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construction of the dike at approximately Mile 44 of the Glenn Highway

under consideration and (a majority of the committee) (the committee)
reports it back with the following recommendations:
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Introduced: 5/22/80
Referred: Finance

IK THE SENATE BY THE RULES COMMITTEE BY REQUEST

SENATE RESOLUTION HO. 27
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - SECOND SESSION
Relating to the construction of a 7+
dike at approximately Mile 44 of the
Clcnn Highway.
BE IT RESOLVED BY THE SENATE:

WHEREAS construction of a dike at approximately Mile 44 of the Glenn
Highway is necessary to protect the Butte area of the Matanuska-Susitna
Borough fron potential flooding of the Matanuska River; and

WHEREAS it appears likely that funding in the amount of $1,000,000 will
be made available to the State of Alaska for the purpose of constructing a
dike at approximately Mile 44 of the Glenn Highway; and

WHEREAS it appears that the United States Army Corps of Engineers must
issue a federal wetlands permit before construction on the dike may begin;

BE IT RESOLVED that the Alaska State Senate urges the United States Army
Corps of Engineers to process, review and issue a federal wetlands pezc.it and
any other environmental permits required for construction of the dike at
approximately Mile 44 of the Glenn Highway which are consistent with the need
to provide protection from flooding to the Eutte area and with the need to
protect, preserve nnd enhance the environment.

COPIES of this resolution shall be sent to Lt. General John U. Morris,
Chief of Engineers, U.S. Army Corps of Engineers; and to the Honorable Ted
Stevens and the Honorable Mike Gravel, U.S. Senators, and the Honorable Don

Young, U.S. Representative, members of the Alaska delegation in Congress.

voi SR 27
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Introduced: b/22/80
Referred: Finance

IN THE SENATE BY THE RULES COMMITTEE BY REQUEST

SENATE RESOLUTION NO. 27
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - SECOND SESSION
Relating to the construction of a
dike at approximately Mile 44 of the
Glenn Highway.
BE IT RESOLVED BY THE SENATE:

WHEREAS construction of a dike at approximately Mile 44 of the Glenn
Highway is necessary to protect the Butte area of the Matanuska-Susitna
Borough from potential flooding of the Matanuska River; and

WHEREAS it appears likely that funding in the amount of $1,000,000 will
be made available to the State of Alaska for the purpose of constructing a
dike at approximately Mile 44 of the Glenn Highway; and

WHEREAS it appears that the United States Army Corps of Engineers must
issue a federal wetlands permit before construction on the dike may begin;

BE IT RESOLVED that the Alaska State Senate urges the United States Army
Uorps of Engineers to process, review and issue a federal wetlands permit and
any other environmental permits required for construction of the dike at
approximately Mile 44 of the Glenn Highway which are consistent with the need
:0 provide protection from flooding to the Butte area and with the need to
arotect, preserve and enhance the environment.

COPIES of this resolution shall be sent to Lt. General John W. Morris,
Shief of Engineers, U.S. Army Corps of Engineers; and to the Honorable Ted
Stevens and the Honorable Mike Gravel, U.S. Senators, and the Honorable Don

foung, U.S. Representative, members of the Alaska delegation in Congress.
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Introduced: 5/29/80
Referred: Finance

IN THE SENATE BY THE RULES COMMITTEE BY REQUEST
SENATE RESOLUTION HO. 28
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - SECOND SESSION

Relating to the sale of agricultural
land in irhe Point MacKenzie agricul —
tural development project.

BE IT RESOLVED BY THE SENATE:

WHEREAS during the spring and summer of this year the division of lands,
Department of Natural Resources, will Dbegin preparation of state land within
the Point MacKenzie agricultural development project for sale of agricultural
rights to qualified individuals; and

WHEREAS state land x-Jithin the Point MacKenzie agricultural development
project is heavily forested x/ith timber of commercial value; and

T7HEREAS the current development plan for that project includes the cut—
ting, removal, and sale of all commercially valuable timber on the land
before the sale of agricultural rights; and

WHEREAS the removal of all timber from the land in the Point MacKenzie
agricultural development project may not be the best agricultural practice
because standing timber affords shade for livestock, prevents soil erosion,
and provides a natural windbreak;

EE IT RESOLVED by the Senate that the governor is respectfully requested
to direct the director of the division of lands, Department of Natural Re—
sources, to appraise and dispose of the agricultural Iland in the Point
MacKenzie agricultural development project with the timber intact to allox/
purchasers of the agricultural interest in the land to either leave or remove

the timber in a manner that is consistent with sound agricultural land use

practices.

-1- SR 28
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Introduced: 5/29/80
Referred: Finance

IN THE SENATE BY THE RULES COMMITTEE BY REQUEST
SENATE RESOLUTION NO. 28
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - SECOND SESSION

Relating to the sale of agricultural
land in the Point MacKenzie agricul —
tural development project.

BE IT RESOLVED BY THE SENATE:

WHEREAS during the spring and summer of this year the division of lands,
Department of Natural Resources, will begin preparation of state land within
the Point MacKenzie agricultural development project for sale of agricultural
rights to qualified individuals; and

WHEREAS state land within the Point MacKenzie agricultural development
project 1is heavily forested with timber of commercial value; and

WHEREAS the current development plan for that project includes the cut—
ting, removal, and sale of all commercially valuable timber on the land
before the sale of agricultural rights; and

WHEREAS the removal of all timber from the land in the Point MacKenzie
agricultural development project may not be the best agricultural practice
because standing timber affords shade for livestock, prevents soil erosion,
and provides a natural windbreak;

BE IT RESOLVED by the Senate that the governor is respectfully requested
to direct the director of the division of lands, Department of Natural Re—
sources, to appraise and dispose of the agricultural 1land in the Point
MacKenzie agricultural development project with the timber intact to allow
purchasers of the agricultural interest in the land to either leave or remove
the timber in a manner that is consistent with sound agricultural land use

practices.
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The Committee on FINANCE has had 30

Relating to the sale of revenue bonds of the Alaska Power Authority
for the Terror Lake hydroelectric generating project at Kodiak,
Alaska.

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

[yl do nass [ 1 do not pass
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Introduced: 3/8/79
Referred: Finance

BY ZHAROFF ,ANDERSON,BRANSON,
CARNEY ,DUNCAN,ELIASON,FREEMAN,
FULLER,GUY ,HAUGEN ,HURLBERT ,MALONE
MARTIN,MILES ,MOSS ,0STERBACK,

1 IN THE HOUSE PARKER,SCHAEFFER AND GARDINER

2 HOUSE JOINT RESOLUTION NO. 30

3 IN THE LEGISLATURE OF THE STATE OF ALASKA

a ELEVENTH LEGISLATURE - FIRST SESSION

5 Relating to the sale of revenue bonds
C of the Alaska Power Authority for the
7 Terror Lake hydroelectric generating
1 project at Kodiak, Alaska.

