy, will be sufficient to provide a return to the fund equal
to that which would have been earned under this paragraph in the absence
of the legislative subsidy;
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within one-fourth of one per cent of the current Federal Nationa
Mortgage Association average yield for conventional home mortgages; the
department shall reduce the interest rate to the borrowers as esta-
blished under this paragraph if the legislature appropriates money as a
subsidyj the rate may not be reduced below the level which, when added
to the subsidy, will be sufficient to provide a return to the fund equal
to that which would have been earned under this paragraph in the absence
of the legislative subsidy;

Sec. 4. AS 16.10.330(b) is amended to read;

(b) The commissioner of commerce and economic development may sell
or transfer at par value to the Department of Revenue the mortgages,
bonds and notes held by the Department of Commerce and Economic
Development as security for loans made under this chapter. However, the
commissioner of commerce and economic development may not transfer an
interest in a vessel documented under the laws of the United States to
the Department of Revenue, except as permitted by the Ship Mortgage Act
of 1920 (46 U.S.C. secs. 911 - 984; 41 Stat. 1000), as amended, and the
Shipping Act of 1916 (46 U.S.C. secs. 801 - 842; 39 Stat. 728), as
amended, so long as those two Acts remain ambiguous with respect to
whether or not a state or state agency qualifies as a citizen of the
United States for purposes of those two Acts. [THE DEPARTMENT OF
REVENUE, FOR THE FISCAL YEAR ENDING JUNE 30, 1976, SHALL PURCHASE ALL
THE MORTGAGES, BONDS AND NOTES OFFERED UNTIL THE CURRENT PRINCIPAL
AMOUNT OF ALL THE MORTGAGES, BONDS AND NOTES PURCHASED AND HELD BY THE
DEPARTMENT OF REVENUE EQUALS $7,000,000. THE DEPARTMENT OF REVENUE, FOR
THE FISCAL YEAR ENDING JUNE 30, 1977, SHALL PURCHASE ALL THE MORTGAGES,
BONDS AND NOTES OFFERED UNTIL THE CURRENT PRINCIPAL AMOUNT OF ALL THE
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MORTGAGES, BONDS AND NOTES PURCHASED AND HELD BY THE DEPARTMENT OF
REVENUE EQUALS $9,000,000.] The [AFTER JUNE 30, 1977, THE] Department
of Revenue may [SHALL] purchase [ALL] the mortgages, bonds and notes
offered.

Sec. 5. AS 16.10.510(6) is repealed and re-enacted to read:

(6) establish the rate of interest for loans within one-
fourth of one per cent of the current Federal National Mortgage Associa-
tion average yield for conventional home mortgages; the commissioner
shall reduce the interest rate to the borrowers as established under
this paragraph if the legislature appropriates money as a subsidy; the
rate may not be reduced below the level which, when added to the sub-
sidy, will be sufficient to provide a retu™” to the fund equal to that
which would have been earned under this paragraph in the absence of the
legislative subsidy;

Sec. 6. AS 16.10.550 is amended to read:

Sec. 16.10.550. SALE OR TRANSFER OF MORTGAGES AND NOTES. [(a)]
The commissioner may sell or transfer at par value to the Department of
Revenue the mortgages and notes held by the department as security for
loans made under this chapter. The Department of Revenue may [SHALL]
purchase [ALL] the mortgages and notes offered [UNTIL THE CURRENT
PRINCIPAL AMOUNT OF ALL THE MORTGAGES AND NOTES PURCHASED AND HELD BY
THAT DEPARTMENT EQUALS $200,000,000].
Sec. /. AS 44.33.255(b) is repealed and re-enacted to read:

(b) The interest rate shall be set by the department within one-f
ourth of one per cent of the current Federal National Mortgage Associa-
tion average yield for conventional home mortgages. The department

shall reduce the interest rate to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The

rate may not be reduced below the level which, when added to the sub-
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sidy, will be sufficient to provide a return to the fund equal to that
which would have been earned under this subsection in the absence of the
legislative subsidy.

Sec. 8. AS 44.33.270(b) 1is amended to read:

(b) The commissioner of commerce and economic development may sell
or transfer at par value to the Department of Revenue the mortgages and
noteb held by the department as security for loans made under this
chapter. The Department of Revenue may [SHALL] purchase the mortgages
and notes offered [UNTIL THE CURRENT PRINCIPAL AMOUNT OF ALL MORTGAGES
AND NOTES PURCHASED AND HELD BY THE DEPARTMENT OF REVENUE EQUALS
$1,000,000]7.

Sec. 9. AS 44.33.350(b) 1is repealed and re-enacted to read:

(b) The interest rate shall be set by the department within one-

fourth of one per cent of the current Federal National Mortgage Asso—
ciation average yield for conventional home mortgages. The department
shall reduce the interest rate to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The
rate may not be reduced below the level which, when added to the sub—
sidy, will be sufficient to provide a return to the fund equal to that
which would have been earned under this subsection in the absence of the
legislative subsidy.

Sec. 10. AS 45.86.020(a) 1is amended to read:

(a) Loans from *the fund shall be for a term not to exceed 50
years, and the rate of interest shall be set by the department within
one-fourth of one per cent of the Federal National Mortgage Association
average yield for conventional home mortgages. The department shall
reduce the interest rate to the borrowers as established under this sub-—

section if the legislature appropriates money as a subsidy. The rate

may not be reduced below the level which, when added to the subsidy,



will be sufficient to provide a return to the fund equal to that which
would have been earned under this subsection in the absence of the
legislative subsidy [NOT LESS THAN THREE NOR MORE THAN FIVE PER CENT A
YEAR ON THE UNPAID BALANCE]. The repayment schedule shall be as deter—
mined by the department. Repayment of a loan shall commence at the date
of commercial operation of the project or 10 years from the date the
loan is granted, whichever 1is sooner.

Sec. 11. AS 45.88.030(e) 1is repealed and re-enacted to read:

(e) The interest rate shall be set by the department within one-
fourth of one per cent of tl.j :urrent Federal National Mortgage Asso—
ciation average yield for conventional home mortgages. The department
shall reduce the interest rate to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The
rate may not be reduced below the level which, when added to the sub—
sidy, will be sufficient to provide a return to the fund equal to that
which would have been earned under this subsection in the absence of the
legislative subsidy.

Sec. 12. AS 45.88.040(b) 1is amended to read:

(b) The commissioner may sell or transfer at par value to the
Department of Revenue the mortgages and notes held by the Department of
Commerce and Economic Development as security for loans made under this
chapter. The Department of Revenue may [SHALL] purchase the [ALL OF
THESE] mortgages and notes offered [, ALLOWING THE DEPARTMENT OF
COMMERCE AND ECONOMIC DEVELOPMENT A ONE-HALF OF ONE PER CENT SERVICE
FEE].

Sec. 13. AS 45.90.030(c) 1is repealed and re-enacted to read:

(c) The interest rate shall be set by the department within one-
fourth of one per cent of the current Federal National Mortgage Associa—

tion average yield for conventional home mortgages. The department
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shall reduce the interest i“te to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The
rate may not be reduced below the level which, whenadded to the sub—
sidy, will be sufficient to provide a return to the fund equal to that
which would have been earned under this subsection in the absence of the
legislative subsidy.

Sec. 14. AS 45.90.040(b) 1is amended to read:

() The commissioner of commerce and economic development may sell
or transfer at par value to the Department of Revenue the mortgages and
notes held by the Department of Commerce and Economic Development as
security for loans made under this chapter. The Department of Revenue
may [SHALL] purchase the mortgages and notes offered.

Sec. 15. AS 45.95.020(a) 1is amended to read:

(a) The commissioner shall, under regulations and policiesadopted
by him, make small business loans to acquire, finance or refinance or
equip businesses, including farming equipment, mining and fishing, not
exceeding $300,000. The 1loans shall be secured by acceptable collateral
and may not exceed 75 per cent of the appraised value of the collateral
offered as security. The rate of interest shall be set by the depart—
ment within one-fourth of one per cent of the current Federal National
Mortgage Association average yield for conventional home mortgages. The
department shall reduce the interest rate to the borrowers as esta-—
blished under this subsection if the legislature appropriates money as
a subsidy. The rate may not be reduced below the level which, when
added to the subsidy, will be sufficient to provide a return to the
fund equal to that which would have been earned under this subsection
in the absence of the legislative subsidy [MAY NOT EXCEED EIGHT PER CENT

A YEAR ON THE UNPAID BALANCE].

* Sec. 16. AS 45.95.040(b) is amended to read:
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(b) The commissioner may sell or transfer at par value to the
Department of Revenue the mortgages and notes held by the Department of
Commerce and Economic Development as security for loans made under this
chapter. The Department of Revenue may [SHALL] purchase the [ALL OF
THESE] mortgages and notes offered [, ALLOWING THE DEPARTMENT OF
COMMERCE AND ECONOMIC DEVELOPMENT A ONE-HALF OF ONE PER CENT SERVICE
FEE].

Sec. 17. AS 45.98.040(4) 1is repealed and re-enacted to read:

(4) the interest rate shall be set by the department within
one-fourth of one per cent of the current Federal National Mortgage
Association average yield for conventional home mortgages; the depart—
ment shall reduce the interest rate to the borrowers as established
under this paragraph if the legislature appropriates money as a subsidy;
the rate may not be reduced below the level which, when added to the
subsidy, will be sufficient to provide a return to the fund equal to
that which would have been earned under this paragraph in the absence of

the legislative subsidy;

* Sec. 18. This Act takes effect immediately in accordance with AS 01.10.

070(c).
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COMMITTEE REPORT

HOUSE
FURTHER:
April 16, 1979 Date:
Mr. Speaker:
The Committee on FINANCE has had HB 460

"An Act relating to revolving loan funds administered by the Department
of Commerce and Economic Development; eff. date."

under consideration and (a majority of the committee) (the committee)
reports it back with the following recommendations:

[ 1 do pass [ ] do not pass
[ 1] do pass with attached amendments(s)

[ 1 same title
[ 1 replace with CS for [ J new title

and recommends

[ 1 AND attaches a "Letter of Intent"” [ 1 New Fiscal Note

[ 1 reports it back without recommendation

[ 1 referred to the Committee

MEMBERS SIGNING MEMBERS HAVING

DO PASS OTHER RECOMMENDATIONS
CHATRMAN
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Introduced: 4/16/79
70 @5 Referred: Finance
IN THE HOUSE BY METCALFE
m HOUSE BILL NO. 460
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act relating to revolving loan funds administered

by the Department of Commerce and Economic Development;
and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS 16.10.320(a)(3) 1is repealed and re-enacted to read:

(3? shall bear interest at a rate set by the department
within one-fourth of one per cent of the current Federal National
Mortgage Association average yield for conventional home mortgages; the
department shall reduce the interest rate to the borrowers as esta-
blished under this paragraph if the legislature appropriates money as a
subsidy; the rate may not be reduced below the level which, when added
to the subsidy, will be sufficient to provide a return to the fund equal
to that which would have been earned under this paragraph in the absence
of the legislative subsidy;

* Sec. 2. AS 16.10.320(c)(4) is repealed and re-enacted to read:

(4) shall bear interest at a rate set by the department
within one-fourth of one per cent of the current Federal National
Mortgage Association average yield for conventional home mortgages; the
department shall reduce the interest rate to the borrowers as esta-
blished under this paragraph if the legislature appropriates money as a
subsidy; the rate may not be reduced below the level which, when added

to the subsidy, will be sufficient to provide a return to the fund equal
to that which would have been earned under this paragraph iIn the absence

of the legislative subsidy;
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* Sec. 3. AS 16.10.320(e)(4) 1is repealed and re-enacted to readx
(4) shall bear interest at a rate set by the department

within one-fourth of one per cent of the current Federal National
Mortgage Association average yield for conventional home mortgages; the
department shall reduce the interest rate to the borrowers as esta-
blished under this paragraph if the legislature appropriates money as a
subsidy; the rate may not be reduced below the level which, when added
to the subsidy, will be sufficient to provide a return to the fund equal
to that which would have been earned under this paragraph in the absence
of the legislative subsidy;

* Sec. 4. AS 16.10.330(b) 1is amended to read:

(b) The commissioner of commerce and economic development may sell
or transfer at par value to the Department of Revenue the mortgages,
bonds and notes held by the Department of Commerce and Economic
Development as security for loans made under this chapter. However, the
commissioner of commerce and economic development may not transfer an
interest in a vessel documented under the lavw/s of the United States to
the Department of Revenue, except as permitted by the Ship Mortgage Act
of 1920 (46 U.S.C. secs. 911 - 984; 41 Stat. 1000), as amended, and the
Shipping Act of 1916 (46 U.S.C. secs. 801 - 842; 39 Stat. 728), as
amended, so long as those two Acts remain ambiguous with respect to
whether or not a state or state agency qualifies as a citizen of the
United States for purposes of those two Acts. [THE DEPARTMENT OF
REVENUE, FOR THE FISCAL YEAR ENDING JURE 30, 1976, SHALL PURCHASE ALL
THE MORTGAGES, BONDS AND NOTES OFFERED UNTIL THE CURRENT PRINCIPAL
AMOUNT OF ALL THE MORTGAGES, BONDS AND NOTES PURCHASED AND HELD BY THE

DEPARTMENT OF REVENUE EQUALS $7,000,000. THE DEPARTMENT OF REVENUE, FOR
THE FISCAL YEAR ENDING JUNE 30, 1977, SHAuL PURCHASE ALL THE MORTGAGES,

BONDS AND NOTES OFFERED UNTIL THE CURRENT PRINCIPAL AMOUNT OF ALL THE
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MORTGAGES, BONDS A
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ND NOTES PURCHASED AND HELD BY THE DEPARTMENT OF
REVENUE EQUALS $9,000,000.] The [AFTER JUNE 30, 1977, THE] Department

w v t 1
of Revenue may [SHALL] purchase [ALL] the mortgages, bonds and notes
offered.

* Sec. b. AS 16.10.510(6) is repealed and re-enacted to read:

(6) establish the rate of interest for loans withinone-
fourth of one per cent of the current Federal National Mortgage Associa-
tion average yield for conventional home mortgages; the commissioner
shall reduce the interest rate to the borrowers as established undi.r
this paragraph if the legislature appropriates money as a subsidy; the
rate may not be reduced below the level which, when added to the sub-
sidy, will be sufficient to provide a return to the fund equal to that
which would have been earned under this paragraph in the absence of the
legislative subsidy;

* Sec. 6. AS 16.10.550 is amended to read;

Sec. 16.10.550. SALE OR TRANSFER OF MORTGAGES AND NOTES. [(@)]
The commissioner may sell or transfer at par value to the Department cf
Revenue the mortgages and notes held by the department as security for
loans made under this chapter. The Department of Revenue may [SHALL]
purchase [ALL] the mortgages and notes offered [UNTIL THE CURRENT
PRINCIPAL AMOUNT OF ALL THE MORTGAGES AND NOTES PURCHASED AND HELD BY
THAT DEPARTMENT EQUALS $200,000,000].

* Sec. 7. AS 44.33.255(b) is repealed and re-enacted to read:

(b)The interest rate shall be set by the department within one-f
ourth of one per cent of the current Federal National Mortgage Associa-
tion average yield for conventional home mortgages. The department

shall reduce the interest rate to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The

rate may not be reduced below the level which, when added to the sub-
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sidy, xd.ll be sufficient to provide a return to the fund equal to that
which would have been earned under this subsection in the absence of the
legislative subsidy.

Sec. 8. AS 44.33.270(b) 1is amended to read:

(b) The commissioner of commerce and economic development may sell
or transfer at par value to the Department of Revenue the mortgages and
notes held by the department as security for loans made under this
chapter. The Department of Revenue may [SHALL] purchase the mortgages
and notes offered [UNTIL THE CURRENT PRINCIPAL AMOUNT OF ALL MORTGAGES
AND NOTES PURCHASED AND HELD BY THE DEPARTMENT OF REVENUE EQUALS
$1,000,000] .

Sec. 9. AS 44.33 A50(b) is repealed and re-enacted to read:

) The Interest rate shall be set by the department within one-

fourth of one per cent of the current Federal National Mortgage Asso-
ciation average yield for conventional home mortgages. The department
shall reduce the interest rate to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The
rate may not be reduced below the level xchich, when added to the sub-
sidy, will be sufficient to provide a return to the fund equal to that
which x/ould have been earned under this subsection in the absence of the
legislative subsidy.

See. 10. AS 45.86.020(a) 1is amended to read:

@ Loans from the fund shall be for a term not to exceed 50
years, and the rate of interest shall be set by the department within
one-fourth of one per cent of the Federal National Mortgage Association
average yield for conventional home mortgages. The department shall
reduce the interest rate to the borrowers as established under this sub-
section if the legislature appropriates money as a subsidy. The rate
may not be reduced below the level which, when added to the subsidy,
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will be sufficient to provide a return to the fund equal to that which
would have been earned under this subsection in the absence of the
legislative subsidy [NOT LESS THAN THREE NOR MORE THAI? FIVE PER CENT A
YEAR ON THE UNPAID BALANCE]. The repayment schedule shall be as deter-
mined by the department. Repayment of a loan shall commence at the date
of commercial operation of the project or 10 years from the date the
loan is granted, whichever is sooner.

Sec. 11. AS 45.38.030(e) ”~s repealed and re-enacted to read:

(e) The interest rate shall be set by the department within one-
fourth of one per cent of the current Federal National Mortgage Asso-
ciation average yield for conventional home mortgages. The department
shall reduce the interest rate to the borrowers as established itndcr
this subsection if the legislature appropriates money as a subsidy. The
rate may not be reduced below the level which, when added to the sub-
sidy, will be sufficient to provide a return to the fund equal to that
xjhich would have been earned under this subsection in the absence of the
legislative subsidy.