BEIT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:
WHEREAS the State of Alaska has funded a feasibility study for the
11 Terror Lake hydroelectric project in the Kodiak Island Borough through money

12 loaned from the Alaska Power Authority power project revolving fund and the

13 water resources revolving fund in the amount of $520,000; and

14 WHEREAS the completed study shows that the hydroelectric project is

15 feasible; and

10 WHEREAS the Alaska Power Authority has submitted to the legislature and
17 to the governor a statement of its recommendations for financing the hydro—
Hi electric project, as required in AS 44.56.180(b), and a statement outlining
19 the general design, demonstration of financial feasibility, and maximum

20 amount of revenue bonds necessary for the project; and
71 WHEREAS according to statements by the authority, it is to finance the

22 project only through the issuance of revenue bonds and may not construct,

»3 acquire, or own the project; and

2 WHEREAS the statements by the authority provide that the project is to

o5 Dbe designed, acquired, and constructed by the Kodiak Electric Association

o0 under an agreement with the authority which shall provide that the authority

-7 have ownership rights in the project only as may be necessary to secure the

g payment of the principal and interest on revenue bonds issued for the pro—

- ject; and

-1- HJR 30
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WHEREAS the statements submitted to the governor and to the legislature
fully satisfy the conditions set out in AS 44.56.180 which must be satisfied
before the adoption of this resolution; and

WHEREAS the cost to be incurred in financing the project will require
the issuance of revenue bonds of the authority in a presently estimated
amount not to exceed $120,000,000; and

WHEREAS it is considered to be in the best interests of the state that
revenue bonds of the authority be issued to finance the cost of the project;

BE IT RESOLVED that the Alaska State Legislature approves the general
design of the Terror Lake hydroelectric project in the Kodiak j.,iand Borough
and the sale of revenue bonds by the Alaska Power Authority in an amount not

to exceed $120,000,000 to pay the costs of the project.

- HJR 30
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Introduced: 3/8/79
Referred: Finance

BY ZHAROFF,ANDERSON,BRANSON,
CARNEY ,DUNCAN,ELIASON,FREEMAN,
FULLER,GUY ,HAUGEN ,HURLBERT ,MALON
MARTIN,MILES,MOSS,0STERBACK,

IN THE HOUSE PARKER,SCHAEFFER AND GARDINER

HOUSE JOINT RESOLUTION NO. 30
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION

Relating to the sale of revenue bonds
of the Alaska Power Authority for the
Terror Lake hydroelectric generating

project at Kodiak, Alaska.

BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:

WHEREAS the State of Alaska has funded a feasibilitystudy for the
Terror Lake hydroelectric project in the Kodiak Island Borough through money
loaned from the Alaska Power Authority power project revolving fund and the
water resources revolving fund in the amount of $520,000; and

WHEREAS the completed study shows that the hydroelectric project is
feasible; and

WHEREAS the Alaska Power Authority has submitted to the legislature and
to the governor a statement of its recommendations for financing the hydro—
electric project, as required in AS 44.56.180(b), and a statement outlining
the general design, demonstration of financial feasibility, and maximum
amount of revenue bonds necessary for the project; and

WHEREAS according to statements by the authority, itis to finance the
project only through the issuance of revenue bonds and maynot construct,
acquire, or own the project; and

WHEREAS the statements by the authority provide that the project is to
be designed, acquired, and constructed by the Kodiak Electric Association
under an agreement with the authority which shall provide that the authority

have ownership rights in the project only as may be necessary to secure the
payment of the principal and interest on revenue bonds issued for the pro—

ject; and

-1- HJR 30
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WHEREAS the statements submitted to the governor and to the legislature
fully satisfy the conditions set out in AS 44.56.180 which must be satisfied
before the adoption of this resolution} and

WHEREAS the cost to be incurred in financing tie project will require
the issuance of revenue bonds of the authority in a presently estimated
amount not to exceed $120,000,000; and

WHEREAS it 1is considered to be in the best interests of the state that
revenue bonds of the authority be issued to finance the cost of the project;

BE IT RESOLVED that the Alaska State Legislature approves the general
design of the Terror Lake hydroelectric project in the Kodiak Island Borough
and the sale of revenue bonds by the Alaska Power Authority in an amount not

to exceed $120,000,000 to pay the costs of the project.

0. HJR 30
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Original sponsors: Kelly, Dankworth, Offered: 4/27/79

Hackney, and Stimson Referred: Rules
1 IN THE SENATE BY THE FINANCE COMMITTEE
2 CS FOR SENATE CONCURRENT RESOLUTION NO. 30
3 IN THE LEGISLATURE OF THE STATE OF ALASKA
4 ELEVENTH LEGISLATURE - FIRST SESSION
5 Directing the Legislative Budget and
6 Audit Committee to study indexing the
7 Alaska state personal income tax
8 system.

©

BE IT RESOLVED BY ,THE LEGISLATURE OF THE STATE OF ALASKA:

10 WHEREAS inflation has caused the taxable income of Alaska taxpayers to
11 increase without actual gain in real income; and

12 WHEREAS this 1increase in taxable incore places Alaska taxpayers in

13 higher percentage tax brackets without commensurate gains in real income; and
14 WHEREAS this situation results in ever lower real personal buying power
10 and constantly higher income taxes in real dollars for Alaskans; and

16 WHEREAS a system of indexing the personal income tax has been adopted by
17 the states of Colorado, California and Arizona; and

18 WHEREAS the experience of the Dominion of Canada with tax indexing has
19 been successful since its implementation in 1974; and

20 WHEREAS adopting a system of income tax indexing is recommended the
21 National Conference of State Legislatures, the U. S. Advisory Commission on
22 Intergovernment Relations, and the Council of State Governments; /

23 BE IT RESOLVED by the Alaska State Legislature that the Legislative

7t Budget and Audit Committee s directed to study the advantages and disadvan—
,5 tages and fiscal impact of indexing personal income tax brackets, deductions,
6 exemptions and credits to the rate of inflation in Alaska; and be it

27 FURTHER RESOLVED that the Legislative Budget and Audit Committee 1is
requested to report its findings and recommendations to the Legislature not

later than the 10th day of the Second Session of the Eleventh Legislature.

-1- CSSCR 30



April 25, 1979

M EMORANDUM

TO: Senator Sackett, Chairman
Senate.Finance Committee

FROM: Jay/-.Hogan, Director
Legislative Finance Division

The study of indexing the Alaska State personal income
tax directed in the Finance Committee Substitute for
SCR 30 can be accomplished within the limits of funds
budgeted for FY 80.



MEMORANDUM

TO: Sdftatp Finance Committee Members
FROM: Qra”“Hogan
DATE: ,y iApril 16, 1979

RE: 1/ 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. Rather than
having a full-blown study of indexing, the committee might
prefer to direct Legislative Finance to.perform an interinm
review of various state tax indexation laws with a summary
to be presented to the next session of the legislature.



4.108 Indexation of the State
Individual Income Tax1

Inflation interacts with any progressive individual
income tax to generate increases in tax revenue more
than proportionate to the rate of inflation. These
increases occur with practically no public debate or
disclosure of the fact. Therefore, the Advisory Com-
mission on Intergovernmental Relations recom-
mended, in the interest of complete public informa-
tion, that the amount of the inflation-induced, state
personal income tax increase be calculated and pub-
licized for each tax year. The Commission further
recommended that the states give early and favorable
consideration to indexation—the annual adjustment
of the personal exemptions, the low-incomc allo-
wance, the maximum limit of the standard deduction,
any per capita credits, and the tax rate brackets—of
the slate individual income tax by the rate of increase
in the general price level.

Four major considerations prompted this recom-
mendation:

Fiscal Accountability. Indexation is needed to
insure that higher effective income tax rates arc
the product of overt legislative action rather
than the automatic consequence of inflation.

Tax Equity. The naintenance of tax equity
requires that increases in tax liability be based
on real rather than normal income. Inflation is

-perivtd from Aclt. Inflation and Federal and State Income
Taxes, A-6.C Washington. DC. U.S. Government Printing Office,
November 1976. See also suggested state legislation | nil Disclosure
ofthe F/leet of Kate and llase Changes on Focal Devalue.

especially hard on low-incomc families and all
families with many dependents because it erodes
the value of personal exemptions, the low-
incomc allowance, the maximum limit of the
standard deduction and per capita credits.

Public Sector 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 unlcgislatcd increase in governmen-
tal revenues.

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

The suggested legislation that follows requires the
Governor to estimate and publicize the impact of
inflation on individual income tax revenues. It also
requires the annual adjustment of tax rate brackets,
personal exemptions, credits, and standard deduc-
tions by an inflation factor defined as the ratio of the
U.S. Department of Labor Consumer Price Index
(CPI) for the tax ycrr to the CPI for the previous
year. llccause the U.S. Department of Labor docs not
develop a separate CPI for each state, a stale may
wish to modify the national, regional, and metropoli-
tan area indices to fit its own situation.

The legislation was drawn in part from bills intro-
duced (but not enacted) in the U.S. Congress and the
lllinois General Assembly, and on indexation provi-



sions of the Canadian income tax act, enacted in 1973,
and the Colorado income tax act (H.B. 1194) enacted
in April 1978

Section 1 states the title of the act.

Section 2 is a staterment of findings and purpose of
the act.

Section 3 defines key tens.

Section 4 requires the Governor to prepare and

publicize an estinate of the inflationary impact on
individual income tax revenue.

Section 5 provides for indexation of rate brackets,
personal exemptions and credits, and maximum and
minimum st indard deductions by the rate of infla-
tion.

Sections 6 and 7 arc separability and effective date
clauses, respectively.
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Suggested Legislation

RE%UIRE DISCLOSUR
ATIONARY IMPACT
INCOME E

: T'e e (Be it enacted, etc.) R T e é
SECTION L short Title. This act may be cited as the “[.Srare] Income Tax Indexation Act.”
SECTION 2. Findings and Purpose. - &

(@) The [legislature] finds that inflation erodes the value of personal exemptions, deductions, and
tax credits in the [smre] individual income tax structure and distorts fiscal equity among taxpayers. The
[legislature] finds, further, that inflation-induced increases in individual income tax revenues result in
annual collections that exceed the amounts anticipated by legislative actions establishing rates,
exemptions, deductions, and other features of the [state’] individual income tax.

(b) L is the purpose of this act to correct these situations by: o.¢

(1) requiring that the Governor pieparc an annual estimate of the impact of inflation
on individual income tax colleCtionS; aNd..........ocoiiieiie i e
(2) requiring that certain elements of the individual income tax structure be adjusted in
accordance with annual increases in the Consumer Price Index.

SECTION 3. Definitions. As used in this act:

(@) “Inflation factor” means the ratio of the Consumer Price Index for the 12-nonth period
ending [June 30] [September 30] of the current tax year to the Consumer Price Index for the
immediately preceding tax year, rounded to the nearest oric-thousandth.

(b) “Consumer Price Index” means the average over a 12-rvortli period of the Consurmer
Price Index published monthly by the Bureau of Labor Statistics, U.S. Department of Labor [as
adjusted by the [stale statistical or economic development agency]].

SECTION 4. Annual [Biennial] Estimate of Infntionary Impact on Individual Income Tax
Revenues. The Governor shall include in the [annual] [biennial] executive budget an estimate for the
previous year, the current year and the following [budgeted] year of the amount of actual or anticipated
revenue from the individual income tax that can be rcasorably attributed to inflation. These estinates
shall be highlighted in the budget message, [the economic nessage, and the state of the state address]
and included prominently in press releases relating to the budget.

SECTION 5. Adjustmentsfor In fation. ) a

1-3



1 (@) The [staff statistical agency] [stare economic development agencyj shall annually by [July 15]
2 [October 15 prepare and promulgate an inflation factor for the tax year for use by the [slate
3 department of revenue] in making the adjustments required in subsection (b) ofthis section. In
4  preparing the inflation factor, the [staff statistical agency][state economic development agency] shall,
5 using the best statistical techniques compatible with those used by the U.S. Department of Labor in
6 preparing the monthly Consumer Price Index, adjust the Consumer Price Index to conform most ncaiiy
7  to the situation that exists in this state.
8 (b) Sections [refer to sections o f the state individual income tax law relating to lax rate brackets,
9 personal exemptions, per capita credits, and minimum and maximum standard deductions] arc amended
10 by adding to the end of each the following new subsection:- ' - \l
m! “(insert codification) Upon promulgation of the inflation factor under Section 5(a) of this act, the
12 [head of the department o f revenue] shall multiply each dollar amount set forth in this section, as
13 adjusted under this subsection in the immediately preceding tax year, by the inflation factor. If the
14 inflation factor for the current tax year is less thai. [1.000] [1.030] [other], no further adjustment shall
15 be made and the [exemption, brackets, deductions, etc.] shall be as determined for the immcdiacly

16  preceding tax year.1 . . - *e =e .I
17 SECTION 6. separability. [Insert separability clause.]
18 SECTION 7. Effective Date. [Insert effective dale.] .

‘The dollar amount to which the inflation factor is applied in each year is the dollar amount determined in the preceding tax year
through the use of the inflation factor.
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Tax Review

Indexation.of Canada’s

MAY 1978
Vol. XXXIX,'No. 5

Individual Income Tax System

By C. F. Steiss

I have been asked to provide a few observations on
Canada’s reaction to what | might refer to as the
“silent tax increase." Perhaps | should begin with a
word about what i mean by this phraseology.

Generally speaking, inflation causes taxable
income to increase nmore rapidly than total real
income, since taxable income is a calculated amount
after allowing for certain exclusions and deductions.
While some exclusions and deductions may increase
at a rate commensurate with inflation, others, and
notably the basic personal exemptions which account
for almost 80 percent of all exemptions and
deductions in Canada from individual income, do
not. Consequently, in a period of inflation, taxable
incomes rise more rapidly than the inflation rate,
because of the static nature of the quantum of those
exemptions. Thus wc have one element of the silent
tax increase.

A second element is the progressive rate structure.
An increase in the effective average rate with
unchanged real taxable income yields higher real
taxes. The only obvious way of avoiding this is to
index the brackets. Assuming o taxpayer's various
deductible expenses rise at an inflation rate, indexing
of the brackets should geneully nmean that real tax
liabilities will rise only whcr: total income is rising
more rapidly than the inflation rate. Where total
income is rising less rapidly than that rate, real
liabilities will actually fall.