See. 12. AS 45.83.040(b) 1is amended to read:

(b) The commissioner may soil or transfer at par value to the
Department of Revenue the mortgages and notes held by the Department of
Commerce and Economic Development, as security for loans made under this
chapter. The Department of Revenue may [SHALL] ptirchase the [ALL OF
THESE] mortgages and notes offered [, ALLOTTING THE DEPARTMENT OF
COMMERCE AND ECONOMIC DEVELOPMENT A ONE-HALF OF ONE PER CENT SERVICE
FEE].

Sec. 13. AS 45.90.030(c) is repealed and re-enacted to read:

(c) The interest rate shall be set by the department within one-
fourth of one per cent of the current Federal National Mortgage Associa-

tion average yield for conventional home mortgages. The department

-5-
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shall reduce the iInterest rate to the borrowers as established under
this subsection if the legislature appropriates money as a subsidy. The
rate may not be reduced below the level which, when added to the sub-
sidy, will be sufficient to provide a return to the fund equal to that
which would have been earned under this subsection in the absence of the
legislative subsidy.

* Sec. 14. AS 45.90.040(b) is amended to read:

(b) The commissioner of commerce and economic development may sell
or transfer at par value to the Department of Revenue the mortgages and
notes held by the Department of Commerce and Economic Development as
security for loans made under this chapter. The Department of Revenue
may [SHALL] purchase the mortgages and notes offered.

* Sec. 15. AS 45.95.020(a) is amended to read:

(©)) The commissioner shall, under regulations and policies adopte
by bin, make small business loans to acquire, finance or refinance or
equip businesses, including farming equipment, mining and fishing, not
"receding $300,000. The loans shall be secured by acceptable collateral
and may not exceed 75 per cent of the appraised value of the collateral
offered as security. The rate of interest shall be set by the depart-
ment within one-fourth of one per cent of the current Federal National
Mortgage Association average yield for conventional home mortgages. The
department shall reduce the interest rate to the borrowers as esta-
blished under this subsection if the legislature appropriates money as
a subsidy. The rate may not be reduced below the level which, when
added to the subsidy. v;ill be sufficient to provide a return to the
~und equal to that which would have been earned under this subsection

in the absence of the legislative subsidy [MAY HOT EXCEED EIGHT PER CENT
A YEAR ON THE UNPAID BALANCE],

* Sec. 'r. AS 45.95.040(b) 1is amended to read:
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(b) The commissioner may sell or transfer at par value to the

Department of Revenue the mortgages and notes held by the Department of
Commerce and Economic Development as security for loans made under this
chapter. The Department of Revenue may [SHALL] purchase the [ALL OF
THESE] mortgages and notes offered [, ALLOWING THE DEPARTMENT OF
COMMERCE AND ECONOMIC DEVELOPMENT A ONE-HALF OF ONE PER CENT SERVICE
FEE] .

* Sec. 17. AS 45.98.040(4) 1Is repealed and re-enacted to read;

(4) the interest rate shall be set by the department within
one-fourth of one per cent of the current Federal National Mortgage
Association average yield for conventional home mortgages} the depart-
ment: shall reduce the interest rate to the borrowers as established
under this paragraph if the legislature appropriates money as a subsidy;
the rate may not be reduced below the level which, when added to the
subsidy, will be sufficient to provide a return to the fund equal to
thac which would have been earned under this paragraph in the absence of
the legislative subsidy;

* Sec. 18. This Act takes effect immediately in accordance with AS 01.10.

070(c).
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Funding Information; Introduced: _4/16/79
General Fund: $145,000,000 Referred: Finance
Other Funds: -0-

$145,000,000
IN THE HOUSE RY METCALFE
HOUSE BILL NO. 461
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act making special appropriations to the Depart-—
ment of Commerce and Economic Development to provide
money for the revolving loan funds; and providing for
an effective date."”
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The amount necessary to repurchase from the Department of
Revenue all commercial fishing loans, mortgages, notes, and other instruments
of security purchased by that department from the Department of Commerce
and Economic Development is appropriated from the general fund to the Depart—
ment of Commerce and Economic Development, commercial fishing revolving
loan fund (AS 16.10.340), for the purpose of making that repurchase.

* Sec. 2. The amount necessary to repurchase from the Department of
Revenue all fisheries enhancement loans, mortgages, notes, and other instru-—
ments of security purchased by that department from the Department of
Commerce and Economic Development 1is appropriated from the general fund to
the Department of Commerce and Economic Development, Tfisheries enhancement
revolving loan fund (AS 16.10.505), for the purpose of making that repur—
chase.

* Sec. 3. The amount necessary to repurchase from the Department of
Revenue all child care facility loans, mortgages, notes, and other instru—
ments of security purchased by that department from the Department of
Commerce and Economic Development is appropriated from the general fund to
the Department of Commerce and Economic Development, child care facility
revolving loan fund (AS 44.33.240), for the purpose of making that repur-
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* Sec. 4. The amount necessary to repurchase from the Department of
Revenue all water resources loans, mortgages, notes, and other instruments of
security purchased by that department from the Department of Commerce and
Economic Development is appropriated from the general fund to the Department
of Commerce and Economic Development, water resources revolving loan fund (AS
45.86.010), for the purpo.e of making that repurchase.

* Sec. 5. The amount necessary to repurchase from the Department of
Revenue all tourism loans, mortgages, notes, and other instruments of secu—
rity purchased by that department from the Department of Commerce and Econo—
mic Development is appropriated from the general fund to the Department of
Commerce and Economic Development, tourism revolving fund (AS 45.90.010), for
the purpose of making that repurchase.

* Sec. 6. The amount necessary to repurchase from the Department of
Revenue all small business loans, mortgages, notes, and other instruments of
security purchased by that department from the Department of Commerce and
Economic Development 1is appropriated from the general fund to the Department
of Commerce and Economic Development, small business revolving loan fund (AS
45.95.060), for the purpose of making that repurchase.

* Sec. 7. The amount necessary to repurchase from the Department of
Revenue all historical district loans, mortgages, notes, and other instru—
ments of security purchased by that department from the Department of Com—
merce and Economic Development 1is appropriated from the general fund to the
Department of Commerce and Economic Development, historical district re—
volving loan fund (AS 45.98.010), for the purpose of making that repurchase.

* Sec. 8. The sum of $15,000,000 is appropriated from the general fundto
the commercial fishing revolving loan fund established in the Department of
Commerce and Economic Development by AS 16.10.340.

* Sec. 9. The sum of $4,000,000 is appropriated from the general fund



to the fisheries enhancement revolving loan fund established in the Depart—
ment of Commerce and Economic Development by AS 16.10.505. .

* Sec. 10. The sum of $6,000,000 is appropriated from the general fund to
the tourism revolving fund established in the Department of Commerce and
Economic Development by AS 45.90.010.

* Sec. 11. The sum of $20,000,000 is appropriated from the general fund
to the small business revolving loan fund established in theDepartment of
Commerce and Economic Development by AS 45.95.060.

* Sec. 12. APPLICATION. Sections 1 - 7 of this Act apply to all loans,
mortgages, notes, and other instruments of security purchased by the Depart-
ent of Revenue from the Department of Commerce and Economic Development
during the period between the creation of the respective revolving loan fund
and the effective date of this Act.

* Sec. 13. This Act takes effect July 1, 1979.
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Funding Information: Introduced- 4/16/79

General Fund:—— 5155.000,000 Referred: Finance
Other Funds: -0-
$145,000,000
IN THE HOUSE BY METCALFE

HOUSE BILL NO. 461
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act caking sp. cial appropriations to the Depart-
ment of Commerce and Economic Development to provide
money for the revolving loan funds; and providing for
an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The amount necessary to repurchase from the Department of
Revenue all commercial fishing loans, mortgages, notes, and other instruments
of security purchased by that department from the Department of Commerce
and Economic Development is appropriated from the general fund to the Depart-
ment of Commerce and Economic Development, commercial Ffishing revolving
loan fund (AS 16.10.340), for the purpose of making that repurchase.

* Sec. 2. The amount necessary to repurchase from the Department of
Revenue all fisheries enhancement loans, mortgages, notes, and other instru-
ments of security purchased by that department from the Department of
Commerce and Economic Development is appropriated from the general fund to
the Department of Commerce and Economic Development, Ffisheries enhancement
rr /olving loan fund (AS 16.10.505), Tfor t.he purpose of making that repur-
chase.

* Sec. 3. The amount necessary to repurchase from the Department of
Revenue all child care facility loans, mortgages, notes, and other iInstru-
ments of security purchased by that department from the Department of
Commerce and Economic Development is appropriated from the general fund to
the Department of Commerce and Economic Development, child care facility

revolving loan fund (AS 44.33.240), for the purpose of making that repur-

COMMITTEE COPY -1 HB Adl



10

1

12

14

15

16

17

18

20

21

22

23

24

25

26

27

28

29

chase.

* Sec. 4. The amount necessary to repurchase from the Department of
Revenue all water resources Ioahs, mortgagesj notes, and other Instruments of
security purchased by that department from the Department of Commerce and
Economic Development is appropriated from the. general fund to the Department
of Commerce and Economic Development, water resources revolving loanfund (AS
45.86.010), Tfcr the purpose of makingthat repurchase.

* Sec. 5. The amount necessary to repurchase from the Department of
Revenue all tourism loans, mortgages, notes, and other instruments of secu-
rity purchased by that department from the Department of Commerce and Econo-
mic Development is appropriated from the general fund to the Department of
Commerce and Economic Development, tourism revolving fund (AS 45.90.010), for
the purpose of making that repurchase.

* Sec. 6. The amount necessary to repurchase from the Department of
Revenue all small business loans, mortgages, nhotes, and other instruments of
security purchased by that department from the Department of Commerce and
Economic Development is appropriated from the general fund to the Department
of Commerce and Economic Development, small business revolving loanfund (AS
45.95.060), for the purpose of makingthat repurchase.

* Sec. 7. The amount necessary to repurchase from the Department of
Revenue all historical district loans, mortgages, notes, and other instru-
ments of security purchased by that department from the Department of Com-
merce and Economic Development is appropriated from the general fund to the
Department of Commerce and Economic Development, historical district re-
volving loan fund (AS 45.93.010), for the purpose of making that repurchase.

* Sec. 3. The sum of $15,000,000 is appropriated from the general fund to
the commercial Tfishing revolving loan fund established in the Department of
Commerce and Economic Development by AS 16.10.340.

* Sec. 9. The sum of $4,000,000 is appropriated from the general fund
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to the fisheries enhancement revolving loan fund established in the Depart-
ment of Commerce and Economic Development by AS 16.10.505.

* Sec. 10. The sum of $6,000,000 is appropriated from the general fund to
the tourism revolving fund established in the Department of Commerce and
Economic Development by AS 45.90.010.

* Sec. 11. The sum of $20,000,000 is appropriated Tfromthegeneral fund
to the small business revolving loan fund established intheDepartment of
Commerce and Economic Development by AS 45.95.060.

* Sec. 12. APPLICATION. Sections 1 - 7 of this Act apply to all loans,
mortgages, notes, and other instruments of security purchased by the Depart-
ent of Revenue from the Department of Commerce and Economic Development
during the period between the creation of the respective revolving loan fund
and the effective date of this Act.

* Sec. 13. This Act takes effect July 1, 1979.
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-STATE

.OF ALASKA
to. r R . D. Stevenson date; April26,1979
Special A ssistant
Department of Revenue fileno:
TELEPHONE NO:
FROM: D avid Ziem er subject: House B ill No. 464

A cting D irector

A udit D ivision

This bill, which is identical to Senate Bill No. 266, provides

for a method of indexing State income taxes by an inflation
factor. The bill provides that the tax rates, standard deduc—
tions, personal exemptions and tax credits be adjusted annually

by ar. inflation factor of either 110 percent or other amount as
set by the Legislative Budget and Audit Committee. This bill will
have a marked effect on both the revenue of the State and the
operations of the Department of Revenue. Before discussing these
effects, one technical clarification needs to be made.

Throughout, th e b ill calls for an in flatio n factor of either
th e amount set by the Budget and Audit Committe e or 110 percent,

and specifies th at th at factor should b e applied to th e rate s,

deductions and cred its for the next tax year. Section 2 of the
b ill at A S 4320025(d) says, " f the Legislative Budget and Audit
Committee h as not determ ined an annual in flatio n factor before

O ctober 15 o f a ta x y ear, th e annual in flatio n factor for th at
ta x year is 110 percent". The w ord, "that?" should b e replaced

w ith th e w ords, th e next. This w il provide absolute clarity

as to w hich years the b ill is referring to .

W e estim ate, using th e 110 percent in flatio n factor, th at th e

lo s s o f revenue w il be approxim ately $14500,000 in the first
year. This estim ate is based on 1977 ta x returns and is m erely
10 percent of th e to tal individual collections for th at year. A
more sophisticated estim ate is being prepared by the Research
section and should b e available soon.

A nalysis

While this bill seems like a simple, straightforward act, there
are many ramifications due mainly to the complexity of individual
income tax administration.

The Departm ent o f Revenue is opposed to th is b ill and find s

fault w ith it for th e follow ing reasons:

1. Assuming th e default in flatio n factor o f 110 percent, the
St -tie Treasury w ould su ffer a lo s s o f approxim ately $14500,000
T s estim ate is based on the tax statistics for 1977. We
aie, however, aware th at th is lo s s would b e o ffset to some
unknown extent by th e general growth in th e to tal ta x b ase

caused by in fla tio n of wages, e tc .
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The b ill provides for th e annual in fla tio n rate to be

applied to three d ifferent le vels in th e determ ination

o f fin al tax due:

A . The minim um deduction and th e personal exem ption
deduction, b oth of which are deductions from adjusted
gross incom e.

B . The tax rate brackets, used to determ ine tax from
taxable incom e.

C . T ax cred its, w hich are o ffsets to tax determ ined from
rate schedules and are nonrefundable.

It should b e noted th at by allow ing th e annual in fla tio n

factor to be applied concurrently to a || three le vels, th at

th e to tal e ffect w il in a |1 cases b e a tax b enefit greater

than th e in flatio n factor determ ined by th e Legislative Budget

and A udit Committee. | f th e g o al o f th is le g islation is to

o ffset th e e ffect o f in flatio n as m easured by the rate th ey

determ ine, then the to tal ta x b enefit should be equivalent to

th e annual in flation factor. I'n connection w ith th is, tw o

things should b e noted concerning th e application to tax

cred its. First, th e b ill references the "ta x credits™" allow ed

in A S 4320.036 - 4320039 This reference encompasses three

sections.

AS 4320.036 is b asically a prohibition section . It lis ts
the federal credits w hich either are not allowed in the
calculation of A laska income tax due, or which are lim ite d

in application

AS 4320.038 defines the R esidential Fue.l Credit as five
percent o f residen tial fue.l expenses paid during th e tax
year. There is n o maximum ceiling on th is cred it. Because
th e cred it is based on current d o llars spent, if th e co st o f
fue.l in flate s during th e year, th e cred it w il already re fle ct
th is rise . To further increase the cred it by an artificially
determ ined factor w ould b e needless -'nd redundant.

AS 4320.039 defines the R esidential Fue.l Conservation Cred. it
as ten percent o f th e qualifying expenses subiject to a
maximum o f $200 or $100 if m arried filin g separately. Except
for th e ceiling im posed, th e sam e reasoning applied to

AS 43.20.038 applies.

Under th e current statute construction, th e personal exem ption
deduction allow ed in com puting A laska taxahble incom e is tied
to th e federal personal exem ption deduction. For example,

w hen th e federal deduction w ent to $1,000 in 1979 th e A laska
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deduction rose also The minimum deduction allowed by

AS 43.20.031(a)(4) is to b e “"equivalent in amount to th e zero
bracket amount defined in Sec. 63(d) o f th e In tern al Revenue
Code™". I f th e provisions o f th is act are adopted in th eir
entirety, it is obvious th at from the first year on,

neither th e personal exem ption deduction nor th e minim um
deduction is going to rem otely resem ble its federal counter-
art. In th e case o f th e minimum deduction, | b elieve th is

w ould ca |l for rew riting AS 43.20.031(a) (4) to incorporate
the in flatio n factor.

Since the ultim ate resu lt o f th is act w ill b e to estab lish

a uniqgque tax rate schedule, personal exem ption deduction,
minim ur deduwuction, and tax cred it le voel for each succeeding
tax year, a desirable uniform ity is going to be lo s t. I'n

a tim e w hen w e are striving to m ake it p ossible for the
average taxpayer to prepare his/her own return , we would

m ake it m ore com plicated to do s o Especially in the instance
o f amended return s, m ultip le year filin g s, and income averag -
ing schedules, it w il be increasingly more d ifficult for

the average taxpayer to prepare h is own return T his aspect
o f th e act w ill undoubtedly have an adverse affect on our
Taxpayer A ssistance Program

A pproximately 28 percent o f a |1 filin g s are from part-year/
nonresidents. Since the annual in flatio n factor re fle cts

th e in flatio n experience of A laska, it w ould g ive a perhaps
undue addition al tax b enefit to this segment o f th e population
since they presumably spend a healthy portion o f th eir incomes
in some other state

Assuming the rate adopted on October 15 applies to the next
tax year, th e Department o f Revenue w il need to calculate

a new w ithholding rate for the coming year, to b e e ffective
January 1 o f th e next tax year.

I'n th e somewhat umnilikely event th at th e economy takes a
turnaround and th e in flationary spiral reverses., we would
face a rising tax situation (e .g an in fla tio n factor o f 85)

In addition to

the above comments,

lication

b le
cto

cle

technical errors/oversights in the bill,

1. In Section 2 of the b iltl, aAs 43.20.025)
provides for adjustm ent by m u ltip
in flatio n factor for th e previous ta x a
application o f the annual in fla tio n fa
cum ulative. First, it should be made
not retroactive in th e firs t year, i.e
the first year o f application becomes

the

there are a couple of
noted below.

as proposed,
by the annual
years s o the
r w il be
ar th at th is is
the factor for
b ase. Secondly,
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it should b e pointed out that by m ultiplying by previous
years' factors (e .g . 110% X 108%: 11880%) th e factor
becomes compounded, not cum ulative. | f it w ere to be

cum ulative, th e above example w ould re su lt in a second -

year factor o f 118%.