On the evening of February 14, 1973 the then
Minister of Finance, The Honourable John Turner,

proposed the introduction to the Canadian tax
system of a “ major innovation in tax philosophy and
practice.” In commenting on this proposal, the
Minister expressed concern in respect of the rampant
inflation phenomena in Canada and the impact such
inflation 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 laws as one of the two most
important structural changes to the Canadian income
tax system since World War I, the other being the
taxation of capital gains and the many other

.——.\/

; Tills Issue hr Brlof

Sinco 1374, Canada has applied Indexa-
tion -to its. Individual Incomo. tax system;
adjusting most kinds of oxomptlons nnd the-
marglna] tax ralo brackets by art annually
computed Inflation factor.,

Mr. Steiss discusses' the philosophy and.
circumstances loading to tho introduction of
the- indexation system, end gives examples
of its offr cts today. He secs problems ahead,
especially for the provinces, unless In-
flationary rates subside, and questions
whether logical oxtonsi f» of Indexation to
capital gains end various deduction* v/ould
bo feasible.

Copyright 1078 by Tax Foundation. Inc.. 10 Rockrfiller Plaza. New York, N.Y. 10020. 1212) 5824880
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substantive changes implemented by the 1S71 tax
reform hill.

Implementation of the proposal introduced the
following basic system of indexation of Canada's
individual tax systent

(@ The annual determination of a so-called
"inflation factor” based upon the increase in
Canada’s Consumer Price Index in a defined
immediately preceding 12-rmmonth period.

(b) Application of this inflation factor to the various
principal exemptions available to individual
taxpayers in Canada. Such principal exemptions
prior to indexing (in 1973 included a 51,600
single status exemption, a S3,000 marital status
exemption and individual dependency exemp-
tions of upwards to 5550 per dependent.

(c) Application of the inflation factor to the
marginal tax rate brackets of 'he Canadian

individual taxpayer.

The technical definition of the cumulative inflation
factor is: the ratio of the Consumer Price Index for
the year ending Septermber 30 of the relevant previous
year divided by the Consumer Price Index for the
year ending September 30. 1972 From a practical
point of view, the Minister announces the increase
annually, soon after the September CPI statistic is
available. The inflation factor is pragmatically
expressed in tems of an annual adjustment to the
prevailing exemption levels and lax rate brackets of

the prior year.

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

/

Carl F. Stolsa Is n partner Irr
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This novlaw Is based on M. Stelas's
presentation at a Tax Foundation seminar on
integration and Indexation, held I \Washington,
D.C. on march 50, 1978.

months ended September 30, 1977 by the
corresponding average for the preceding 12-month
period ended September 30, 1976. Expressed in
percentage terms, the major personal income tax
exemptions and the tax bracket limits for 197S were
raised by 7.2 percent as compared with those that
prevailed for 1977.

Why September 30? The selection of September as
the extreme of each 12-nonth averaging period was
based on the factual circunstance that the month of
September was simply the last possible month in a
year that could be reflected in the calculation while
still allowing the government time to print and
distribute the withholding tax tables on a tiineiv basis
for the following taxation year, the year for which the
calculation is relevant.

Why a 12-month averaging period? The intent of
the government was to extend the period so as to
minimize the impact of wunusual events or
circumstances which might initiate an undue
influence on the calculation of an inflation factor
based on a shorter period.

Some Effects of Indexation

Interestingly enough, the law itself does not con-
template a reduction in exemptions and/or a
narrowing of the marginal tax rate brackets. Indeed;
where the inflation factor for a particular year is less
than that of the preceding year, the preceding year's
factor will be deemed to be operative: In other words,
the exemptions and tax rate brackets will not be
reduced from that of the preceding year. | mention
this point merely for your gcnetal interest since, with
the rates of inflation to date in Canada, the matter
has certainly not been in issue from the time the
scherme wes first introduced.

The inflation factor applied to the marginal rate
brackets and exemptions has broadened the brackets
and increased the exemptions on an annual basis by
some 6.6 percent for 1974, 101 percent for 1975, 11.3
percent For 1976, S.6 percent for 1977 and 7 percent
for 1978. By 1978 the compound effect of indexing
since its inception amounts to a hefty 521 percent.
Introducti .n of indexing in 1974 meant the dropping
of some 175,000 taxpayers from the tax rolls and
another 225,000 in 1975, after which the government
slopped counting. Estimated cumulative Federal
government revenues lost through indexing through
1978 arc some S1 hillion.

Let's take a look at the rates. In the absence of
indexing, our top marginal rate would cut in at



taxable income of S60.000. | hasten to add that that
top rate is dependent upon the province of residence
of the taxpayer and may vary from a low of
approximately 60 percent to a high of around 63
percent. For 1975, and strictly as .. result of indexing,
the top marginal rate does not cut in until taxable
income of some S91.260 is reached.

What about the exemptions? The married taxpayer
with a wholly dependent spouse and two dependent
children would, in the absence ol indexing, qualify
for exemptions of some 53,600. Application of
indexing to these exemptions entitles him to
deductions of some S5480 in 1978. A singic
pensioner would have about S4.000 in  197S
exemption versus 2630 without indexing.

Indexing represented a major shift in historical
attitudes in Canada as to inflation and taxes. Perhaps
one of the most extensive studies of any developed
tax system was that of the Carter Royal Commission
on Taxation. That Commission spent some four
years of intensive study of all aspects of our then-
existing tax structure and issued its massive 2,700
page, five-volume report, in 1S66. The Commission
considered the nrerits of indexing and concluded that
"the tax structure should generally not be adjusted
automatically to take into account changes in the
general ievel of prices. To develop a tax system that
taxed only increases in ‘real’ purchasing power would
irreparably damage the built-in stability of the
system”.

Why the change in attitude?

Obviously, a part of the change must be explained
by the tremendous rates of inflation wc have
experienced since the mid-1960's and the significant
pressures this hes placed on government and
government thinking. Indeed, in introducing their
remarks and negative conclusions with respect to
indexing a tax system, the Carter Commission made
the following staterent: “Assuming that the
Consumer Price liil ' continues to rise at an average
rate of 1.5 percent to 2 percent a year, what could and
should be done?"

The fact that the level of inflation from 1952
through 1966 averaged only about 1.4 percent a year
and reached its highest level of 3.2 percent only in
1957 may have contributed to their conclusion that
indexing was not of paramount importance. After
196 the rate of inflation escalated signifieantlly,

reaching 4.8 percent in 1972 and 91 percent in 1973,.

when indexing wes introduced. Furthermore,
inflation haes simply galloped along since that date.
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Expressed in termms of 1971 equals 100, Canada’s
Consumer Price Index factor at the end of January,
1978, was 167.S.

Prior to the introduction of indexing to Canada’s
income tax laws in 1974, personal income taxes were
taking a higher and higher proportion of the real
incomes of .Canadians. Each year, the real value of
personal exemptions was becoming less and less, and
more and more Canadians were finding themselves
thrust into higher lax brackets without a
compensating increase in their real income. The
imp' ct was there in the late 1960's, but | would think
it fair to say that the majority of Canadian taxpayers
were unaware of this “silent but annual tax increase.”
With the advent of rampant inflation in the early «
1970's, there were signs in Canada that the silence of
the increase was being disturbed, and that Canadian
taxpayers were becoming more and more aware of
the interaction of inflation and taxes. Indeed, many
were clearly beginning to recognize that inflation
itself was a form of taxation, that the government was
obtaining a rising share of personal income
coincident with inflation, and that such an increase
was being achieved iri the absence of distasteful overt
increases in nominal lax rates.