2. In Section 2 of the b itl, As 43.20.025(d) should read
as follo w s:
(d) | f the Legislative Budget and A udit Committee h as
not determ ined an annual in flatio n factor before
October 15 o f a ta x year, th e annual in flatio n factor

for th e taxable year beginning after December 31 o f th at

year is 110 percent.”

Recommendations:

The g o al o f compensating taxpayers for in flatio n is adm irable
and, in fact, an increasing necessity. However, it could be
accom plished m uch m ore e asily . Let each le g islative session
adopt a new set o f tax tab le s to be e ffective on January 1of
th e follow ing year. These could be adopted from Budget and

A udit Committee recommendations and could compensate only for
in flatio n rather th an overcompensation as in th e proposed b ill.
This would have the additional advantage of preserving unto the
Legislature its previously sacred duty of setting tax rates.

Budget Impact

Form s co sts and preparation w ould not be significantly im pacted

as long as th e le ad tim e specified in th e b ill w as preserved

W e w ould, however, anticipate th at enough confusion about
constantly changing rate s, deductions and cred its w ould e X ist to
seriousily im pact our taxpayer assistance function . We expect

th at due to th e added confusion caused by changing tax rates and
deductions, our assistance requests w il increase 25 to 30 percent
over this year. This estim ate is based on knowledge o f the kinds

o f questions m o st frequently asked and th e vast number of requests

w e received la st year during th e “zero bracket confusion™". We

estim ate th at one full tim e and tw o five m onth seasonal Tax Examiner
p ositions w il be required. These, together with requisite equip -
ment commodities and travel funds, w il co st $38,300 the first year.

See the attached Fiscal N ote for d e tails
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STATE
of ALASKA

TO:

from-

R. D. Stevenson date: April26, 1979
Special A ssistant
Department o f Revenue fiieno
TELEPHONE NO.-
N* D~ vid Ziem er subject: House B ill No. 464

A cting D irector

A udit D ivision

This b ill, which is identical to Senate B ill No. 266, provides
for a method o f indexing State income taxes by an in flation

facto r. The b ill provides th at th e tax rate s, standard deduc-
tion s, personal exem ptions and tax cred its be adjusted annually
by an in flatio n factor o f either 110 percent or other amount as
set by th e Legislative Budget and A udit Committee. This b ill w il

have a m arked e ffect on b oth the revenue o f the State and the

operations o f the Departm ent o f Revenue. Before discussing th ese
e ffects, one technical clarificatio n needs to b e made.
Throughout, the b ill calls ior an in fla tio n factor o f either

the amount set by th e Budget and A udit Committe e or 110 percent,

and specifies th at th at factor should b e applied to th e rate s,

deductions and cred its for th e next tax year. Section 2 o f the
b it1 at As 43.20.025d) says, "If thelegislative Budget and Awudit
Committee h as not determ ined an annual in flatio n factor before
O ctober 15 o f a tax year, th e annual in flatio n factor for that
ta x year is 110 percent". The w ord, “"that" should be replaced
w ith th e w ord s, th e next. This w il provide absolute clarity

as to w hich years th e b il is referring to

V7e estim ate, using the 110 percent in flatio n factor, th at the

lo s s o f revenue w il b e approxim ately$14,500,000 in the first
year. T his estim ate is based on 1977tax returns and is merely
10 percent o f th e to tal individual collections for th at year. A
m ore sop histicated estim ate is being prepared by the Research
section and should b e available soon.

A nalysis

W hile th is b ill seem s lik e a sim ple, straightforw ard act, there
are many ram ification s due m ainly to th e com plexity o f individual

income tax adm inistration

The Department o f Revenue |l ef opposed to this b ill and find s

fault w ith it for th e follow ing reasons:

1. A ssuming th e default in flatio n factor o f 110 percent, the
State Treasury w ould su ffer a lo s s o f approxim ately $14500000
This estim ate is based on the tax statistics for 1977 We
are, however, aware th at th is lo s s w ould be o ffset to som e
unknown extent by th e general growth in the to tal tax base

caused by in flatio n of wages, e tc
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The b ill provides for th e annual in fla tio n rate to be

applied to three d ifferent le vels in th e determ ination

o f fin al tax due:

A . The minim um deduction and th e personal exem ption
deduction, b oth o f w hich are deductions from adijusted
gross income.

B . The ta x rate b rackets, used to determ ine tax from
taxable incom e.

C . T ax credits, w hich are o ffsets to ta x determ ined from
rate schedules and are nonrefundable.

It should be noted th at by allow ing the annual in flatio n

factor to b e applied concurrently to a |1 three le vels, that

th e to tal e ffect w il in a |1 cases b e a tax benefit greater

than th e in flatio n factor determ ined by the Legislative Budget

and A udit Committee . | f th e g o al o f th is le gislation is to

o ffset th e e ffect o f in fla tio n as measured by the rate they

determ ine, then th e to tal tax b enef fit should be equivalent to

the annual in flatio n factor. I'n connection w ith th is, tw o

things should be noted concerning the application to ta x

cred its. Firs t, the b ill references the "tax credits” allowed

in AS 4320.036 - 4320039 T his reference encomapasses three

sections.

A S 4320.036 is b asically a prohibition section . It lis ts

the federal cred its w hich eith er are not allo wed in the
calculation o f A la sk a income tax due, or w hich are lim ite d

in application

AS 4320.038 defines th e R esidential Fue/l Cred.iit as fiv e
percent o f residen tial fue/l expenses paid during the ta x

year. There is no maximum ceiling on th is cred it. Because
the cred it is based on current d ollars spent, if the co st o f
fue in fla te s during th e year, th e cred it w il already re fle ct
th is ris e . To further increase th e cred it by an artificially

determ ined factor w ould b e needless and redundant.

AS 43.20.039 defines the R esidential Fue/l Conservation Cred.it
as ten percent o f the qualifying expenses subiject to a
maximum o f $200 or $100 if m arried filin g separately. Except

for th e ceiling im posed, the sam e reasoning applied to

AS 4320.038 apwplies.

Under th e current statute construction, th e personal exem ption
deduction allowed in com puting A laska taxable income is tied
to the federal personal exem ption deduction. For example,

w hen the federal deduction w ent to $1,000 in 1979 the A laska
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deduction rose als o . The minim um deduction allowed by
A'S 43.20,031(6\)(4) is to b e "equivalent in amount to the zero
bracket amount defined in Sec. 63(d) o f the In tern al Revenue
Code". | f the provisions o f th is act are adopted in their
entirety, it is obvious th at from th e first year on,
neither-r tk ~ personal exem ption deduction nor the minim um
deduction is going to rem otely resem b le its federal counter-
art. I'n th e case o f the minim um deduction, | b elieve th is
w ould ca |l for rew riting AS 43.20.031(a)(4) to incorporate
th e in fla tio n factor.

4. Since the ultim ate resu lt o f th is act w ill be to estab lish
a uniqgque ta x rate schedule, personal exem ption deduction,
minim um deduction, and tax cred it le vel for each succeeding
ta x year, a desirable uniform ity is going to be lo s t. I'n
a tim e w hen w e are striving to m ake it p ossible for the
average taxpayer to prepare his/her own return, we would
m ake it m ore com plicated to do s 0 . Especially in the instance
o f amended return s, m ultip le year filin g s, and incom e averag -
ing schedules, it w il b e increasingly more d ifficu It for
th e average taxpayer to prepare h is own return . This aspect
o f th e act w il undoubtedly have an adverse affect on our
Taxpayer A ssistance Program

5. A pproxim ately 28 percent o f a |1 filin g s are from part-year/
nonresidents. Since the annual in flatio n factor re flects
th e in flatio n experience of A laska, it w ould give a perhaps
undue addition al tax b enefit to th is segment o f th e population,
since th ey presum ably spend a healthy portion o f th eir incomes
in som e other scate

C . A ssuming th e rate tidopted on October 15 apeplies to th e next
tax year, th e Departm ent o f Revenue w il need to calculate
a new w ith holding rate for th e coming year, to b e e ffective

January 1of the next tax year.

7. I'n th e somewhat unilikely event th at the economy takes a
turnaround and th e in flationary s p iral reverses, we would
face a rising tax situation (e.g. an in flatio n factor o f 85)
8. In addition to the above comments, there are a couple o f
technical errors/oversights in th e b ill, noted below
1. I'n Section 2 o f th e b ill, AS 4320025(b) as proposed,
provides for adjustm ent by m u ltip lication by the annual
in flatio n factor for the previous taxable years s o the
application o f th e annual in fla tio n factor w il be
cum ulative. First, it should b e made cle ar th at th is is
not retroactive in th e firs t year, i.e ., th e factor for
the first year o f application becomes th e b ase. Secondly,
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it shouwuld be pointed out th at by m ultiplying by previous
years' factors (e.g. 110’? X 108%: 118.80%), the factor
becomes compounded, not cum ulative. | f it w ere to b e

cum ulative, th e above exam ple w ould result in a second -

year factor o f 118%.

2. iIn section 2 of the b itl, As 43.20.025(d) should read
as follo w s
]].(d) | f th e Legislative Budget and A udit Committee h as
not determ ined an annual in flatio n factor b efore
O ctober 15 o f a ta x year, the annual in flatio n factor

for th e taxable year beginning after December 31 o f th at

year is 110 percent."

Recommendations:

The g o al o f compensating taxpayers for in flatio n is adm irable
and, in fact, an increasing necessity. However, it could be
accom plished m uch m ore e asily . Let each le g islative session
adopt a new set o f ta x tables to be e ffective on January 10f
the follow ing year. These could be adopted from Budget and

A udit Committee recom mendatxons and could compensate only for

in fla tio n rath er th an overcompensation as in the proposed b ill.
This w ould have th e addition al advantage o f preserving unto the
Legislature its previously sacred duty o f setting tax rates

Budget Im pact

Form s co sts and preparation w ould not b e significantly im pacted
as long as th e le ad tim e specified in th e b ill W as preserved

We would, however, anticip ate th at enough confusion about
constantly changing rate s, deductions and cred its w ould e x ist to
seriowusily im pact our taxpayer assistance function . We expect

th at due to th e added confusion caused by changing tax rates and
deductions, our assistance requests w il increase 25 to 30 percent
over th is year. T his estim ate is based on knowledge o f th e kinds

o f questions m o st frequently asked and the vast number of requests

w e received la st year during th e “zero bracket confusion". W e

estim ate th at one full tim e and tw o five m onth seasonal T ax Exam iner
p ositions w il b e required . These, together with requisite equip -
ment commodities and travel funds, w il co st 738,300 the first year.

See the attached Fiscal N ote for d e tails
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1
BY ANDERSON,BARNES,COTTEN,
FREEMAN,HALFORD,HAUGEN ,HAYES,
MCKINNON,MARTIN,MUNSON,
OSTERBACK,ROGERS,SCHAEFFER,
IN THE HOUSE ZHAROFF AND GARDINER
HOUSE BILL NO. 464 LA
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
Foi an Act entitled: "An Act relating Lo indexing of the state income taxj
and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS 24.20.201(a) is amended by adding a new paragraph to
read:

(8) determine, before October 15 of each year, an annual
inflation factor for the taxable year begining after December 31 of that
year for use by the Department of Revenue 1in making the adjustments to
the Alaska net income tax required under AS 43.20.025. In making this
determination the committee shall use those statistics which 1in its
judgment: best reflect the magnitude of inflation in Alaska, including
but not limited to the monthly consumer price index prepared by the
Bureau of Labor Statistics, United States Department of Labor and the
commodity indexes prepared by Dov; Jones and Company and published in the
Wall Street Journal.

* See. 2. AS 43.20 is amended by adding a new section to read:

Sec. 43.20.025. INCOME TAX INDEXING. (a) For each tax year the
department shall multiply the annual inflation factor determined by the
Legislative Budget and Audit Committee urdcr AS 24.20.201(a)(8) for that
year, by the

(D) tax rate brackets set out in AS 43.20.011(a) - (c¢);

(2) the minimum deduction (AS 43.20.031(a)(4))i
(3) the personal exemption; and

(4) the tax credits allowed in AS 43.20.036 - 43.20.039.

-1- 11B 464



(b) The calculation made under (@) of this section shall be
adjusted by multiplication by the annual inflation factor for the pre—
vious taxable years so that the application of the annual inflation
factor will be cumulative.

(c) The resulting dollar amounts rounded to the nearest one dollar
are the tax rate brackets, minimum deduction, credits and personal
exemption for the next tax year and shall be incorporated into the
income tax forms and instructions of the department.

d) IT the Legislative Budget and Audit Committee has not
determined an annual inflation factor before October 15 of a tax year,
the annual inflation factor for that tax year 1is 110 per cent.

* Sec. 3. AS 43.20.025 enacted by sec. 2 of this Act applies to all tax
years beginning after December 31, 1978.

* Sec. 4. This Act. takes effect immediately in accordance with AS 01.10.-
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BY ANDERSON, BARNES, COTTEN,
FREEMAN HALFORD HAUGEN,HAYES,
MCKINNON, M ARTIN ,MUNSON,
OSTERBACK,ROGERS,SCHAEFFER,

1 IN THE HOUSE ZHAROFF AND GARDINER

2 HOUSE BILL NO. 464

3 IN THE LEGISLATURE OF THE STATE OF ALASKA

1 ELEVENTH LEGISLATURE - FIRST SESSION

5 A BILL

6 For an Act entitled: "An Act relating to indexing of the state income tax;
7 and providing for an effective date."

8 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
9 * Section 1. AS 24.20.201(a) is amended by adding a new paragraph to

10 read:

(8) determine, before October 15 of each year, an annual

12 inflation factor for the taxable year begining after December 31 of that
13 year for use by the Department of Revenue in making the adjustments to
14 the Alaska net income tax required under AS 43.20.025. In making this
15 determination the committee shall use those statistics which 1in its

16 judgment best reflect the magnitude of inflation in Alaska, 1including

17 but not limited to the monthly consumer price index prepared by the

10 Bureau of Labor Statistics, United States Department of Labor and the

19 commodity indexes prepared by Dow Jones and Company and published in the
20 Wall Street Journal.

21 * Sec. 2. AS 43.20 is amended by adding a new section to read:

22 Sec. 43.20.025. INCOME TAX INDEXING. (@) For each tax year the
23 department shall multiply the annual inflation factor determined by the
24 Legislative Budget and Audit Committee under AS 24.20.201(a)(8) for that
25 year, by the

76 (1) tax rate brackets set out in AS 43.20.011(a) - (c);

27 (2) the minimum deduction (AS 43.20.031(a)(4));

(3) the personal exemption; and

(4) the tax credits allowed in AS 43.20.036 - 43.20.039.
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(b) The calculation made under (a) of this section shall be
adjusted by multiplication by the annual inflation factor for the pre—
vious taxable years so that the application of the annual inflation
factor will be cumulative.

J (c) The resulting dollar amounts rounded to the nearest one dollar
6 are the tax rate brackets, minimum deduction, credits and personal
exemption for the next tax year and shall be incorporated into the

income tax forms and instructions of the department.

n
o (d) IT the Legislative Budget and Audit Committee has not

10 determined an annual inflation factor before October 15 of a tax year,
ii the annual inflation factor for chat tax year 1is 110 per cent.

12 * Sec. 3. AS 43.20.025 enacted by sec. 2 of this Act applies to all tax

13 years beginning after December 31, 1978.

1 * Sec. 4. This Act takes effect immediately in accordance with AS 01.10.-
15 070(c).
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BY ANDERSON,BARNES,COTTEN,
FREEMAN ,HALFORD ,HAUGEN ,HAYES,
MCKINNON ,MARTIN ,MUNSON,
OSTERBACK,ROGERS ,SCHAEFFER,

1 IN THE HOUSE ZHAROFF AND GARDINER

2 HOUSE BILL NO. 464

3 IN THE LEGISLATURE OF THE STATE OF ALASKA

4 ELEVENTH LEGISLATURE - FIRST SESSION

5 A BILL

6 For an Act entitled: "An Act relating to indexing of the state income tax;
7 and providing for an effective date.™

8 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

9 * Section 1. AS 24.20.201(a) 1is amended by adding a new paragraph to

10 read:

1 (8) determine, before October 15 of each year, an annual

12 inflation factor for the taxable year begining after December 31 of that
13 year for use by the Department of Revenue in making the adjustments to
14 the Alaska net income tax required under AS 43.20.025. In making this
15 determination the committee shall use those statistics which in its

16 judgment best reflect the magnitude of inflation in Alaska, including

17 but not limited to the monthly consumer price index prepared by the

18 Bureau of Labor Statistics, United States Department of Labor and the

19 commodity indexes prepared by Dow Jones and Company and published in the
20 Wall Street Journal.

21 * Sec. 2. AS 43.20 is amended by adding a new section to read:

22 Sec. 43.20.025. INCOME TAX INDEXING. (a) For each tax year the
23 department shall multiply the annual inflation factor determined by the
24 Legislative Budget and Audit Committee under AS 24.20.201(a)(8) for that
25 year, by the

2% (1) tax rate brackets set out in AS 43.20.011(a) - (¢);

21 (2) the minimum deduction (AS 43.20.031(a)(4));

28 (3) the personal exemption; and

\Ig (4) the tax credits allowed in AS 43.20.036 - 43.20.039.
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29

(b) The calculation made under (a) of this section shall be
adjusted by multiplication by the annual inflation factor for the pre—
vious taxable years so that the application of the annual inflation

factor will be cumulative.

(c) The resulting dollar amounts rounded to the nearest one dollar
are the tax rate brackets, minimum deduction, credits and personal
exemption for the next tax year and shall be incorporated into the
income tax forms and instructions of the department.

(()) If the Legislative Budget and Audit Committee has not
determined an annual inflation factor before October 15 of a tax year,

the annual inflation factor for that tax year 1is 110 per cent.

* Sec. 3. AS 43.20.025 enacted by sec. 2 of this Act applies to all tax

years beginning after December 31, 1978.

* Sec. 4. This Act takes effect immediately in accordance with AS 01.10.-

070(c).
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COMMITTEE REPORT

HOUSE
FURTHER:
April 17, 1979 Date
Mr. Speaker:
The Committee on FINANCE has had HB 464

"An Act relating to indexing of the state income tax; eff. date.™

under consideration and (a majority of the committee) (the committee)
reports it back with the following recommendations:

[ 1 do pass [ ] do not pass

[ 1 do pass with attached amendments(s)

[ 1 same title
[ 1] replace with CS for [ 1 new title

and recommends

[ 1 AND attaches a "Letter of Intent” [ 1 New Fiscal Note

[ 1] reports it back without recommendation

[ 1 referred to the Committee

MEMBERS SIGNING MEMBERS HAVING

DO PASS OTHER RECOMMENDATIONS:
CHATRMAN

H 60 (Rev. 12/78)
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1 1K THE HOUSE ZUAROFF AND GARDINER
2 HOUSE BILL NO. 404
3 IN THE LEGISLATURE OF THE STATE OF ALASKA
4 ELEVENTH LEGISLATURE - FIRST SESSION
5 A BILL
6 For an Act entitled: "An Act relating to indexing of the state income tax]j
7

and providing for an effective date."

8 Bi. IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

9 *
i& read:
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12
13
14
15
16
17
18
19
20
21 *
22
23
24

25
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29

Section 1. AS 24.20.201(a) 1is amended by adding a new paragraph to

(8 determine, before October 15 of each year, an annual
inflation factor for the taxable year begining after December 31 of that
year for use by the Department of Revenue in caking the adjustments to
the Alaska net income tax required under AS 43.2C.025. In making this
determination the committee shall use those statistics which in its
judgment beat reflect the magnitude of inflation in Alaska, Including
but not limited to the monthly concurer price index prepored by the
Bureau cf Labor Statistics, United States Department of Labor and the
commodity indexes prepared by Dow Jones and Company and published in the
hall Street Journal.

Sec. 2. AS 43.20 is amended by adding a new section to read:

See. 43.20.025. INCOME TAX INDEXING, (&) For each tcx year the
department shall multiply the annual inflation factor determined by the
Legislative Budget and Audit Committee under AS 24.20.2Cl1(a)(8) for that
7ear, ’y the

(1) tax rate brackets set out 1iIn AS 43.20.011(a) - (©)]

(2) the Siinijr.un deduction (AS 43.20.031(a) (1)) ]

(3) the personal exemptionl and

(4) the tax credits allowed in AS 43.20.036 - 43.20.039.

-1- HB 464

COMMITTEE CORY 1 .-



10

12

13
1
15
16
17
18
19
20

21

22

23
24
2

2
2
28

X

\ & = ] > o < i
]
. VvC - w
] > em. W - - e

(b) Thgﬁcalcq!atiqn pggg unde& (a) of thin section shall be
ahjusted by i&ﬂt}piic;tion by the anndgl inflation factar for the pro-
vioue taxable years so that the application of the annual inflation
factor will be cumulative.

(c) The resulting dollar amounts rounded to the nearest one dollar
are the tax rate brackets, minimum deduction, credits and personal
exemption for the next tax year and shall be incorporated into the
income tax fores and instructions of the department.

(d) If the Legislative Budget and Audit Committee has not

determined an annual inflation factor before October 15 of a tax year,

the annual inflation factor for that tax year is 110 per cent.

* Sec. 3. AS 43.20.025 enacted by sec. 2 of this Act applies to all tax

years beginning after December 31, 1978.

* Sec. 4. This Act takes effect immediately in accordance with AS 01.10.-

070(c).
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MEMORANDUM

TO: drJdaLe Finance Committee Members

FROM: Jj~"-Hogan *
DATE: April 16, 1979 Y
RE: SCR 30 and SB 266

SCR 30 (Directing the Legislative Affairs Agency
to study indexing the Alaska state personal 1income tax system)
calls for a study on indexing the Alaska state income tax
in order to protect the taxpayer against higher taxes caused
by inflation. Three articles on indexing state and federal
income taxes are enclosed. These articles and summaries
are an example of the material currently available on indexing
such taxes to neutralize the effect of inflation. Rathex* than
having a full-blown study of indexing, the committee might
prefer to direct Legislative Finance to perform an interim
review of various state tax indexation lavw/s with a summary
to be presented to the next session of the legislature.
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Individual

Inflation interacts with any progressive individoal
income tax to generate incresses in tax revenue more
than proportionate t© the rate of inflabdian. These
incresses occur with practically no public debate or
disclosure of the fact. Therefore, the Advisory Com-
mission on Intergovermental Relations recom-
mended, in the intarest of complete public informa-
o, that the amount of tre inflation-induod, state
persoma! income tax increese be calaulated and pub-
licizd for each tax year. The Commission further
recommended that the states give catly and favorable
consideration o indexation- the annual adjustment
of the persomal exerptions, the low-incomc allo-
wance, the maximum limit of the standard deduction,
any per capita addits, and the tax rate brackets— of
the state individual income tax by the rate of increese
in the gereral price leAl.

Four major cosiderations p omptcd this recom-
mendation:

Fiscal Accountability. Indexation i needed to
insure thet higher effective income tax rates are
the product of eert lgislative action rather
than the automatic consequence of. inflataon.

Tax Equity. The maintenance of tax equity
requires that inoreesss in lax lishility be based
on real rather thean normal income. Inflation B

“Derived from AC1R. Inflation and Federal and State Income
Taxes, A-63. Washington. DC, U.S. Government Printing Office,
November 1976. Sec also suggested state legislation Full )i\closure
of the Fffect of Rate and Fuse Changes on ljocal Revenue.

Indexation

{s

of the State Tt

ncome T ax 1

especially hard on low-income families and dll
families withmany dependents because iterodes
the value of personal exenptions, the lov-
income allonance, the maximum limit of the
standard deduction and per cepita adedits.

Public Sector Growth. Without iIndexation,
there Ba bias In favor of an expanded public
sector because inflation automatically pushes
tpayers ino higer tax bradets with te
consequent wnlagislated increase Ingovernmen-
tal reenes.

Current Inflation Rates. The significance of the
above consideratians takes on increased impor-
tance in these times when inflatian svell above
historic rates.

The suggested legislatin that follons requires tre
Governor to estimate and pblicizz the inpact of
inflation on irdividial income tax revenues. ltalso
requires the annual adjustment of tax rate bradets,
personal exenptions, addits, and standard doduc-
tios by an inflation fector defined as the ratio of tre
U.S. Department of Labor Consumer Price Index
(CPD) for tre tax year-to the CPI for the previous
year. Because the US." Department of Labor docs not
develop a sgparate CP1 for each state, a state may
wish tomodify the ratiaal, regiaal, and metropoli-
tan area indicss to fit ilsown sittadion.

The lggislaicn was drawn in part from hilks intro-
duced (but not eected) inthe U.S. Congress and the
IHliross Gereral Assenbly, and on indexation provi-
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sios of the Canadian income taxact, enacted in 1973,
and the Colorado income taxact(11.B. 1194) aai ted
in Aprill 1978.

Section | states the titke of the act.

Section 2 sa statement of findings and purpose of
the act.

Section 3 defines key tems.

Section 4 requires the Governor to prepare and

- o* fo e _IKr

1-2

pblicize an estimate of the Inflatiocary impact on
individial income tax revene.

Section 5 provides for indexation of rate bradets,
personal exemptions and aedits, and maximum and
minimum standard deductions by the rate of infla-
ao.

Sections 6 and 7 are sgparability and effective date

clausss, regectively.
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= *1.r.. Suggested Legislation . . W ¥

[AN ACT TO REQUIRE DISCLOSURE OF
THE INFLATIONARY I MPACT ON

- ;0 * - INDIVIDUAL INCOME TAX REVENUE

AND TO PROVIDE FOR ANNUAL ADJUSTMENT OF

KEY PERSONAL INCOME TAX ELEMENTS
-t o~ . - r . FOR INFLATION] . A
t (Be ifenacted, etc.) Cyow ]
SECTION 1 Short Title. This act may be citecbs the ‘[State] Income Tax  IndexationAct.”
SECTION 2. Findings and Purpose. - *

@ The [/oys/awgj finds that inflation erodes the value of personal exenptiions, deductions, and
Tax aedits In the [state] individlal income tax structure and distorts focal eguiity among taxpayers. The
[legislature] firds, further, that inflation-induced increases in irdividlal income tax revenues result in
annual collectias that exceed the amounts anticipated by legislative actios establishing rates,
exenptions, deductions, and other features of the [stale] individual income tax.

@) Itisthe purpose of thisact to correct these situatias by: - ° lee
(D requiring thet the Governor prepare an annual estimate of the impact of inflation
on individal income tax collectias; and e ...
(@ requiring that certain elementts of the individual incame tax structure be adjusted in
accordance with annual increeses in the Consumer 1I’riac Index.

SECTION 3. Definitions. As used in this act-

@ “Inflatian fector'* means the ratio of the Consumer Price Index for the 12-monthperiod
ending [June 30] [September 0] of the current tax year to. the Consumer Price Index for the
imediately preceding tax year, rounded to the nearest one-thousandth.

@) “Consumer Price Index'' means the average ovet a 12-morth period of the Consumer
Price Index published monthly by the Bureau of Labor Statistics, U.S. Department of Labor [as
adjusted by the [state statistical or economic development agency]].

SECTION 4. Annual [Biennial] F.stimate of Inflationary Impact on Individual Income Tax
Revenues. The Governor gall include in the [anmnual] [biemial] eeautive budget an estimate for the
previaus year, - aurent year and the folloving [budgeted] year of the amount of actual or anticipated
revenue from the individial income tax that can he reasonebly attributed to inflation. These estimates
gl be highlighted in the budget message, [the economic message, and the state of the state address]
and included prominently In press relessess relating.to the budget.

SECTION 5. Adjustmentsfor Inflation.



1
2
3

@ The [slate statistical agency] [state economic development agency] shall annually by [July15]
[October 15] prepare and promullgate an inflation factor for the tax year for use by the [stale
department of revenue] in making the adjustments required insibsocti - () of this sscaan. In

4 //preparing the inflation factor, the [state statistical agcncy][state economic development agency] sHll,

© 0 N o O

17
18

' using the best statistical tedniques compatiblle with those used by the U.S. Department of Labor in

preparing the monthly Consumer Price Index, adjust the Consumer Price Index to conform most nearly
O the sittation that exists in this state. - Se=",
® Sections [refer to sections of the state individual income tax law relating to tax rate brackets,
personal exemptions, per capita credits, and minimum and maximum standard deductions] are amended
by adding to the end of each the folloving new subsection: * .- ;
“(insert codification) Upon promullgation of the inflation factor under Section 5@) of this act, the

-[head of the department of revenue] sall nultiply each dollar amount st forth in this ssction, as

adjusted under this subsection in the inmediately preceding tax year, by tte inflation fector. IFthe
inflation fector for the aurrent tax year i less than [1.000] [1-030] [other], no further adjustment dall
be made and the [exenption, bradets, deductians, etc.] dall be as determined for the immediaely
preceding tax year.1 - * - -
SECTION 6. Separability. [Insert separability clause.]
SECTION 7. Effective Date. [Insert effective date,]

«The dollar amount to which the inflation factor is applied in tacit year is the dollar amount determined in the preceding tax year
through the use of the inflation factor.
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Indexation of Canada 7s
Individual I ncome T a X Systemnm

By C. F. Steiss

I have been asked 1o provide a few doservations on
Canada™s reaction to what 1 might refar o as the
“dilat tax inareese."" Perhgps 1 should begin with a
word about -18t I mean by this phraseology.

Cererally spesking, inflaion causes taxeble
income t increese more repidly than ol rel
income, since taxable income Ba calaulated amount
after allowing for cartain eclusions and deductios.
While some exclusions and deductions may increase
at a rate commensurate with inflaban, others, and
notably the besic personal exemptions which account
for almost 80 peroent of dll exemptions and
deductions in Canada from irdivideal income, do
rot. Consequerttly, in a period of inflation, taxable
incomes rie more rapidly then the Inflation rate,
because of the static nature of tre quantum of those
exemptions. Thus we have one element of tre silat
tax Inoreese.

A second element Bthe progressive rate structure.
An inceese in the effective average rate with
unchanged real taxgble income yields higher real
taes. The only obvious way of avoiding this B t©
index the bradets. Assuming a taxpayer’s varios
deductible expenses nieat an 1iHlabion rake, indexing
of the bradets should gaerally mean that raal tax
lichilities will rise only where total income i risirg
more repidly than the inflaion rate. Where total
income B rising ks repidly than tet rate, real
lichilities willl actually Hl.

On the evening of February 14, 1973, the then
Minister of Airaiicc, The Honourable John Tumer,

Copyright 1978 by Tax Foundation. Inc

proposed the introduction to the Canadian tax
system of a “major inmovation in tax phillosophy and
practice." In commenting on this prgposal, the
Minister expressed concem in respect of the rampant
inflation phenomena in Canada and the impact such
inflatian has on a tax system based on a progressive
rate schedule. The proposal, as presented, was
subsequently implemented into law with effect from
1974. Many, myself included, regard this change to
Canada’s income tax lass as one of the two most
important structural changes to the Canadian income
tax system since World War 1, the other being the
taation of cpital qairs and the many other

This? ,"ssua” Irr Brief

<Since 1374, Canada has applied Indexa-
tion to s individal Income, tax system;
adjusting most kinds of exemptions and thr*
marginal tax rato brackets by an annually
computed Inflation fector.

Mr. Steiss discusses.the philosophy and.
circumstances loading to the introduction of
the Index.uloit System, and glve3 examples
of itseffects today. Ha sees probloms ahead,
especially for the provinces, unless In-
flatioary rates subside, and questions
whether logical extension of Indexation to
capital gains and various deductions would
bo fessible.

SO Rockefeller Plaza. New York. N.Y . 10070. (2121 $82-0S8S0



TAX REVIEW, May 1978

substative changes implemented by the 1971 tax
reform hill.

Implementation of the proposal introduced the
folloving besic system of indexation of Canada®s
individal tax system:

@ The annual detemination of a so-called
“inflation factor” based upon the increese in
Canadas Consumer Price Index in a defined
immediately preceding 12-month periad.

® Application of this inflation fector © the variaus
prircipal exemptions awilable t© individal
taxpayers in Canada. Such principal exemptions
prior to indexing (n 1973) included a S1.600
sirgle status exenption, a 53,000 marital statls
exemption and individial dependency exemp-
tios of upwards to S550 per dependent.

© Alication of the inflain factor t© te
marginal tx rate hbads,..; of the Canadian
individual taxpayer.

The tedmical definition of the cumullative inflation
fector & the ratio of the Consumer Price Index for
the year ending Septenber 30 of the relevatt previous
year divided by the Consumer Price Index for the
year ending September 3. 1972. From a practical
point of view, the Minister announces the increese
amually, soon after the September CPI statistic B
aaildble. The infladon factor B pragratically
epressed in terms of an annual adjustment t the
pravailing exemption leels and tax rate bradets of

the prior year.

For example, the legislative adjustment in respect
of the 1978 personal exemptions and rate bradets
was announced in October of 1977, and was
determined by dividing tre average CP1 for the 12

Carl F. Steirr. Is a partner In-
thu firm of Prlso Wf.taniou3a-
ft Co:, Toronto; a position- to-
ho v.cs appointed. In

Ho has bean

sociated v/ith tho firm-
clnco 1GG3, and has sorvod.
as a member of Its tax

tho faculty of tho University of Toronto, and la a
frequent lecturer at tax seminars and conferen-

ces. He is tha author of numerous articles on
taxation.
This Rovlew Is based on Mr. Steis3's

presentation at a Tex Foundation seminar on
Integration and Indexation, held In Washington,
D.C. on March 30, 1978.

months ended Septerber 30, 1977 by the
corresponding average for the preceding 12-month
period ended September 3, 197/6. BExpressed In
percentage terms, the major persomal income tax
exemptions and the tax bradket limits for 1978 were
raised by 7.2 percent zs compared with those that
prevailed for 1977.

Why September 307Thc selection of September as
the extreme of each 12-month averaging period was
based on tre factual ciraurstance that -tte month of
September was sinply the kst possibh month ina
year that could be reflected in the calaulation whille
dill alloving the govermment time to print and
distribute the withholding tax tables on a timely besis
for the folloving taxation year, the year forwhich the
calailation E releant.

Why a 12-month averaging period? The intant of
the govermment was 1 extend the period 0 as ©©
minimize te imact of uwusual evets or
circunstances which might infiate an undue
influence on the calaulation of an inflation factor
based on a dhorter periad.

Somo Effects cf Indexation

Interestingly enough, the law itselfdocs not con-
teplate a redction in exemptions and/or a
narroving of the marginal tax rate bradets. Indeed,
where the inflation fector for a particular year & ks
than that of the preceding year, the preceding year™s
factor will be deemed t©be goerative: In otherwords,
the exemptions and tx rate bradkets will not be
reduced from that of the preceding year. 1 mention
this point merelly foryour gereral interest since, with
the rates of inflation o date in Canada, the matter
has cartainly not been In isse fron the time te
scheme was first introduced.