Where Benefits Ate Greatest

Anyone concerned with basic social policy has to
be concerned about the impact of inflation. As you
rise up the income scale, Canada's higher tax
brackets widen considerably, and increasingly
insulate taxpayers from ravages of inflation on real
tax rates. In other words, the tax increases resulting
from inflation arc highest not at incomes where the
marginal rates arc highest, but rather at those income
levels where marginal tax rates increase must'rapidly,
thereby placing the burden more squarely on middle
and low income earrers.

What taxpayer lias benefited the greatest from
indexing? Notwithstanding my comments a moment
ago about the 560,009 marginal rate taxpayer, this is
not tiie taxpayer category which has benefited the
most. A computer simulation model study recently
conducted indicated that the taxpayer with assessed
income in the 515000 range enjoys the most
significant percentage savings from indexing. Indeed,
about 27 percent of the total tax savings enjoyed from
indexing belongs to this taxpayer category. The next
greatest saving goes to income ranges of from 515,000
to S20.000. Taxpayers with assessed income from
SI10,000 to 525,000 account for close to 70 percent of
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the total 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 197S
taxation year, F-dcral tax reductii ns for laxpay ts at

«all income levels will total some SS50 million as a
result of application of the inflation factor applicable
for that year, or roughly 6 percent of budgctaiy
revenues. All of the provinces of Canada other than
Quebec have tax collection agreements with the
Federal government in respect of individual income
taxes. Those provinces also of course experience
reduction in revenues through indexing. fit very early
estimates prepared by the Province of Ontario, it was
estimated that by 1980 the indexing revenue loss to
the Federal government would ranrc from about IS
percent at sustained 5 percent inflation to about 24
percent at sustained 8 percent inflation. Reduction in
Ontario revenues indicated the same pattern. There is
no doubt that indexing significantly reduces the rate
of growth of direct personal tax revenues over the
long term unless sucli reductions arc offset by explicit
increases in tax rate. Some would say, and | would
agree, that out of this observation flows a still further
advantage of indexing: Namely, indexing increases
parliamentary and/or taxpayer/voter control over
tax rates.

Qutlaok for the* Future

Will indexing in Canada survive? Costs of govern-
ment arc rising rapidly while tax revenues and the
real wealth of the nation on which they are based arc
somewhat stalled. To continue indexing may
continue to increase an existing budgetary deficit,
and to raise taxes in isolation is not only politically
unpopular but is also inconceivable with the fragile
Canadian economy of today. One thought is that the
government may be tempted to case its predicament
by changing the method of calculation of the magic
inflation factor to produce a smaller factor, but this
itself would be unpopular and could become a matter
of substantive controversy.

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

x«.v iTnj .WhM ftW-ia* i itiJ.ttIMuui”®uin‘icbvSm

the case of the Federal government for some years
because of its surplus financial capacity, in the case of
the provinces a substantial deterioration takes place
in their long-run financing position. Pressure signs
arc starting to show, and the matter could becorme a
significant issue in the next while. Perhaps the chief
hope of the government is that inflationary rates will
abate and the impact of indexing diminish.

Has the government of Canada accepted indexing,
as a logical and indeed necessary part of the
Canadian tax systerr? The answe: must be a qualified
no! Certainly extension of indexing to exemptions
and the personal tax rate schedule was a major
innovation. But. if one accepts the pr./iciple of
indexing, is there not some logic to extent,ion of its
application to most statutory deductions ad
absolute dollarincome inclusions under our Income
Tax Act? For exanmple, the Canadian Income Tax Act
prescribes 'various deductions to retirement pians
including, as anillustration, a maximum deduction to
a pension plan. The quantum of this deduction hes
increased over the past several years but such increase
has not been tied to indexing. In 1971 the government
recognized that employees may have expenses and
allowed an arbitrary maximum deduction of S150 in
recognition of employment expenses. In 1977 the
Minister of Finance recognized that inflation hed
eroded the value of that deduction and arbitrarily
increased it to 5250 for 1977 and subsequent years.
While the increase war welcome, one wonders why in
1973 the indexing schene was not applied to this ad
many other deductions under the Income Tax Act.
Another outstanding example must be capital gains.
The only response of the Canadian government to
date with respect to the impact inflation has on
people’'s savings has been arbitrary deductions of
SI1,000 of investment income, and certain private
pension income. Again, indexing hes been ignored.

Accordingly, the equity argument in favour of
inflation-proofing the personal tax rate structure hes
not been fully accepted or reflected. Only time will
tell, but 1advance my own cautious opinion that for

.the time being, "They've Gone About As Far As

They Can Go!"
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~Frense ad dank is the underbrush
ju 3 of the Intemal Revenue Cock,
and hideous nonsters lurk diere. The
one that Jimmy Carter particularly
detests is the Loathsone Luncheon
Loop-hoier (of the three-miwdri soe-
cies): Cancr and others also situddur at
the Exotic Shelter Digger. But the east
that preys nost on middle-incone tax-
payers is the less labled Stealtliy Brack-
et r.
The Creeper hides out Ln the fire
print of tax schedules, and he's espe-
cially vicious becaLee he feeds on in-

43 Money JusT 197S

* byJerry Edgerton

flation. In the years since 1965, while
inflation hes nore than doubled prices,
the brackets that determine what per-
centage tax you will pay have remained
at the levels shown in the box on the op-
posite pege. This nears if you get pay
raises intended to keep you even with
inflation—which represent no increase
at al in real buying power—your high-
er income continuaily raises youx tax
rate. In theend, your take-hoine incorme
falls bchind inflation. If Congress mede
no changes in the law, inflation at 60/
would push afamily nailing 525,000 a

h
iy

year now into the S0% bracket by tre
early 1990s.

The way to stop such tax increas-
esonsteady or even declining purches-
ing pover is a system called indexing,
already being used in Caneda. As die
cost of living goes yp, indexing raises
die dollar limits of the tax brackets nrd
dso the exenptions and standard de-
ductions thet a taxpayer gets to sub-
tract from his gross income in
conmputing his taxable incone. With
indexing, a citizen whose income
keeps.up with inflation still hes a high-



rr tax bill each year, but the percent-
age he pays to the governnent reneins
constant

The conseguences can be striking.
Imegine two families of four whose in-
comes just kept up with the US. in
flation rate by rising 38%from 618,000
in 1973 t0 £24.500in 1277. During that
peri«J the incone taxes of tre first rim-
ily 5iMiped 58% while thoee of the sec-
ond ciimbed only 14% Explanation: the
fits; family lives in the US, the second
inCanada. Hit by bradket creep, the
Americans fell behind in buying pow-
er. coddled by indexing (plus soe tax
cuts), the Canadians increased their
re3i incone.

US. federal tax collections fromin-
dividuals now rise about 168%for every
10%of increase in persordl incorre. In
states with progressive state income
taxes, such as New York and Califor-
nia. inflation-increased income mearns
a bigger state sax bite as well. Tho re-
sult says Congressiman Willis D Gra-
dison ., a Republican from Chio, is
that “govenmre.ni hes a vested interest
in maintaining inflation since present
law permits a windfall tax bonus dur-
ing an inflationary period."

Gradison hes attracted nore than

Bracket creep

This table shows the tax.brackets,
effectively unchanged since 1265,
that apply to middle-income rmar-
ried couples filing joint retums.
Note that the percentage increases
in txx ralto apply not to the whole
taxable salary but only to the mar-
ginal part of it contained within the
bracket.'Neverthcless, as inflation-
fattened sodharies creep Ypfremone
bracket to another, the ever-highetl
percentages raise taxes at a rate

greater than the salary ggim
TAXABLE INCOME MARGINAL
I:RACKET TAX RATE

$11,201-525,203 22%
51.7.201-5/0,200 2%
si9,a0i-s:i.vo3 22%
523.201-527,200 3%
527.201-531,200 e 3
S31,201-533,200 3%
$33,201-VO2x3 4%
530.201-543,200 15%
543.201-5-17,200 48%
547.201-535,200 5%

60 co-gparsars for a bill that would in-
dex federal individual incorme taxes for
inflation. Indexing do not
suggest d et their bill wih pess this year,
but increasing conmplaints from constit-
uents aboout taxes have generated nore
congressional interest in indexing than
ever before. Past support hes come
largely from Republicans: this year
there are sonme Dennocratic co-sponsors
aswail, “Indexing is anidea whose time
is coming,"” says Gradison.

Ore reason is that taxpayers will
begin to fail even funlir* behind as
higher Social Security taxd- s take effect-
Economist Dennis Jacdks of the US
League of Savings Associations figures
tiiac middle-incorre families will need
an annual wage increase of about 10%
to keep pace, after taxes, with inflation
of 65%

Caneda began indexing persorel
income taxes in 1S74. Each October the
Canadian Departrrent of Finance deter-
mines ike increase iN CoNsUNer prices
for die previols 12 nonths and then
raises tax bradkets, deductions and ex-
enptions by die same petce.nege, in
tine 1o issLe new tax tables in Janu-
ary. As aresut, if your income rises in
tandemwith inflation, you stay in the

continued
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sae bracket as tre year before. Car
nadians annix«i incones pay lower and
lower taxes each year.

The pest few years of tax indexing
in Caneda have conre against a Kddd«
rirop of hard tines. Unenploynent and
inflation both heve been around 97J re-
cently. The Canadian doilnr, tradition-
ally worth slightly nore than it,
American counterpart, dropped toalow
cf around 87 Arrerican cents early this
year, though it hes risen slightly since.
“The govermment quite deliberately
adopted anexparsionary policy, but too
mudi eqoansion wes aloned* says
economist John Reasors of the Institute
for Policy Analysis at die University of
Toronto. "That helped build in future
inflation.” Bt adds HxSxs "You
can't say the curent large deficits are
the fault of indexing. The government
knewthe effects of indexing’ before they

Indexing proporent’, argue thet Ca-
nadian spending might ke even higher
then it is-and the government deficit
therefore even larger and nore infla-
tionary— indexing hadn't disciplined
the government to expect lower reve-
nues becaLee of indexing. Says Jdn R
Allan, vice president o: the University
of Windsor and a fonncr chief tax an-
alyst of tre Canedian Departrrent of
FHnance: "Government cilicials row/ are
saying, 'If we wart to bring in a new
program, we'll have to find sonething
else that can bo sacrificed.™

Whar rite skeptics say

On balance Canechiappears tohave
benefited from tax indexing, but sone
skeptics in Washington cite both eco-
nomic anti paiiticnl argurents why in-
dexing is ot needed or would not
work inthe US  Here are three of the
objections nost efton raised ad re-
sporses from indexing proponents:

*u Periodic tax cuts hove itf.pt taxpaycrs
roughly abreast of inflation even with-
out indexing. Tax brackets and Ux
rates have not been changed substan+
tially since 335, B, as Sen-tor Rus-
sell Long pairiy;, ot in the interview hi
the box at right. hes reduced
taxes by avariety of devices, including
credits deducted from the taxes own
and increases in standard deductions
and persorel exenptions. Sr.ce 1SA
however, only lonw-incont taxpayers
(malting less then tire inflation-adjust-
ed equivalent o £10.000 in£12,000 in
1975 have hed enough lax reductions
to ofhet inflation.

* Corgress hes nore contral over the

economy with the present system In
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practice, this means that inflation keeps
boosting tax revenues and Congress
then decides whethct to give sore of
this money back in tax cuts.

Legislators who ceai with tax
bills, such as Senator Long, worry thet
without the inflation borus in tax
collections. Congress might face the p>
liticaily dreadful prospect of voting to
raise taxes. And sene legislators con-
tend that indexing would limit their
abiliry to make changes in the sub-
stance of the tax law, such as cats to
stimulate the

William Fellrer. a merrber of the
Council of Economic Advisers, under
Presidents Nixon arid Ford, argues thet

.indexing wouid sinply prevent Con-

gress from confusing fundanental tax
law changes with adjustrrents for in-
flation. Says Fellner, "With indexing,.
Congress would at least have to be hon-
est when it raised taxes,” rather then
let i -flauon sneak them up. A corol-
lary economic argunent, for indexing
is that ir wouid Felp soften recessiors.
The senior economist of flie congres-
sional Joint Economic Committee hes
calculated that the US recession of
1974-75wouid have been less severe if
indexing had been in effect to lower
taxes and stimulate the econony.

v Indexingmight meke inflationworse.
Large federal deficits encourage infla-
tion. and indexing could increase the
deficit by cutting back on revenues. In-
dexing proponents concede that deficits
probably would go up at least termpo-
rarily. But they argue thet groning def-
icits would provide a strong political
incentive to cut federal spending, since
without the inflation borus fluronly al-
temative would be to raise taxes. In-
dexing might also help tight inflation,
its Lackers argue. If unions knew thet
workers' tax rates would not go upwith
eacii pay increase, they might noder-
ate wage denmands.

The indexing proposals ciiciibtir.g
in Washington don't apply to business
taxes, because of the comrplexities of
questions su,.r as how to compute de-
preciation on equipent where infla
tion lias greatly increased the cost of
replacement. But ore business tax is-
tue. the treatiment of capital gains, af-
fect; many individual .
Capitai gains could also be indexed,
eliminating yer another source of tax
unfaimess caused by inflation.

Consider the plight of attormey

*Jomn Sheffield. vim bought a house in

Lar, Angeles in 194 Jfor £7.000. Though
Sht-reid recertly wes offered £70000
for the house, he contends thet he ren:

LiUG
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Why Senator Long
opposes indexing

not afford to sell it because of high cap-
ital-gains taxes. BEven though nost of
thet £63,000 increase in value simply
reflects inflation since 1919, Sheffield
would still be taxed on half the gain.
And since Sheffield already onns asec-
od house that he now lives in he
couldn't defer the tax by investing ina
new house.

With indexing, acapital asset'sval-
tewvould be increased each year by the
rate of inflation: capitnl-gains taxes
would take effect only after the infla-
tion increese-. Indexing capital gains is
ot being actively considered in Wash-
ington now. But Congressnman William
Steiger, a Wisconsin Republican, hes
persueced a mgjority anthe Ways and
Means Committee to support anamend-
rtont to cut meximum capital-gains
tax rales back to kar'u-restoring the
situgtion that existed in the 1960s.

* ‘C_..