The infladon factor goplied t© the marginal rate
brackets and exemptions has broadened the brad<ets
and increased the exenptions on an annual besis by
some 6.6 perocent for 1S74, 10.1 percent for 19/5, 11.3
percent for 1976, 8.6 percent for 1977 and 7 peroant
for 1978. By 1978. tre cotnpour.d effact of indexing
since its incegption anounts 1o a hefty 52.1 peroant.
Introduction of indexing in 1974 meant the dropping
of some 171,000 taqayers from the tax rdlks ad
another 225,000 in 19/5, after which the govermment
stopped coutting. Estimated curnulative Federal
government revernues kast through indexing through
1978 are some A hilliov.

Lets tae a look at the ratss. In the ds-r.ac of
indexing, our top margiral rate would aut m a



taxable income of 50.000. | hasten to add that that
top rate s dependentt upon the province of residence
of the taxpayer and may vary from a low of
approximately 60 percet to a high of around 63
peraat. For 1978. and stricily as a result of indexing,
the top marginal rate does not cut in uttdl t&able
income of some '9 1,280 b readhed.

What about the exemptions? The married taxpayer
with a wholly dependent spouse and two dependent
children would, in the absence of indexing, qualify
for exemptions of some S3.600. Application of
indexing o thee exemptions atitles him 1
deductions of some S5.480 in 19/8. A simgle
pensioner would have about $4.000 in 1978
exemptions versus S2.600 without indexing.

Indexing represented a major <hift in historical
attituoss inCanada as 1o inflation and taxes. Perhaps
one of the most extasive studies of any developed
tax system was that of the Carter Royal Commission
on Taxation. That Commission spet some four
years of intesive study of dl aspects of our thon-
cistimg tax structure and issued s massive 2,700~
pece. five~wlue rgort, In 1956, The Commission
consiidered the merits of indexing and conclluded that
“the tax structure should gererally not be adjusted
automatically © take into account changes in the
gereral 1ol of pricss. To develop a tax system tret
taxed only Inoreesss In real” purchasiing power would
inrgparably damage the huilt-in stoility of the
systen'”.

Why the change in attitucke?

Obviously, a part of the change must be explained
by the tremendous rates of inflaion wc have
edperienced since the INid-1960% and the significant
pressures this has placed on govermment and
government thirking. Indeed, In inmtroducing their
remarks and negative conclusions with resgect
indexing a tax systam, the Carter Commission made
the folloving statemet: “Assuming tet te
Consumer Price Index continues to riseat an average
rate of 1.5 percent to 2 peroent a year, what coulld and
should be done?"*

The fat tat tte led of infladon from 1932
through 1965 averaged only about 1.4 percent a year
and reached its higest led of 3.2 peroent only In
1957 may have contributed 1o trelr conclusion that
indexing was not of paramount inportance. After
T965 te rate of infladon escalated sigiificadly,
reaching 4.S percant in 1972 and 9.1 percent in 1973,
when indexing was introduced.  Furthermore,
inflation has sinply galloped along since thet cate.
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BExpressed in terms of 1971 equals 100, Canada®s
Consumer Price Index fector at the end of January,
1978, was 167.8.

Prior to the introduction of indexing to Canadas
income tax lass in 1974, persomal income taxes were
taking a higher and higher proportion of the real
incomes of Canadians. Each year, the raal value of
personal exemptions was becoming kessand less, and
more and more Canadians were finding themselves
thrst iMoo higer tx bradets without a
compensating inoreese in treir raal income. The
impact was there in tre late 1960%, but Iwould think
it fair to say that the mgjority of Canadian taxpayers
were unaware of this “siletbut annual tax incresse."
With the advenit of rampant inflation in tre early
1970%, there were sigs in Canada that the silaxe of
the Increese was being disturbed, and that Canadian
taqayers were becoming more and more aware of
the interaction of inflation and taes. Indeed, many
were clearly begiming © recognize that inflation
itelfwas a form of taation, that the govermment was
ootaining a nisig sare cf persoal  income
ocoincidentt with inflation, and that such an increese
was being achieved in tre absence of distasteful overt
increases in nominal t&x rates.

Where Benefits Are Greatest

Anyone concermed with besic sooial policy has ©
be concermed about the impact of inflabian. As you
e up the income sale, Canadal higher tax
brackets widen oosiderably, and incressingly
inulate taxpayers from raveges of inflabdian on real
tax raes. In other words, the tax increeses resulting
from inflation are highest not at incomes where the
marginal rates arc higest, but rather at those income
leels where marginal tax rates increase most rapidly,
thereby placing the burden more squarely on middle
and low income earers.

What taxpayer hes beefited the greatest from
indexing? Notwithstanding my comments a moment
ago about the 560,000 marginal rate taqayer, this B
not the taxpayer category which has berefited the
most. A computer sinullation model study recattly
conducted indicated tret the taxpayer withi assessed
incone K. the SI5,000 rage enjoys the mo: t
significant percentage savings from indexing. Indeed,
about 27 percent of the total tax savings enjoyed from
indexing belongs 1o this taxpayer category. The next
greatest saving goes to income ranges of from S15,000
lo S20.000. Taxpayers with assessed income from
S10,000 to S25.000 accourtt for dose to 70 peroant of
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the tolal Federal tax savings enjoyed through
indexing of the Canadian tax system.

What about revenue lost through indexing? There
is no doubt that Indexing ““COSTS"! For the 1978
taationyear, Federal tax reductions for tavpayers at
all income leds will total some S850 million as a
result of gplication of the inflation factor gpliceble
for thet year, or roughly 6 percent of budgetary
reverues. All of the provinces of Canada other then
Quebec have tax cllectin agreements with the
Federal government in respect of individual income
taes. Those provinces also of course exerience
reduction in revenues through indexing. Invery early
estimates prepared by the Province of Otario, itwas
estimated that by 1980 the indexing revenue lcss
the Federal govermment would range from about 13
percant at sustained 5 percent inflation 1 about 24
percent at sustained S percent inflation. Reduction in
Ontario revenues indicated the same pattem. There B
no doubt that indexing significatly reduces the rate
of growth of direct persomal tax revenues over tre
long term unlless such reductions arc offsst by eglicit
increesss in tax rate. Some would sy, and 1would
agree, that out of this doservation flos a gl further
advantage of indexing: Namely, indexing increeses
parliarertary and/or taxpayer/Aoter comol over
X raes.

Outlook for the Future

Willl indexing in Canadaywrvive? Costs of govern-
ment arc risirg rgpidly while tax revenues and the
real wealth of the ration on which they are based arc
somewhat stElled. To ocotinue iIndexing may
cottinue  Inoreese an existing budgetary dehiait,
and o raie taes in isolaton s not only poliacally
unpopullar but B also inconceivable with the fragille
Canadian economy of today. One thought sthat the
govermment may be tempted to case iits predicament
by changing tre method of calaulation of the magic
inflation factor to produce a smaller fector, but this
itsetfwould be unpopullar and could become a matter
of substantive controversy.

Whi le the reduction in revenue growth potential of
the personal income tax can perhaps be absorbed in

the case of the Federal govermment for some years
because of itssurplus firacial cgecity, In - :ecase of
the provinces a sustantial deterioration takes place
in treir long-run finacing position. Pressure sigs
arc starting t show, and the matter could become a
significatt isse in the next vwhile. Perhaps the chief
hope of the govermment s that inflaticary rates will
abate and the inpaci of indexing diminish.

Has the govermment of Canada accepted indexing
as a lagial and indeed necessary part of te
Canadian tax systen? The answer must be a gqalified
no! -Certainly extension of indexing to exemptions
and the parsoal tax rate schedule was a major
innovation. But, if one acogpts the principle of
indexing, B there not some Iagic o extension of its
gplication t© most statutory deductions and
absolute dolllar income inclusias under our Income
Tax Act? For exaple, the Canadian Income Tax Act
prescribes varios deductions t retiremet plas
including, as an illustratian, a maximum deduction t©
a pension plan. The quantum of this deduction hes
increased-over tte pest saveral years but such inoreese
has not been tied to indexing. In 1971 the govermment
recognized thet employees may have expenses and
alloned an arbitrary maximum deduction of SIS0 in
recognition of employment epenses. In 1977 te
Minister of Finance recognized that inflation hed
eroded, the value of that deduction and abrtrarily
increased it to S250 for 1977 and subsequent years.
While the increesewas welcome, one wonders why in
1973 the indexing scheme was not goplied to thisand
many other deductions under the Income Tax Act.
Another outstanding example must be cgpital gairs.
The only response of the Canadian government to
date with regect to the impact inflation hes on
people™s savings has been arbitrary deductions of
S1,000 of investment income, and certain private
pension income. Again, indexing has been igored.

Accordingly, the equity argument in favour of
inf. lionproofing the personal tax rate structure hes
not been fully acoepted or reflected. Onlly time will
Hll, but 1advance my own cautious opinion that far
the time beirng, “They"ve Gone About As Far As
They Can Go!"*
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ecr tax bill each year, but the percent-
age he pays to the government remains
constant. .

The consequences can be striking.
Imagine two families of four whose in-
comes just kept up with the U.S. in-
flation rate by rising 36% from 518.000
in 1973 to 524.500 in 1977. During that
period the income taxes of the first fam-
ily jumped 54%. while those of the sec-
ond ciimbed only 14% . Explanation: the
first family lives in the U.S., the second
in Canada. Hit by bracket creep, the
Americans fell behind in buying pow-

e er; coddled by indexing (plus some tax
cuts), the Canadians increased their
real income.

U.S. federal tax collections from in-
dividuals now rise about 16% tor every
10% of increase in personal income. In
states with progressive state income
taxes, such as New York and Califor-
nia. inflation-increased income means,
a bigger state tax bite as v/ell. The re-
sult. says Congressman W illis D. Gra-
dison Jr., a Republican from Ohio, is
that “government has a vested interest
in maintaining inflation since present
law permits a windfall tax bonus dur-
ing an inflationary period."

Gradison has attracted more than

N

Bracket creep

Tin's table shows the tax brackets,
effectively unchanged since 1965,
that apply to micidle-incomc mar-
ried couples filing joint returns.
Note that the percentage increases
in tax rates ' pniy not to the whole
taxable salary bu' only to the mar-
ginal part of it contained within the
bracket Nevertheless, as inflation-
fattened salaries creep up from one
bracket to another, the ever-higher
percentages raise taxes at a rate
greater than the salary gain.

TAXKATE
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sn, 20i-sis,200
515.201-S19,200

SIS, 201-523,230 20%
523.201-327,290 32%
327.201-532,200 30%
S31,2531-535,200 35% -
535.201-339,200 4RY
530.201-3-53,200 45%
343.201-5-17,200 48%
547.201-555,200 50%
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80 co-sponsors for a bill that would in-
dex federal individual income taxes for
inflation. Indexing proponents do not
suggest thattheir bill will pass this year,
butincreasing complaints fromconsrit-
uents about taxes have generated more
congressional interest in indexing than
ever before. Past support has come
largely from Republicans; this year
there aresame Democratic co-sponsors
aswell. “Indexing is an idea whose time
is coming," says Gradison.

One reason is that taxpayers -will
begin to fail even further" behind as
higher Social Security taxe; take effect
Economist Dennis Jacobe of the U.S.
League of Savings Associations figures
that middle-inccme families will need

. an annual wage increase of about 10%
to keep pace, after taxes, with inflation
of 6,5%.

Canada began indexing personal
income taxesin 1974. Each October the
Canadian Departmentof Finance deter-
mines the increase in consumer prices
for the previous 12 months and then
raises tax brackets, deductions and ex-
emptions by the same percentage, in
time to issue new tax tables in Janu-
ary. As aresuit, if your income rises in
tandem with inflation, you stay in the

continued
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same bradet as tre year befae. Ca-
redians on foed incomes pay lonerand
loner taes each year.

The past few years of tax indexing
in Canada have come against a back-
drop of hard times. Unemployment and
inflation both have been around 9% re-
cently. The Canadian dollar, tradition-
ally worth slightly more than its
American counterpart dropped toa low
of around 87 American cents early Uu's
year, though it lias risen slightly since.
“The government quite deliberately
adopted an expansionary policy, but too
much expansion wai allowed," says
economistJohn Bossons of the Institute
for Policy Analysis at the University of
Toronto; “That helped build in future
inflation." But adds Bossons: “You
can’t say tire current large deficits are
the fault of indexing. The government
knew the effectsofindexing before they
cut taxes further."

Indexingproponentsargue that Ca-
nadian spending might be even higher
than it is—and the government deficit
therefore even larger and more infla-
tionary—if indexing hadn't disciplined
the government to expect lower reve-
nues because of indexing. SaysJohn R.
Allan, vice president 0l the University
of Windsor and a former chief tax an-
alyst of the Canadian Department of
Finance: “Government officials now are
saying, ‘If we want to bring in a new
program, we’ll have to find something
else that can be sacrificed.””

practice, this meansthat inflation keeps
boosting tax revenues and Congress
then decides whether to give some of
this money back in tax cuts.

Legislators who deal with tax
bills, such as Senator Long, worry that
without the inflation bonus in tax
collections. Congress might face the po-
litically dreadful prospect of voting to
raise taxes. And some legislators con-
tend that indexing would limit their
ability to make changes in the sub-
stance of the tax law, such as cuts to
stimulate the economy.

Wi illiam Fellner, a member of the
Council of Economic Advisers under
Presidents Nixon and Ford, argues that

-indexing would simply prevent Con-
gress from confusing fundamental tax
law changes with adjustments for in-
flation. Says Fellner, "With indexing.
Congress would at least have to be hon-
rst when it raised taxes." rather than
let inflation sneal: them up. A corol-
lary economic argument, for indexing
is that it would hejp soften recessions.
The senior economist of the congres-
sional Joint Economic Committee has
calculated that the U.S. recession of
197-1-75 would have been less severe if
indexing had been in effect to lower
taxes and stimulate the economy.
» Indexing might make inflation worse.
Large federal deficits encourage infla-
tion. and indexing couiti increase the
deficit by cutting back on revenues. In-
dexing proponentsconcede that deficits
probably would go up at least tempo-
rarily. But they argue that growing def-
icits would provide a strong political
incentive to cut federal spending, since
without the inflation bonus the oriiy :d-
tcmative would be to raise taxes. In-
dexing might also help fight inflation,
its backers argue. If unions knew that
workers’ tax rates would not go up with
each pay increase, they might moder-
ate wage demands.

The indexing proposals circulating
in Washington don't apply to business
taxes, because of the complexities of
questions such as how to compute de-
preciation on equipment where, infla-
tion has greatly increased the cost of
replacement But one business tax k-
sue, the treatment of capital gr ns, af-
fects many individual taxpayers too.
Capital gains could also be indexed,
eliminating yet another source of tax
unfairness caused by inflation.

Consider the plight of attorney
John Sheffield, who bought a house in
Los Angelesin 19-19for 57.000. Though
Sheffield recently war, offered 570,000
for the house, he contends that he can-

W fint lire skeptics say

On balance Canada appears to have
benefited from tax indexing, out some
skeptics in Washington cite both eco-
nomic and political arguments why in-
dicting is not needed or would not
v/ork in the U.S. Hero are three of the
objections most often raised and re-
sponses from indexing proponents:

» Periodic tax cuts have kept taxpayers
roughly abreast of inflation even with-
out indexing. Tax brackets and tax
rales have not been changed substan-
tially since 1965. But as Senator Rus-
sell Long points out in the interview in
the box at right Congress has reduced
taxes by a variety of devices, including-
crediLs deducted from the taxer, owed
and increases in standard deductions
and personal exemptions. Sincr 19G5,
however, only low-income taxpayers
(making less thru the inrlation-adjust-
ed equivalent of S10.000 to 312,030 in
1975) have had enough lax reductions
to offset inflation.

» Congress has more control over the
economy with die present system. In
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not afford to sell it because of high enp-
ital-gains taxes. Even though most of
that S63.000 increase in value simply
reflects inflation since 1942, Sheffield
would still be taxed on half the gain.
And since Sheffield already owns asec-
ond house that he now lives in, ho
couldn't defer the tax by investing in a
new house.

With indexing, acapital asset’s val-
uewould bo increased each year by the
rate of inflation; capital-gains taxes
would take effect only after the infla-
tion increase. Indexing cnpiral gains is
no: being actively considered in W ash-
inir.on now. But Congressman W illiam
Steiger, a Wisconsin Republican, has
persuaded a majority on the Ways and
Means Committee tosupportan amend-
ment to cut maximum capital-gains
tax rates back to 25%—restoring the
situation that existed in the 1960s.



Publicfears afoul rising inflation have
dominated the debate over tax legislation
thisyear. Warnings that too large a cut
and an increased federal deficit could
flush up inflation led President Carter
last month to scale his proposed S2-1.5
mhillion tcx cut beck to S19.-1 billion. A
vexed issue has been whether tocut bach
the unpopular increases scheduled for
Social Security taxes next year. But in
mid-May the House Ways and Means
Committee, reversing aprevious ivte. re-
jected any such reduction. Any tax rut
therefore seems sure to conic rut of in-
come taxes.

On taxation issues—whether this
year's tax rats or more basic changes
such as indexing—the opinion that counts
most in Washington is probably treit cf
Democratic Senator Russell B. Long of
Louisiana, chairman of the Senate
Finance Committee. A senatorfor almost
30 yeais and veteran of many a legis-
lative battle <over taxes. Senator Long,
59. has been described as "the B-.rysh-
Ttikoo of senatorial p-olitics" because of
his cgility end control, lie toiled to
Morey recently about current tax issues.
Excerpts:

Senator, you've opposed indexing the
income tax for inflation. Whet is your
basic objection?

Indexing die tax would mean that
even' year when you have inflation,
government revenues would go up
much less than they do now. Then, in-
stead ofreviewing the situation and vot-
ing for a tax cut, as we are doing, you'rl
find that the cost of government would

Influential Democrats oppose Steiger's
proposal, but he may win some com-
promise concessions—perhaps an in-
crease in the amount of capful losses
that can be used to reduce taxable
income.