Public fears about rising inflation hare
dominated the debate ever tax legislation
this year. Warnings that too large a cut
end an increased federal deflcit couid
flush up inflation led President Carter
Jest month to scale his proposed S24.5
lillicn: tax cut back to S19.4 billion. A
vexed issue has been whether to cut beck
the unpopular increases scheduled for
Social Security taxes next year. But in
mid-May the House Ways and Means
Committee, reversing a previous tote, re-
jected any such reduction. Any tax cut
therefore seems sura to come out of in-
come taxes.

On taxation issues—whether this
year's ter mis or more basic chances
such tis indexing—the opinion that counts
most in Washington is probably that of
Democratic Senator Russell B. Im g of
Louisiana, chairmen of the Senate
Finance Committee. A senatorfor almost
30 years and veteran of many c legis-
lative battle over taxes. Senator Long,
39. has been described as "the Rciysh-
rJr.ou of senczoricl politics" because of
his agility cr.d control. He talked to
.Mont/ recently about current L I issues.
Excerpts:

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

Indexing the tax woud nean thet
every year when you hawe inflation,
government revenues would go Y
ouch less than they do row. 1ron in-
stead of icvic.ving the situation and vot-
ing for atax cut, aswe are doing, youd
find that the cost of government would

Jhfhtcntial Dennocrats oppose Striker's
proposal, but he may v.in sore com:
promise concession:;:—pertes an in-
crease in the amount of capital lossss
that can be used to reduce taxable
I;;acme.
Cutfirst, jutlcxlurer

Cogressnt!'i. espedially Republi-
cars. ere tussling wilh the depir{sing
effect o; high taxes and bradket ere p
cn economic gronth rrtl investnent.
Some of indexing, such s
Senator William Roth of Delan-.t raid
L-jffaio ruca Congressman Jack Kenm,
Lehrvudiat Lax rates should ke cut sub-
startially crsL then indexed to keep in-
flation from wiping oLt trie auts. Kenp
and Roth ere sponsoring a hill to aut
personal Lax rates within each brocket
by nearly one-third, in addition to re-
ducing corporate taxes. Kenp likes tj

be going up with inflation and you'd
be constantly under pressure to raise
taxes. It's a lot easier to reduce taxes
then it is to raise fixes.

Soyou prefer to let inflation push up peo-
ple's tax biils?

In order to keep tire government
solvert, it's easier to do it with the ex-
isting system then it is with indexing.
What we do r-ech tine inflation hes oc-
curred is to take aianic at howeach tax-
payer finds himself after iniiarion anti
adjust tuxes to take that into account.
So we do reduce taxes, and WC try to
do itin away that will be just and fair
to all concermed.

One complaint is that people in the
middle-income range have not kept up
with inflation because tax cuts hr.ee beat
aimed chiefly at lowsr-inccone people.

| think that taxes are too high. For
tire ypjur-;mddle-inrone brackets and
the upper brackets, they are far too
high. But as long as the Congress is of
anood to put more taxes ontte upuar-
middle- anti high-bracket taxpayers in
order to reduce the taxes of those who
fall inthe loner nidcf ruescale, itwon't
matter what system you adopt, index-
ing or something clse

Some congressmen r.7guc that a large
tax cut would generate mare, revenue, as
it did after the Kennedy tax cut of IS6<i.
What's your view of that?

You can't be sure in advance just
howany tax cut will work. You have to
rely on soneone's eainntrs. But I've

note thet after a similar cut

hy President John F. Kennedy and en-
acted in £.C*1. e.cunuric gronth wes so
strong titr:t federal tax collections iit-
creared inthoi then decreased in the
next few years.

Taxes «t the current rates discour-
age people fruri work and investrent,
Kenp and Roth contend. "People think
on tre thaigin” says Kenp, arguing
thet taxpayers are well a,me how
much of tite eaming;, from &, extra
hour's or day’'s vo; k will go to the gov-
ermment. An exanple is Charles u. Pio-
sui, a telephore repaimen from
ltadvw/insiiil'.', IKY. Proteus says lie
and his fellowworkers know tint when
they work nore then 12 hours over-
time. paycheck deductions from feder-
al and suite income taxes and Social
Security wiil nun to total 4773 "So |
just cut it off at Yd hours.”"ho says. "It

EE

felt thet in soe aress, such as the in-
vestiment tax credit, the stimulative ef-
fect wes so good for the economy that
it really cost us nothing, in fact mede
LS NDrey.

You apparent:;} don't believe.that a tax
cut nex might be inflationary?

If 5 resuits in nore investment,
particularly nore production of energy,
then it wiil not ke inrdationary. In
my judgrent, the resuit will be rore
investrrent.

Many members of Congress still want to'
cut back on the Social Security payroll
tar. Hotv do you feel about that?

Itssort of a distinction without a
difference. We can reduce the incone
tax byas much as we want to reduce it
in orcer to offset the increase in Social
Security tax or to nmore than offset it.

The Pnsident has proposed a number
ofrcfcrrx that will elirnirjite deductions.
Do you think or.y reforms will be cou-
pled with the tax cut?

| thrk* somre of them will. But if
we look at the history of tax reform
bills, they also have to entail mejor Lax
teducticas. This happers ki cause there
is f r more resentment anong those
who pay more taxes as the result of a
tax reform biil then there is appreci-
ation anong those who arc going to pay
less taxes. When you take up a ngjor
= hill, first one item and thy'n anoth-
er stirs resertiment. A tax reform hill
which dxdfi not work out to be an over-
all tax reduction cannot becorre law,

isn't worth it to work any nore.” The
KenpHlitd: argurent will bo a mejor
Republican plank this nil and in IP*0
#Siifpari for indexing is going to
bedirectly proportional to tintnue of in-
flation." predicts Barbei Ik Conahle .,
ranking Republican ontimI'nnse Ways
and Means Committee, who badks the
proposal. Possibly, Congress will cone
to ¢ lessjiSitical initsige in ho=setirg
of tax aus to a skeptical population
anare tintinflation lias already pushed
Lp taxes. As former New York Senator
Jares i'sckley, a long-time supporter
of irkxiry;, told it recent Senate hear-
irgs “Tltcti i; notaxxefoimdint isrime
inportant to achieve, easier to acroin-
piitii ad fairer in its inpact then in*
come tax indexation." If Congress
begins to mink like thet, the Stealthy
Bracket Cregper could becorre aii en-
dangered spedies. end
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Chapter |

INTRODUCTION

The United Suites is currently experiencing its
most prolonged, severe inflation in the last quarter
century. Indeed, since 1972, the Consumer Price
Index (01*1) has risen by an average of 9.6 percent
annually—a clear departure from the historically
mild 2-3 percent for the U.S. since 1950. Moreover,
rales of inflation well above the historical average
arc expected to continue, at least for the next five or
six years. Both the Congressional Budget Office
(CBO) and ilie President project an increase in the
Gross fs'ational Product (GN'P) implicit price de-
flator of somewhat over 6 percent in 1977 and an
average annual increase of 5-6 percent over the
period 1977-81.