Cut first,index Inter

Congressmen, especially Republi-
cans. ate tussling vuth the depressing
effect of high taxes and bracket creep
on cconuinic growth and investment.
Some proponents of indexing, such as
Senator William Roth of Delaware and
Buualo-arca Congressman Jack Kemp,
believe that tax ratesshould be cutsub-
stantially first, then indexed to keep in-
flation from wiping out tho cuts. Kcrnp
and Roth are sponsoring a bill to cut
personal tax rates within each bracket
by nearly one-third, in addition to re-
ducing corporate taxes. Kemp likes to

be going up with inflation and you'd
be constantly under pressure to nine
taxes, it's a lot easier to reduce taxes
than it is to raise taxes.

So you prefertolet inflation push, up peo-
ple's tax bills?

In order to keep die government
solvent, it's easier to do it with the ex-
isting system than it is with indexing.
What we do each time intiation has oc-
curred is to take a look at how each tax-
payer finds himself ater inflation and
adjust taxes to take thar into account.
So we do reduce taxes, and we try to
do it in a way that will be just and fair
to all concerned.

One complaint is that people in the
middle-irxomc range have nut kept up
with inflation because tax ruts have been
aimed chiefly at tcr.oer-income people.

| think that taxes are too high. For
the upper-middle-incoine brackets and
the upper brackets, they are tar too
high. But as long as the Congress is of
amood to put more taxes on the upper-
middle- and high-bracket taxpayers in
order to reduce the taxes of those who
fall in the lowerend ci die scale, it won't
matter what system you adopt, index-
ing or something else.

Some congressmen argue that a large
tax cut would gererate, more revenue, as
itdid after the Kennedy tax cut of 195-1.
What'syour view of that?

You can’t bo sure in advance just
how any tax cut will work. You have to
rely on someone's estimates. But I've

note that 3ftcr a similar cut proposed
by President John F. Kennedy and en-
acted in LS64. economic growth v/as so
strong that federal tax collections in-
creased rather than decreased in the
next few years.

Taj.es at the current rates discour-
age people from v/ork and investment,
Kemp and Roth contend. "People think
on the margin,” says Kcrnp, arguing,
that taxpayers are well aware how
much of die earnings from an extra
hour's or day’s work wiM go to the gov-
ernment. An example is Charles R. Fro-
seus. a telephone repairman from
Baltlvrinsville, N.Y. Pri tuts says he
ard his fellow workers know that when
they work more than 12 hours over-
time. paycli ':k deductions from feder-
al and state income taxes and Social
Security v/iil start to total *!7f5. "So |
just cut it off at 12 hours,he says. "It

felt thtin some areas, such as the in-
vestment tax credit, the stimulative ef-
fect wasso good for die economy that
it really cost us nothing, in fact made
us money.

You apparently don't believe that a tax
cut newmight be inflationary?

If it results in more investment,
particularly more production ofenergy,

then it will not be itilationary. In
my judgment, the result will be more
investment. o

_35*

Many members of Congrecsl still want to
ait back on the Social Security payroll
tax. Heardo you feel about that?

It's sort of a distinction without a
difference. We can reduce the income
tax by as much as we want to reduce it
in order to offset the increase in Social
Security tax or to more- than offset it.

The Prrsider.t r.cs proposed a number
ofreformrs that will eliminate deductions.
Do you think any reforms will ba cou-
pled with the tax cut?

| think some of diem will. But if
we look at the history of tax reform
bills, diey also have to email major tax
reductions. Tiiis happens because there
is far more resentment among those
who pay more taxes as the result of a
tux refonn bill than there is appreci-
ation among those who ate going to pay-
less taxes. When you take up a major
tax bill, first one item and then anoth-
er stirs resentment. A tax refonn bill
which does not work out to be an over-
all tax reduction cannot become law.

isn't worfit it to work any more." The
Kemp-PvOth argument will be a major
Republican plank this fall and in 19S0.

"Support for indexing is going to
badirectly proportional to the rate of in-
flation,” predicts Barber B. Conable Jr.,
ranking Republican cn the House W ays
and Means Committee, who backs the
proposal. Possibly, Congress will come
to sec less political mileage in boasting
of tax cuts id a skeptical population
aware that inflation has already pushed
up taxes. As former New York Senator
Janies Buckley, a long-time supporter
of indexing, told a recent Senate hear-
ing: “Thereis no tax teform thatis inure
important to achieve, easier to accom-
plish and fairer in its impact than in-
come tax indexation.” If Congress
begins to think like, that, the Stealthy
Bracket Creeper could Leconte an en-
dangered sjiecies. end

MreyJU\E 15851



t‘P']",-u.’U.cinrl » s 3 ow / % * w UaAUNS»*CTHASr<V»/™X . ar-u. I sxijCjulvawidS1MoVI2eEknd* Audho, .<wCix 1

Chapter [

oflation and the Individual Incom e
T ax Introduction to th e
iIss yes— FindlInps and

R ©c © nrom e nd also n s

INTRODUCTION

The United States s aurrently experiencing its
most prolonged, savere inflation in the kst quarter
certury. Indeed, since 1972, the Consumer Price
Index (CPI) has rism by an average of 9.6 peroent
amually— a clear departure from the historically
mild 2-3 percent forthe U.S. since 1990. Moreover,
talcs of inflatian vwell above the historical average
arc expected to omtinwe, at lesst for the next fiveor
six years. Doth the Congressional Budget Office
(CBO) and the Presidant project an increase in the
Gross National Product (GNP) mplicit price de-
flator of somewhat over 6 percent in 1977 and an
average annual increese of 5-6 percent over tte
period J377-81.

Jhere are saveral undesirablle economic effects of
such asustained, high rale of increase in the gereral
price leel. One of the most important of these ef~
fects, and one which isgainingan increasingamount
ofattertion from econamists and policymakers atdl
leels of govermment, s tre distorting effect on the
personal tax burden which results from the interplay
of inflatiacn and any progressive individial income
P

When most of trecurrentt U.S. Internal Revenue
Code provisias were enacted, inflation was not a
serious problem. As a result, most major tax code
provisions arc gpecified In nominal  dollar
amounts —eg., lax bradket boundaries, exclusias,
exemptions, the standard deduction maximum, the
Jow-income allonance, and various other deductions
or aedits, such as the chilld care expense deduction

I, ni s"V'TTirypsixrc = T Tr-. e
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and the per cepitacradit in 19/5.  Inflatian, honever,

decreases the real value of these exemptiions, deduc-
tas, and aadits tret arc eecified in foed dollar
amounts, causing taxable income to rise more
rapidly then total income. In addition, since the tax
rate brackets are slated in fixed dollar incomes, the
increase In taxablle income— regardless of whether
there i an inoreese I raal income— s subject ©
taxation at higher marginal rates.2 It isthe impact of
inflaticnon individlal income taxes because of these
problems that is considered in this report.

BN Phses N

Inflatian interacts with a progressive  individlal
income tax to distort real tax buidens in two ways.
Arst, T a taxqayer’ nominal (money) income in-
creases, the share of income paid as tax risss even
though ticic may be no increese- or even a
cecline- in raal income or purchasing power. Sec-
ond, the response of the tax structure to changing
real income lsasymetric: ifnominal income iscon-
stait so ttet real income Rk by the Inflatiion rate,
income taxes do not Hll o reflect this taxpayer’s
declire In purchesing power. In dort, infladon
causes individal income tax burdens forany given
real income 1O incresse.

The effects ofan assumed 6 percent inflation on
both Federal and stale income taxes for famil"eswith
differirgmoney incame changes aredemonstrated in
Table 1-1. One sees that iFa familys income in-
creases affficiely to just offsst the increase In
pricss, income taxes claim a larger share of trat
constant raal inepme— gereratiing adecrease in dis-
posable real incare. Similarly, ifthisfamily receives
no increase inmoney income, raal income declines
by 6 peroent, but this family’s income tax libility
does not &l 1o reflect this fact. Firally, even ifte
familymanages again inincome more than enough lo
offsst the inflatian, income taxes rise in response o
the growth of nominal income rather than real in-
come and thus erode the real income gain.

SCOPE OF THE STUDY

This study foouses on the increasess in real indi-
vidal income tax lishilities that result from tho re-
duction in tre raal value of tax exemptions, deduc-
tas, adits, and rate brackets due ig inflation. Its
important to note that there are several other Issues
regarding the effects of inflaticn and income growth
on individual income taxes that arc not included in
this rport. v

It Ban inheret tait of any progressive tax, a
trait which has been historically recognized and

Tshla 11

INDIVIDUAL. INCOME TAXES FOR VARIOUS CHANGES INFAMILY INCOME,
ACTUAL AND INDEXED 1S75 TAX LAWS

FEDERAL

Indexed 11)75 Law

STATE1

Actual 1975 Law

Indexed 1975 Law

Actual 1975 law
Percent
KumInaf Growth of |Income Effective
Income Income Tax ~ finlc
1975
Families A. B,
and C $12,000 $1009 9.00%
197G- After
C percent
Inflation
Family A 12,000 0 1089 9.0C
Family B 12,72.0 C% . 1201 9.4-1
Family C 13,4-10 12 1321 9.03
eNew York

Income

$1018

Effective Income Effective Income Efﬁﬁve
Tax” dele Tax” Rate Tex ~
$305 2.5-1%
0.40% 305 2.54 $204 2.37%
1155 «9.00 341 2.68 323 2.54
1205 941 379 2.02 359 2.C7

<" arxocooplo with two " Tatiiits, fitincome isvovjos and salaries of one spouse, join! retum dairting the standard deduction.

Calaulated as [1.00) x 1075 tax on (nomiral income)]

1,0
Source: ACIH sdll.



applauded, trat lax revenueswilll increase more then
proportioately to increeses in incame. Thils concept
of “revenue elasticity* has been supported both be-
cause it provides revenue 1o governments to meet
rising demand for public services and because ten-
hances the hult-in, macroeconomic, stabilizirg In-
fluence of tre tax. Any progressive individal in-
come lax will provide greater percentage revenue
increases then income  incresses regardless of
whether the rie in incomes occurs as the result of
real Increases inoutput or from indataon.

REAL VERSUS INFLATION GROWTH

There arcseveral important reasons why the elas-
ticity of income taxes with respect to raal growth
must be differentiated from the clastic response of
revenue to inflation-induced increases In incame.

Airst, raal economic growth inthe U.S. Isacon-
tiruirg, long-term feature that has been anticipated.
Thus, income tax elesticity with respect to that real
growth must also be an expected impact of the use of
progressive incone taes. However, we have al-
ready noted that the inflation rates of the kst several
years have few parallels in U.S. economic history,
leading 1o tho plasible interpretation that substan-
tH=l real income tax growth due to inflation was not
eplicitly intended.

Second, there B a fundamenital difference be-
tween inflatio+induoed and real growth-induced in-
come tax elssticity, it lesst from the viewpoint of
tapayers. With raal increeses in income, taxpayers
have greater after-tax purchasing power— they arc
wealthier— and tints adjust tlidr consumption de-
mands, including the demand for public services. If
the desire lor pblic services also tscs more then
proportioately toan increese In leal income, as B
likely foral lesstsome public services, then revenue
elasticity provides the funds to satisfy these de-
mands. However, when income changes occur
simultaneocuslly with gereral price-leel incresses,
taxpayers arc not recessarilly made any ““better”
ofF- ad, infat, after-tax raal income may declire.
In dort, incone taxes and the giowth of tax
lchilities under an ““ability-topay* concept must
respond 1o real purchasing power and not nominal
incames.

Therefore, farany progressive indjvidual income
tax, theelssticity of revenue with respect to both real
income grovth and inflation isgreater than one. The
concem I tis regpot-and the doject of
indexatiot the component of income tax growth
that occurs because of inflaticn and & more than

proportionate totte increase inthe price leel. While
it s possible to make a case for income taxes of
unitary elssticitywith respect tall income growth,
the response of income taxes 1o inflation s In large
measure anew isSe due to the aurrentt, historically
high rates of inflain. Accordingly, this study
examines () tre inpact of inflatian in incressing real
income tax burdens inespective of the amount of
real economic growth and (@ indexation as a
mechanism to sstautomatical ly the elasticity of in-
come taxes with respect to inflation equal to one
(without alterirg income tax elssticity with respect
to raal income groath).

PROPERTY INCOME

The scope of this report isfurther limited toonly a
portion of the inflatian impact on irdividual income
taes. Jecifially, we exclude the issues of the
proper definition of property income. OF particular
importance are pital gains and interest income.

Airst, a cpital gain (or loss) for income tax pur-
poses s defined o be the difference between the
purchase and sales price of an asst. I the gereral
price leel has increased during the period the assst
isheld, only aportiot ifany— orthegain invalue of
the as=t B ral. Therefore, taxpayers incur an in-
crease intaxable income from the cpital gaingreater
than the increese in the real value of the asset.

Second, depending upon the degree lowhich an
inflation isaticipated by lenders and borroners of
money, nominal interest rates adjust o correct for
inflation. Thus, ifthe iInflation s fully antdcipated,
lenders may receive and borrowers pay an interest
rate that can be thought of in two parts: real interest
representing the retum or cost of the lcen and an
interest adjustment for inflation which sernves tojust
mairtain the real value of the laen (the prircipal).

This inflatian response of interest rates would
pose no probllem ifinterest income were not taxable
and iInterest payments were not tax deductible.
However, since interest income s taxable, lenders
must pay tax on die inflation adjustmertt component
cf interest which reduces the real after-lax rale of
retum. In fact, since the inflatian component of an
interest payment sdesigned lokeep the teal value of
the principal Intect, taxation of thet interest income
can be thoughtt ofas a tax on cgpital . For borrovers
who can deduct interest payments, deduction ol the
inflation interest component means he or she pays a
loner real rate of interest than intended (the real
market rate). Deduction of the inflatian component
of interest can N fact reduce the borrower’s repay-



nerit below the original amount bor rowed.

These problems arise inrespective of the degree of
progressivity of the tax; in fact these problems exist
even iTthe taxwere proportiomal or regressive. Con-
sequently, these issues are not solved by Indexation
of exemptions, aedits, the standard deduction, and
tax rate bradkets. The inflation effect on the tax
treatment of cpital gairs, Interest, and debt arises
not only because the tax structure may leed o an
inflation-induced increese in =", but also because
the definitionof income does not al low for the impact
of inflation. OF course, even ifthe definition of these
types of income were conrected, the structure effects
with a pragressive income lax remain.

This report isconcermed only with the increese in
effective income tax rates that occurs because of the
interaction of inflabiion with the structure of the In-
come tax and not with the definitian of properly
income. This limitation ran be made because of the
very different and separatenature of these infladat-
incomc tax isses. Airst, the property income isse
exists not onlly for tte. individial income tax, butalso
for the corporate income tax. As such, itcan better
be examined as an integral part of broader discus-
sios regarding revisios ih accounting standards
and practices. Second, from a policy standpoint, the
adjustment of tre tax structure for inflataon can be
proper ly viewed as a prerequisite o the isse of the
cefinfdan of income siince the lax structure, problems
impact on i income. Third, as a practical natter,
the Inflation impact and correctionwe arc examining
in this report relates towages and salaries—- a com-
ponent which accounts for the bulk (83.5%) of the
Federal tax base— Adjusted Gross Income (AGL).
In contrast, interest income was 3.7 percent and
sales of cgpital ass=ts 2.3 percent of AGIL .3

Accordingly, the remaining sections of thischap-
terhighlight the inplications ofonly the tax structure
problems in an inflaticary period and the advan-
tages and disadvarttages of indexing personal exemp-—-
tias, major foxad-cllar deductions and the tax rate
brackets of progressive individal income taxes.

POLICY IMPLICATIONS

Clearly, one effect of (lie interaction of inflatiin
and a progressive income tax sto increase the real
income tax burdens of taxpayers. Moreover, since
both inflation and iits income tax effects do not im-
pinge equally on dl taqgayers, the lagislated dis-
tribution of income lax burdens isaltered. Because
inflatingenerates incresses inindividial income "ax
lhilities, inflation also provides an automatic in-

crease In income tax revenue to any government
using a progressive incone tax.

Although these autaratic, real revenue Increases
gererated by inflaticnarc only potential gains (e,
they can be eliminated by enacting tax reductios),
one school of thoughtargues that they bias the polita-
cl process in favor of a larger public sector than
otherwise would be lagislated. This can occur for
eitheror hot Boftwo reesos: () individials may not
perceive this automatic increese in taxes from infla-
tion because it docs not resukt from lengthy and
cetailed public debate of the type th“l surrounds
legislated tax danges, and/or @) irdis . kels canriot
essily pinpoint a partiaular public offical who ksa
source of the tax Inorease upon whom they can im-
pose a plitical peralty for the tax hike.

In addition, the inflatioersaral income &x in-
teraction will affect intergovermental fisal rela-
tias since bl inpact differentiallyon the various
leels ofgovermment. Thus, the level ofgovermment
for which these automatic tax incresses arc larger
can be favored by inflation. Altermatively, any move
to foree Iggislative action or accounttzbi lity for these
real tax increases might cause greater fisal stress at
one leel ofgovernment than ancther. F.achoftice
issues- -tte inflaticnand income tax effectson irdi-
vidal taes, and te faimess of the system on
public revenues, poblic sector grovth, and inter—
govermmental fizal relatios- sconsidered insub-
sequent chapters of this rport.

POLieY ALTERNATIVES

INDEXATION

Recognizing tret inflation does have the effect of
incressing real irdividlal income tax burdens, marry
individuals have sugpested, and some govermments
have implemented, aprocedure to index progressive
individial income taxes lo elimirate automatic tax
increases due lo inflation. The procedure stoadjust
rate brackets, poison-.1exemptions, deductions, and
credits for.changes ntregereral price leel’ These
adjustments mitigate teeeffects of inflation thet arc
gererated through e income tax structure. Whille
Tull indexation would thus mairntain a constant real
individial income tax burden on a constat real in-
come, this tye, of indexing, while only partial, Ba
step in e directian. From the point of view of a
govermment, ““foi an indexed (individial income 1)
system, tte elssticity of revenues with respect o
price inflabtion sBoe."™

Again refarig o Table 1-1, one can see how
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indexation of tre individal income tax would affect
tax lcbilites. Under an indexed system, those
Tamilies whose income pains just offset inflation
"would incur no change in effective lax rate. How-
ever, it salwo inportant to note that the nominal
amount of income tax paid by such fanilies docs
increese; taxes increese by tike inflation rateand thus
continue as a constant share of income. Simillarly,
those families whose income gains outpace inflatian
woulld experience a sraller increase in income tax
lichiliies with Indexation than under current law,
although the effective income tax rate now would
rise in response lo the gain in raal income. Firally,
those families who experience no increase in nomi-
ral income woulld have both the lax lichilityand the
effective rate reduced by indeation. Inthatway, the
declire in real digooseble, income for such families
would be reduced.

Itshould be recognized thaet some features of indi-
vidual income taxes arc already, ineffect, indexed.
All deductions, exenptions, and addits tret are
measured in curret dollars (such as the itemized
deductions) orasapercentage of income (suchasthe
standard deduction below the maximum) are au-
tomatical ly adjusted for inflation by their cefiniGan.

A number of other countriies have adopted income
tax indeation, including France, the Netherlands,
and Canada. Since indexation was introduced n
Canada in 1974, the rate biaekets and personal
exemptions have been adjusted upward annually by
the previous year’s inflation rate. Because, the Cana-
dian experience Bperhaps most releatt tothe U.S.,
it is considered ndetail in Chapter V1.
DISCLOSURE OF THE "INFLATION TAX"

While recognizing thet inflation impacts on the
individlal income lax, some individuals would not
go so faras lo advocate indexation. Rather, viewing
tre. problem as a misconception or ladk of informa-
tin about tax inoresses, they propose tet the
amount of the increese in teal taxes due lo inflation
be calaulated and be publicly disclosed amually.
Whether this adjustment to the status e/ito would be
aufficient to cause elimination of the Inflation tax B
not known.

One should recognize that either indexation or
public disclosure- 1o the extent that they eliminate
te. inflation tax and trat & isnot restored by legisla-
e actio- would have effects on other economic
variables. Secifically, one must determine the po-
tetial effectsofiruleationon tre automatic stabiliz-
ing impact of the Federal personal income tax, on the

* -
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value of Federal dedlctibility cf state-local taxes,

and on the impact of state ded.ctibility of Federal

income tax lighillity. These issLes, o, arcexamined

in the course of aur consideration of the process of
indexing individlal income taxes.

A SUMMARY oF FinpiNGs
oF THE REPORT-

Several firdings relevant topublic policy delibera-
tias can be derived from this report. Before sum-
marizing these, honever, two inport mt poirnts must
be emphasized. Arst, the issie of n" .ation-induced.
progressive personal income tax increases dealswith
the rise in effective income tax rates due o a t&ax
incresse In naminal dollars. Persomal income tax
increases in naminal dollars which cither are just
proportionate to inflation and/or which result from
real income growth arc not of concem inthis rgort.
Second, the barefits end costs of persomal income
tax indexation arc directly related lo tre rate of infla-
. Thus, one’s view of the desirability (or unde-
sirahility) of indexation depends in large part on the
inflation rate.

The major firdirngs of this report are as follons:

FISCAL ACCO UIITARIUTY

o Inflation internets with an. progressive indi-
vidual income tax to generate inn eases in tax
revenue more than proportionate to tli ?rate of
inflation. These increases occur with practi-
cally no public debate or disclosure of thefact.
Although progressive income taxes also
edhibit dlssticity with respect to real income
growth, that property i interent ina progres-
sive tax and can be considered intended. Since
recent inflation rates and those projected for
the immediate future arcvell above the histor-
ial aerage, the automatic increase In aggre -
ate, effective, persomal income tax rates due
o inflaban Ba sighificantly new and differant
ISSE.

TAX EQUITY

o Amoup the different taxpayers, the inflation
induced increases' in personal income taxes
without legislated tax cats are arbitrary. They
depend on differences among taxpayers as to
family size, led of gross incane, type of In-
come receivad, and the degree to which the
various dollar limitatias in the lax code affect
tax lehilities.
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© Inflation is especially hard on low-income increases, ir, 1 e absence of indexation and

families andallfamilies with many dependents

because it erodes the value of personal ex-

emptions, the low-income allowance, the

maximum limit of the standard deduction and
per capita credits. After one year of 7 percent
inflaticn, the value (ih constant dollars) of a
$750 persoal exemption falk t $01, te
$1,600 low income allonance falks © $1.-1%,
the $2,600 maximum standard deduction for
married persons fallsto$2,430. The income tax
impact of the declire in the real value of per-
sonal exemptions incresses with Tamily siz.

The relative increase intax licbility because of
the effect of inflatin on al) these variables will
be greater for lower incane, taxpayers (With the
exception that those with very low income may

still owe no tax even after inflation erodes the
value of these tax features).

On the average, increases in tax liabilities due
to the inflation erosion ofincome tax brackets
will he greater for taxpayers in the upper in-
come range where brackets are narrow and the
rise in tax rates hetween brackets is fastest.
For the Federal personal income tax, this oc-
curs in the $28,000 t© $200,000 income range.

The middlc-incomc taxpayers, those with in-
come between 1,10,000 and S1S,000, incur the
smallest decline in real, after-lax pm chasing
power due to the injlation-income tax in-
ter/day. This occurs because the exemption-
credjl-deduction effect diminishes In impor-
tance foster than the bradket effect grows n
importance,

On balance, thefour major tax cuts enacted
since 1960 have introduced a greater element
of/uogressivity into the in‘'omc lax structure
than would have been the case under an in-
dexed system. This inference can he dramn
from the fact tret classes of taxpayers below
$25,000¢ereral ly have lower 1975 effective tax
rates than they would have had ifthe 1960 law
had been indexed and no other changes had
been made. Taxpayers with incomes above
$200,000tikohad loner 1975 effective tax rates
than they would have had under an indexed

system.

o0 Doth the magnitude and the differential im-
pacts of the inflation-induced individual tax

enacted tax curs, can be substantial. For
example, after Ine years ol "7 peroent inflatian,
the inflation-induced tax increase in the fifth
year 3352 faran average fani lywith constant
real income cf$6,000, S602 fora teal income of
$15,000. and S1,743 for a real income of
$30,000. From another viewpoint, the de-
creases in raal disposable income over this
five-year periad for families with these raal In-
comes arc: $6.000 income— a .$M9 or 7.4 per-
ot decrease in disposal  leoc, $15,000
income— a$200r a3.1percant decrease, and
$30,000 incame— a SI1,235 or 4.9 percent de-
clire. Y%

PUBLIC SECTOn GROWTH

© Assuming amual 6 percent inflatian, annual 6
percent real income growth, and no discretian-
ary lax code changes from 1976 on:

CcO The inflation-induced real increase (thol is
the increase which would be more than pro-
portionate to inflation) in federal personal
income taxtrvenne would be about S6 billion

« in 197/ (3.7Tr ofincome taxes) and about S50
billion in 19X0(14.4% ofincome taxes). 1liese
are the amounts of the automatic Increese in
income taxes that would be eliminated by lax
indeation.

©0 The inflation-induced teal increase in per-

sonal income tax revenuefor u hypothetical
“average state" lunder the above assump-
tions and assuming a state personal income
tax elasticity equalling 1.65) would be about
S 15 million or 3 percent of income tax after
oneyear andabout S 140 million or 14 percent
ofincome lax after five years. Again, these
are the anounts of the automatic increese in
income tax ttat would be eliminated by tax
indeation. Any given stale’s situataan will
,vary from this piojoction depending on s
- income tax elasticity, the nominal .amount of
income lax revenue, and the state™s reliace
oh the incame tax in itstotal revenue picture.

© Since few lore,| governments utilize progres-

sive .personal income taxes, the inflation im-
port is not significant ol the local level. Impor-
tant exceptions o this gererality arc: local
Jurigdictios inMaryland where the lacal irdi-
vidial iIncome tax isa peroent of (e state in-



come lax; New York City which lias a pro-
gressive individual income tax and allows per-
sonal exemptions specified in fixed dollars; and
the District of Columbia which has a progres-
sive individual income tax.

0 /lj the past, at the Federal lewel, discretionary
tax cats have more than offset the automatic,
inflation-induced real increase ofpersonal in-
come taxes. Indeed, the four major Federal
income tax cuts since 1960—justified largely
for economic stabilization purposes—resulted
inlowerincome taxes in 1975 than would have
existed had indexation been adopted in 1960
with no subsequent tax changes. However,
these Federal lax cuts have not fully eliminated
the effects of inflation on aggregate income
taxes since 1965.

¢ Most stales have not ait their income tax rates
so os to reduce the inflation impact on their
revenues. From 1966 to 1973, stale discretion-
ary action in the aggicgate served to increase
income taxes beyond the impact of income
growth and inflation. Since 1973, most slates
have not raised their tales but have relied on
inflation's impact on their revenue lo maintain
their public .service levels.

¢ Us iiipthe economic projection ofthe Congres-
sional budget Office— average annual total
income growth of 10 pen cut including about a
6 pci cent average annual inflation rate— the
average annual increases iIn aggregate state
income tax ievenin® will he about, id percent
from 1977 lo 1VSO with indexation; am! about
16.5 percent without indexation. In contrast,
actual aggregate stale individual income tax
revenue inctcased at an average annua! late of
about 15.5 percent from 1971 to 1975.

irlTCriGOVERNMEMTAL FISCAL
EFFECTS

Without Indexation

In the absence of indexation, the interaction of
substantial inflation with progressive income laxc .is
likely to ptoducc the following intergovernmental

fiscal effects:
L

a OT the revenue systems of the three lewvels of
government, the Federal sector lias the

greatest capacity lo automatically realize the
revenues which accrue as injlation generates
nominal increases on various tax hoses, 'flic
Federal government makes relatively intensive
use of the progressive personal income tax,
Federal collections account for about 85 per-
cent of all individual income taxes.

State governments hove the second greatest
ability lo realize inflation-generated tax rev-
enues. Slatesrely more heavily on progressive
personal income taxation than do localjurisdic-
tions.

On the cx;tenditurc side, local governments
tend to be more “inflation prone" than the
other sectors (Federal, state, private) if the
economy. Local government services arc. rela-
tively most labor intensive (e.g., teaching,
health).

The capability of the Federal government to
continue mspast (1900-75) record of returning
the “inflation tax" revenues in the form of
enacted tax reductions will continue for the
foreseeable future unless Congress decides to
underwrite a major new initiative such as a
national health plan. Although this capability
isa function of national economic stability and
the political alignment, both of which can be.
difficult to piedict, CBO projections neverthe-
less indicate that during the next five years the
Federal government will have the fiscal capac-
ity to enact lax reductions and still reduce the
size of its budget deficit in the absence ofmajor
new expenditure commitments.

The 16 states which permit their residents to
deduct their Federal income tax liability iIn
computing the state income tax will experi-
ence, daring an inflation, o lower growth of
revenues tium would otherwise occur. As infla-
tion induces Federal personal income tax in-
creases that are proportionately greater than
inflation, these higher liabilities will eiode
these states’ income tax base.

Suites which "piggyback' their state intome
tax on the Fcdeial income tax (stole lax liabil-
ity iscomputed as a set percentage of Federal
liability) are likely tofind a roller-coaster efjei t
on their income tax revenues. Theit tax eollcc-



tions will automatically rise with inflation due
to the inflation responsiveness of the Federal
income lax. If Congress follows past practice,
however, (asisplausible) and enacts tax cuts
to offset the inflation-generated, real income
tax increases, the piggyback states will experi-
ence declines in their tax revenues (fora given
tax rate). At the very least, the “piggyback"
states will experience uncertainty of revenues
with inflation.

Mo: . Isidleand local neverntncnis will he in too
weal, a Jiscal position to enact tax reductions
during the nextfew years. State and local gov-
ernments do not, in general, have highly
inflation-responsive lax structures. Some state
governments and many local governments
have been forced to restrict or even reduce the
quality and scope of their services in the last
few years. Unlike the Federal government,
they cannot engage in extended deficit financ-
ing to Inidgc theircurrent cxpendiltirc-ievenue
gap. Accordingly, in the next two-three years,
new slate and local expenditures may be
needed just to maintain past (e.g., 1972) pro-
gram scivice lewis.

- The inflation-personal income lax interaction
will slightly reduce the net resident burden of
stole and load loses. 'l his interesting and ben-
eficial twist for state-local jurisdictions results
from the fact that the major state and local
taxes ate. deductible, when a taxpayer itemizes
deductions on las or her Federal income tax.
The reduced “cust” of stair-local taxes thus
occurs as inflation pushes taxpayers into
higher Federal tax t; le brackets and, as a re-
sult,increases the dollar value of the state-local

forced periodically to enact discretionary tax
increases in the absence of the huilt-in, ““in-
flation tax” increases which now occur. This
does not necessarily mean that, on net, Federal
taxes will be higher over time—only that
periodic tax increases which would he neces-
sary would result from discretionary Congres-

sional action.

State and local governments would find that
tlicirresidents experience a rise in the net bur-
den ofstale-local taxes relative to what other-
wise would occur beenuse of the reduction in
the dollar value o fthe state-local tux deduction
on the Federal income tax return. Federal tax
indexation would permit taxpayers with con-
stant real incomes to avoid being moved into
higher tax rate brackets where the dollar value
of the stale-local tax deduction on the Federal
tax return is slightly increased.

States which permit the deductibility of Fed-
eral tax liability against their state income
taxes would experience o slight increase in the
revenue productivity of their taxes as Federal
tax liabilities have the automatic *“ inflation
tax' *component eliminated.

i"iggybnch income tax states would, just as the
Federal government, lose the revenues once
generated by the “inflation tax."" Federal in-
dexation might reduce to some extent, the
fiscal uncertainly these states now experience,
asaconsequence ofthe possible pciindie Con-
gressional ieductions in the Federal personal
income tax.

fda'o kxlcw.fiyn (In Addition

tax deduction.
lo toe. Foclcrel)

If the states as well as the Federal government
index the imlividt “income tax, the following fiscal
effects are likely to occur:

VViflt Fctlci.'d Indexation

With the indexation of the Federal individual in-
come lax, the following inlergoveiomental effects

are likely fo occur: (« in general, state income tax indexation could

be expected to increase stale-local Jiscal ten-
sions. because state governments have limit d
ability to incur deficits to finance cuttent
cxpenditurc-rcvenue gaps and because tinii
long-run budget situation is at best one ofbal-
ance or slignt surplus, indexation at the slate
level would mean either reduction in the rate of
expenditure growth and/or the likelihood of

0 The T"ederal government would txgcricncc re-
ducedJlcxihiiity inthe enactment ofincome tax
cats. The “reduced flexibility” is likely lo af-
fect both the frequency and the amount of tax
cuts during the next few years.

< Dependingon the >ei/mremcnts ofstabilization
policy, the ledetal government might be
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more tax increases titan would be the case in
tlic absence of indexation.

o The degree offiscal stress due to indexation
would vary among states depending on the ex-
tent to which they rely on progressive personal
income taxation. In general, jurisdictions
which have a high reliance on the personal,
income tax would experience the most fiscal
straindue to indexation. But some stales which
have rapidly gro\Vingeconomic bases (e.g., the
“energy rich" states) may well be able to af-
ford indexation and still be able to increase the
scopeand quality of theirpublic services or cut
taxes.

o0 To the extent (hat indexation would reduce the
fiscal flexibility of certain slates, local gov-
ernments in these stales wouldttlso experience
financial strain if the slates become more re-
luctant lo increase stale to local aid (e.g., for
property tax relief) nndlor take over certain
localfiscal lexpansibilities (c.g-, schooljiiuinc-
ing). Over the last 70 years, state aid as a per-
cent of local general revenue has risen from '12
to 69 pcicent.

OTHER INDEXATION ISSUED

¢ Indexation is not likely lo alter the huilt-in,
economic stabilizing influence of the Federal
individual income taw The response ofincome
taxes to changes in teal national income would
remain under indexation. Any indexation im-
pact on the built-in stabilizer would depend
somewhat on how the index is determined.

o Ifunions or individuals luugirnfor wage levels
high enough to maintain reid after-tax pur-
chasing fiowcr, then indexation would reduce
pressure for wage increases. Indeed, the se-
vere inflation (about 15 per year) in Australia
has prompted the labor unions in that country
to “bargain" for teal wage increases by urging
income lax indexation as a means to protect
automatically at least part of wage pains
negotiated at the bargaining table.

FOnniCirf EXPERIENCE

0 Several other countries have already adopted
some Form oj indexing their individual income
tax. These countries include Canada, the

tuzZ & £ & ilzJ*L \y+u
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Netherlands, France, Luxembourg, Den-
mark, Israel, Brazil, and Chile.

* Canada uses a partial tax indexation scheme
similar lo llie type discussal in this report.
Under the Canadian approach, which tool; ef-
fect in 197*1, the personal exemptions and the
tax rate brackets ate adjusted upward annually
by the rate of change in the Consumer Price
Index for the yearending in the previous Sep
tecmbcr. As a result, the Canadians have ad-
justed these two features by 6.6 percent for
1974,10.1 percent for 1975, and Iy 11.3 percent
for 1976. 1*

i

FEDERAL RECOMMENDATIONS

In the light of the foregoing findings, the Commis-
sion adopted recommendations for dealing with the
impact of inflation on individual income tax struc-
tures at both the l-cdcral and stale government
levels.

FULL DISCLOSURE AND ANNUAL INDEXATION
OF THE FEDERAL INDIVIDUAL INCOME TAX

The Commission recognizes that inflation induces
increases in real income tax revenue and introduces
distortions in interpersonal tax equity. The. Commis-
sion is persuaded that taxpayers may not readily
perceive the automatic, real tax increase that occurs
from the inflation-personal income lax interplay.
Therefore, the Commission recur,intends, in the in-
fcrest of complete publicinformation, that the amount
of the intlatioti-inrhieerl, Federal real personal income
tax increase be calculated and publicized fur each tax
year.

While a full disclosure policy is a desirable first
step, the Commission also believes that effective,
personal income tax rates should only be increased
by oven Congressional action and should not be an
nut: rnatic consequence of inflation. Therefore, the
Commission (mllier recommends that the Congiess
give early and fawnable consideration to indexa-
tion— the annual adjustment of the personal ext mp-
tion.s, the low-incomeallowance, the maximum limit of
(hestandard deduction,any percapita credits, and the
(\ax rate brackets ofllie Federal imlhidue.l income fax
by the rate of increase in the general price level.-

Five major considerations prompted the Advi-

*Mr. Cannon abstained feint (Iie vole on this reaniitieint.iliun.

XEr.2*T



sory Commission to recommend that tlic Congress
index the Federal individual income tax.*

Fiscal Accountability: Indexation is needed to
insure that higher, effective income tax rales are
the product of overt legislative action rather than
flic automatic consequence of inflation.

Tax Equity; The maintenance of tax equity re-
quires that increases in tax liability be based on
real rather than nominal income.

PublicSector Growth: Without indexation, there,
is a bias in favor of an expanded public sector
because inflation automatically pushes taxpayers
into higher tax brackets with the consequent im-
legislaled increase in governmental revenues.

Fiscal Imbalance: In the absence of indexation,
inflation aggravates intergovernmental fiscal im-
balance. because the Federal government is the
primary collector of the “inflation tax.”

Current Inflation Rales: The significance of the
above considerations takes on increased impor-
tance in these times when inflation is well above
historic rates.

STATE RECOMMENDATIONS

The policy implications of state income lax in-
dexation differ from the Federal in two important
respects. First, state governments face budgetary
constraints and economic pressures which are fun-
damentally cliffcienl from the national government
(e.g., limits 0Ll deficit financing, special vulnerability
of expenditures to inflation).

Second, statements about the effects of indexa-
tion on stale income taxes arc less subject to
generalization due to the fact that there are 3'J differ-
ent broad-based, state income taxes with varying
degrees of .piogressivity ami relative quantitative
importance.

FULL DISCLOSURE AND ANNUAL INDEXATION
OF STATE INDIVIDUAL INCOLT; TAX

The Commission recognizes that inflation induces
increases in real income tax revenue and introduces
distortions in intcrpcisonal tax equity. The Commis-
sion is persuaded that taxpayers may not readily

*Tl.c @r»> an.1 cun aijnincitVilinii foi the Commission®™s policy
rvemnmi "ml.iInms mi indexation i,picsmli’il in detail inAppen-
dix 1.
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perceive the automatic, real tax increase that occurs
from the inflation-personal income tax interplay.
Therefore, the Commission recommends, in the in-
terest of complete public information, that governors
have sin estimate made of the amonnt of the intlation-
indum | state personal income tax increase and pub-
licize the estimate for each fax year.

While a full disclosure policy is a desirable first
step, the Commission also believes that effective
personal income lax rates should be increased only
by overt state legislative action an "should not bean
automatic consequence of inflation.-The Commission
recommends, therefore, that all states give early and
favorable consideration to mutual indexation of
exemptions, deductions, percapita tax credits, and tax
rate brackets. The Commission believes that the need
for this remedial action is especially apparent for
those slate.’; that combine n highly progiessivc, income
tax rate structure with heavy reliance on the tax.

The same major considerations—fiscal account-
ability, lax equity, public sector growth—-that
prompted the Advisory Commission to recommend
the indexation ofthe Federal income tax also sup-
port indexation of the stale personal income tax.

Over the last 15 or 20 years, many states have
moved strongly lo make balanced use of various
Icvenue sources iwloding paiticuknly the personal
income tax. Thirjy-ninc states now use progressive
individual income taxes that provide, on average, a
substantial portion of own-souivc state revenue. As
a result, state revenue systems now generally enjoy
higher- elasticity—that is strong,ci growlii re-
sponsiveness— (h:in ever before. There s little
doubt that the inflation-induced leal increases in in-
come tax revenue encouraged the states to make
greater use ofincome taxes. Now that these progres-
sive, stale personal income taxes are established,
however, further automatic real increases due to
inflation should r.ot he tolerated.

With indexation, the distortions in interpersonal
tax equity that arcintroduced by inflation interacting
with progressive state income taxes would be largely
eliminated. Furthermore, suites would still enjoy
substantial, income tux elasticity from the income
lax response, to real economic growth. Indeed, the
evidence suggests that, with indexation, aggregate
stale personal income lax collections can increase
over the next fouryears atabout 13percent annually.
Thisisonly 2.5 percentage points less than the actual
annua! revenue growth between 1971 and 1975—a
pciiod of significant legislative action to raise taxes.
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Although stale individual income tax collections
approximate only 20 percent of Federal collections
from this source, this average obscures the heavy
reliance certain states make of this lax instrument.
While Ohio and Louisianaincome tax yields arc only
about 7 percent of the Federal, Minnesota and Wis-

Footnotos

Progressive lieic refers to the shaic of income paid as tax. An
individual income tax may he progressive even ifthe tate struc—
ture is proportion;:!; exemptions, deductions, and credits can
cause the effective lax rate to increase with income.

Aiven ifa taxpayer . not forced into a higher bracket, a larger
pioportion of His income is subject lo taxation at the highest
marginal rate applicable.

Anternal Revenue Service, statistics of Income— 1971. Indi—
vidual Income Tax P.cttnns, Washington, 15.CL, 1973.

4The choice of the pioper index to reflect changes in the general

consin income lax yields are 41 and 38 percent, re-
spectively, of Federal collections. Jn states where a
highly progressive rate structure is combined with
heavy reliance on the income tax, the impact of
inflation on the state's income tax collections can he
substantial.

price level for income tax adjustment purposes is not a trivial
question. While many nations have opted lo use their equivalent
ofthe Consumer Price Index (CPI), this isnot universal and may
not be best. One desires toadjust lor changes inthegeneral price
level and not for ch-.ntvs in the relative prices of different goods
only. Some Imv, ..d that a better index for tax indexation iso.
national income senator because rational income conics close to
the income lax base. For more on this issue, sec l-dsvard F.

Denison, “Price Series for Indexation of the Income "lax Sys-
tcm," paper presented at the Conference of Inflation anil the
Income Tax System. "lThe Itrooliinjs Institution. October 1975.
J. K. Alien[13. A. Dodge. S. N. Poddar, ““Indexing the Personal

Income Tax: A Federal Perspective,””cttiw tliun Tux Journal,

July-August 197-1, p. .



April 30, 1979

The Honorable Russ Meekins
Chairman, House Finance Committee
Alaska State Legislature

Pouch V

Juneau, AK 99811

Dear Mr, Meekins:
HOUSE BILL 471

House B ill 471, an Act relating to resident hire tax credit, was introduced
in the House on April 19, 1979 and was referred to the House Finance
Committee.

For the consideration of the House Finance Committee, | am enclosing a
copy of a Fiscal Note prepared by Mr. N. David Ziemer, Chief, Audit
Services, Department of Revenue, concerning the proposed legislation.

Sincerely,

R. D. Stevenson
Special Assistant

Enclosure

cc: Thomas K. W illiams, Commissioner
Department of Revenue

Gary L. Jenkins, Director
Audit Division
Department of Revenue

N. David Ziemer, Chief
Audit Services
Department of Revenue

04-D2LH



THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE

FISCAL NOTE

: Eﬁ?HeEs%lTution No. Hog\se Bi\l No. 470 .. ..
itle An Act re atln% {0 TESTUEMt MITE tax CreuTt
Requested oy House Finance Tommittee Date 4

Il FISCAL DFTAl(li
P|‘90e nrC mACfaFeCtgr E?g ggtfe Services
Budget Requet\(JnitZS; A%fECtEd—Audit Division

EXPENDITURES  (Thousands of Dollars)
FY® FY& FY8 FY& F8&8 kY3
5 35. 2 .

100 PERSONAL SERVICES 32 7392 431 474
N YR cTUAL
a0 88I\/IMODEITIES 3030 30 30 30
% EXW RUCTURES |
70 GRANTS T MMS. 1 Ve,

TOTAL o 375 387 422 461 504

FUNDING  (Thousands of Dollars)

PEDERAL FUs 375 37 422 461 504

OTHER (Specify)

POSITIONS
FULL TIME 1 1 1 1 1
PART TIME ~(Seasonal) 1 1 1 1 1
TEMPORARY

11 ANALYSIS (See Fiscal Note Preparation Instructions, Section I1l)

See attached memorandum to R. D. Stevenson dated 4/26/79.

: E‘rjﬁﬁgts%%%s%ﬂra fcid nggislator Narmed)

33-001  (Rev. 10/70)
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Introduced: 4/19/79
Referred: Finance

BY METCALFE,ANDERSON.BARNES,
BEIRNE,BETTISWORTH, CARNEY,
COTTEN.HAYES.HURLBERT,MARTIN,

IN THE HOUSE MONTGOMERY AND ROGERS

HOUSE BILL NO. 471

IN THE LEGISLATURE OF THE STATE OF ALASKA

ELEVENTH LEGISLATURE - FIRST SESSION

A BILL

an Act entitled: "An Act relating to resident hire tax credit: and

providing for an effective date."”

IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

Section 1. AS 43 is amended by adding a new chapter to read:
CHAPTER 27. RESIDENT HIRE TAX CREDIT.

Sec. 43.27.010. TAX CREDIT AUTHORIZED. An eligible extractive
business located in the state is entitled to a tax credit not to exceed
five percent of the wages paid to employees ofthat business. The tax
credit may beapplied to payment of any tax due to the state as aresult
of the specific business for which the tax credit is granted. The com-
missioner of revenue shall annually determine the amount of tax credit
for which a business is eligible and shall notify the eligible business
of the amount of the tax credit before March 1 of the year following the
year in which the tax credit was earned. The unused portion of a tax
credit authorized by this chapter is forfeited on December 31 of the
year following the year in which the credit was earned. If a tax for
which credit is given under this chapter produces revenue shared by a
local government, the state shall pay to an affected local government
the amount of revenue it would receive had the tax credit not been
given.

Sec. 43.27.020. APPLICATION FOR CREDIT. Application for a tax
credit under this chapter shall be made in a manner prescribed by the

department.

Sec. 43.27.030. DETERMINATION OF CREDIT. (a) The amount of the

-1- HB 471
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tax credit to which an eligible extractive business is entitled is
determined as follows:

(1) The maximum tax credit is determined by multiplying the
total wages paid to Alaska residents whc work for the business in Alaska
in nonsupervisory positions by five per cent.

(2) For each one per cent in excess of 75 per cent and not
over 90 per cent of the total work force of the business which is com-
posed of Alaska residents who work for the business in Alaska in non-
supervisory positions, the business is entitled to six and two-thirds

per cent of the maximum tax credit.

(b) If an eligible extractive business operates both inside the

state and outside the state, the operations in the state shall be segre-
gated from the operations outside the state for purposes of determina-
tioi of the tax credit.

Sec. 43.27.040. DEFINITIONS. In this chapter,

(1) "department" means the Department of Revenue;

(2) "eligible extractive business” means a business which
processes, severs, harvests, extracts or transports a natural resource
of the state and whose total work force in Alaska includes 75 per cent
or more Alaska residents in nonsupervisory positions;

(3) "nonsupervisory" means employees not employed in an
executive, administrative or professional capacity;

(4) "resident" means a person who maintains a place of resi-
dence in the state and shows by all attending circumstances that his
intent is to make Alaska his permanent residence.

Sec. 2. This Act takes effect immediately in accordance with AS 01.10.-

).

o HB 471



RECORDS
CERTIFICATION

|, the undersigned, an employee of the State of Alaska, do hereby certify
that the microfilm images on this microform are accurate reproductions
of the original records of the State of Alaska as accumulated during the
regular course of business, and that it is the established policy and practice
of this State to microfilm its records and to dispose of the original records

after microfilm reproductions have been made.

Signature of Camera Operator Date
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Introduced: 4/17/79
Referred: Finance

BY THE COMMERCE COMMITTEE

IN THE HOUSE
HOUSE BILL NO. 465
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act continuing the existence of the Board of

BE IT

*

read:

Pharmacy and amending the lawsregulating the practice
of pharmacy; and providing for an effectivedate."
ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

Section 1. AS 08.03.010(c) is amended by adding a new subsection to

(f) The following board has the termination date provided by this
subsection: Board of Pharmacy (AS 08.80.010) — June 30, 1983.

Sec. 2. AS 08.80.010 is amended to read:

Sec. 08.80.010. CREATION AND MEMBERSHIP OF BOARD OF PHARMACY.
There is created the Board of Pharmacy, composed of seven members, four
[FIVE] of whom shall be pharmacists licensed in the state who have been
actively engaged in the practice of pharmacy in the state for a period
of three years immediately preceding their appointment. Three [TWO]
shall be persons with no direct financial interest in the health care
industry. Whenever possible, the board shall include at least one
member from each judicial district.

Sec. 3. AS 08.80.020 is amended to read:

Sec. 08.80.020. TERM OF OFFICE. Members of the board are
appointed by the governor, and confirmed by the legislature in joint
session, for staggered [OVERLAPPING] terms of four [FIVE] years, or
until their successors are appointed and qualified. The terms of the
public members sh ill be staggered so that they do not [NO] expire at the

same time. An appointment to fill a vacancy is for the unexpired term.

1 HB 465
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The term of office begins on April 1 of each year.
Sec. A. AS 08.80 is amended by adding a new section to read:

Sec. 08.80.025. LIMITATION ON TERM OF SERVICE. A boardmember may
not serve more than two consecutive terms. Time served in fillin g an
unexpired vacancy of two years or less is not considered a terra.

Sec. 5. AS 08.03.010(c) is amended to read:

(c) Upon termination, each board listed in [(a) AND (b) OF] this
section shall continue in existence until June 30 of the next succeeding
year for the purpose of concluding its affairs. During this period,

termination does not reduce or otherwise lim it the powersor authority

of each board. One year after the date oftermination, a board not
continued shall cease all activities.
Sec. 6. An incumbent member does not lose membership on the board

because of the reallocation of the membership enacted by sec. 2 orsec. 3 of

this Act but appointments after the effective date of this Actmust be consis-
tent with AS 08.80.025.

* Sec. 7. AS 08.03.010(a)(7) is repealed.

* Sec. 8. This Act takes effect immediatelyin accordance with AS 01.10.-
070(c).

9o HB 465



COMMITTEE REPORT

HOUSE
FURTHER:
April 17, 1979 Date
Mr. Speaker:
The Committee on FINANCE has_had HB 465

"An Act continuing the existence of the Board of Pharmacy and amending
the ICiwWS regulating the practice of pharmacy; eff. date."

under consideration and (a majority of the committee) (the committee)
reports it back with the following recommendations:

L 1 do pass L 3 do not pass
[ 1 do pass with attached amendments(s)
3 same title
[ 1 replace with CS for [ 3 new title
and recommends

[ 1 AND attaches a "Letter of Intent” [ 1 New Fiscal Note

[ 1 report? it back without recommendation

L 1 referred to the Committee

MEMBERS SIGNING MEMBERS HAVING

DO PASS OTHER RECOMMENDATIONS:
CHAIRMAN

H 60 (Rev. 12/78)



IN THE HOUSE BY THE COMMERCE COMMITTEE
HOUSE BILL NO. 465
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act continuing the existence of the Board of
Pharmacy and amending the laws regulating the practice
of pharmacy; and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS 08.03.010(c) is amended by adding a new subsection to
read:
(f) The following hoard has the termination date provided by this
subsection: Board of Pharmacy (AS 08.80.010) — June 30, 1983
* Sec. 2. AS 08.80.010 is amended to read:
Sec. 08.80.010. CREATION AND MEMBERSHIP OF BOARD OF PHARMACY.
There is created the Board of Pharmacy, composed of seven members, four
[FIVE] of whom shall be pharmacists licensed in the state who have been
actively engaged in the practice of pharmacy in the state for a period
of three years immediately preceding their appointment, litree [TWO]
shall be persons with no direct financial interest in the health care
industry. Whenever possible, the board shall include at least one
member from each judicial district,
* Sec. 3. AS 08.80.020 is amended to read:
Sec. 08.80.020. TERM OF OFFICE. Members cf the board are
appointed by the governor, and confirmed by the legislature in joint
session, for staggered [OVERLAPPING] terms of four [FIVE] years, or

until their successors are appointed and qualified. The terms of the
public members shall be staggered so that they do not [NO] expire at the
same time. An appointment to fill a vacancy is for the unexpired term.
- HB 465
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The term o

* Sec. 4. AS

Sec. 08.80.025. LIMITATION ON TERM OF SERVICE. A board member may
not serve more than two consecutive terms. Time served in filling an
unexpired vacancy of two years or less is not considered a term.

* Sec. 5. AS 08.03.010(c) is amended to read:

(c) Upon termination, each board listed in [(a) AND (b) OF] this
section shall continue in existence until June 30 of the next succeeding
year for the purpose of concluding its affairs. During this period,
termination does not reduce or otherwise limit the powersor authority
of each hoard. One year after the date oftermination, a hoard not
continued shall cease all activities.

* Sec. 5. An incumbent member does not lose membership on the board
because of the reallocation of the membership enacted by sec. 2 orsec. 3 of
this Act hut appointments after the effective date of this Act must be consis-
tent with AS 08.80.025.

* Sec. 7. AS 08.03.010(a)(7) is repealed.

* Sec. 8 This Act takes effectimmediatelyin accordance with AS 01.10.-
070(c).
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