There are several undesirable economic effects of
such a sustained, high rate of increase in the general
price level. One of the most important of ihesc ef-
fects, and one which is gaining an increasing armount
of attention from economists and policymakers at all
levels of government, is the disputing effect on the
personal tax burden which results from the inleiplay
of inflation and any progressive individual income
lax.1

When most of the current U.S. Internal I'cvrnttc
Code provisions wore enacted, inflation was not a
serious problem. As a result, most major tax code
piovisious arc specified in nominal do! ar
amounts—e.g., lax bracket boumlmies, exclusions,
exemptions, the standard deduction maximum, the
low-incomc allowance, srd vai ions other deductions
or credits, such as the child care expense deduction

1
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and llit per capita credit in 1975. Inflation, however,
decreases the real value of Ihcse exemptions, deduc-
tions, nnd credits that are specified in fixed dollar
amounts, causing taxable income to rise nore
rapidly than total income. In addition, since the tax
rate brackets arc stated in fixed dollar incomes, the
increase in taxable income—regardless of whether
there is an increase in real income—is subject to
taxation at higher marginal rates.2 It is the impact of
inflation on individual income taxes because of these
problems thet is considered in this report.

APLAE B

. Inflation interacts with a progressive individual
income tax to distort real tax burdens in two ways.
First, if it taxpayer's nominal (money) income in-
creases, the share of income paid as tax rises even
though thcic may be no increase—or even a
decline—in real income or purchasing power. Sec-
ond, the response of the tax structure to changing
real income isasymmetric: if nominal income is con-
start so that real income falls by the inflation rate,
income taxes do not fall to reflect this taxpayer's
decline in purchasing power. In shoit, inflation
causes individual income tax burdens for any given
real income to increase.

MMC/ f <1 itfe >

The effects of an assumed 6 percent inflation o::
both Federal and stale income taxes for families with
differing money income changes are demonstrated in
Table 1-1 One sees that if a family's income in-
creases sufficiently to just offset the increase in
prices, income taxes claim a larger share of that
constant real income—generating a decrease in dis-
posable real income. Similarly, if this family receives
110 iNCrease in money income, real income declines
by Gpercent, but this family's income tax liability
does not fall to reflect this fact. Finally, even if the
family manages again inincome m rc than enough to
offset the inflation, income taxes r-sc in response to
the. growth of nominal income rather than real in-
come and thus erode the real income gain.

SCOPE OF THE STUDY

This study focuses on the increases in real indi-
vidual income tax liabilities that result from the re-
duction in the real value of tax exemptions, deduc-
tions, credits, and rate brackets due to inflation. J is
important to note that there are several other issues
regarding the effects of inflation and income growth
on individual income taxes that arc not included in
this report. \ e

It is an inherent trait or any progressive tax, a
trait which has been historically recognized and

. alm

Table 1-1
INDIVIDUAL liv'COfxG TAXED FOR VARIOUS CHANGES IN FAMILY INCOME,
ACTUAL. AND INDEXED 1975 TAX LAWS

STATE'
Actual 1575 Law Imlexot! 1975 l.aw

FEDERAL
Actual 1575 Law Indexed 1375 Lr.w

Mommal Growth of Income Effective Income: Effective Income Effective Income Ettentive
lucome Income Tex’ Rale Tax’ Gate Tax’ Rete Tc:;1 Rato
19K
Families A, 1>,
anJC - $1200 — $1IOM 90 — — RS 03] 25%% — —
197G-Alter
C r%er_cent
Inflation hd
Fair..!> A 12,000 0 1009 9.03 $1010 c.<:nri 305 2.54 $234 2.37%
Finnly P 12,720 G% 1201 IM 1155 9.03 341 2.G8 323 2.54
Family C 13,440 12 1321 9 03 12C5 D.41 379 m 2.02 359 2.C7
'No// Yoil:

9."lined ri.mji".i villi t/.o rfo,vnJ i;.ia. pHim .into is wagar. and r.aljncs ol onj sjh uiio, joint roinwi cliir»>Q tho stand ird deduction.
"Catci/aled as 11.00 > 1975 lan cn (nominal income)!,
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applauded, that tax revenues will increase more than
proportionately to increases inincome. This concept
of “ revenue elasticity” has been supported both be-
cause it provides revenue to governments to meet
rising demand for public- services and because it en-
hances the built-in. inactoeeouomic, stabilizing in-
fluence of the tax. Any progressive individual in-
come tax will provide greater percentage revenue
increases than income increases regardless of
whether the rise in incomes occurs as the result of
real increases in output or from inflation.

REAL VERSUS INFLATION GROWTH

There are several important reasons why the elas-
ticity of income taxes with respect to real growth
must be differentiated from the elastic response of
revenue to inflation-induced increases in income.

First, real economic growth in the U.S. is a con-
tinuing, long-term feature that has been anticipated.
Thus, income tax elasticity with respect to that real
growth must also be an expected impact of the use of
progressive income taxes. However, we have al-
ready noted that the inflation rales of the last several
years have few parallels in U.S. economic history,
leading to the plausible interpretation that substan-
tial real income, lax growth due to inflation was not
explicitly intended.

Second, there is a fund,.mental difference be-
tween inflation-induced and ical growth-induced in-
come lax elasticity, at least from the viewpoint of
taxpayers. With real increases,in income, taxpayers
have greater after-tax purchasing power—they ore
wealthier'—and thus adjust their consumption de-
mands, including the demand for public services. If
the desire for public services also rises more than
propoilionately to an increase in real income, as is
likely lor at least some public sci vices, then revenue
elasticity provides the funds to satisfy these de-
mands. However, when income changes occur
simultaneously with p.eneial piice-level increases,
taxpayers are not necessarily made any “ better"
off—and, in fact, after-tax real income may decline.
In short, income taxes and the growth of tax
liabilities under an “ ability-to-pay" concept must
respond to real purchasing powei and not nominal
incomes.

Therefore, for any piogrcssive individual income
tax, the elasticity of revc ntic witluespect to both teal
income growth and inflation isgreatei than one. The
concern in tins report—and the object of
indexation—is the component of income tax growth
that occurs because of inflation and is more linn

y e STV AT ew e It
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proportionate to the increase inthe piicc level. While
it is possible to meke a rase for income taxes of
unitary elasticity with respect to all income growth,
the response of income taxes to inflation is in large
measure a new issue due to the current, historically
high rates of inflation. Accordingly, this study
examines (=) the inpact of inflation in increasing real
income tax burdens irrespective of the amount of
real economic growth and (2) indexation as a
mechanism to set automatically the elasticity of in-
come taxes with respect to inflation equal to one
(without altering income tax elasticity with respect
to real income growth).

PROPERTY INCOME

The scope of this report is further limited to only a
portion of the inflation impact on individual income
taxes. Specifically, we exclude the issues of the
proper definition of property incorme. Of particular
importance are capital gains and interest income.

First, a capital gain (or loss) for income tax pur-
poses is defined to be the difference between the
purchase and sales price of an asset. If the general
price level has increased during the period the asset
is held, only aportion—if any—of the gain invalue, of
the asset is real. Therefore, taxpayers incur an in-
crease int xable income from the capital gain greater
than the increase in the real value of the asset.

Second, depending upon the. degree to which an
inflation is anticipated by lenders and borrowers of
money, nominal interest rates adjust to correct for
inflation. Thus, if the inflation is fully anticipated,
lenders may icccivc and borrowers pay an interest
rate tint can be thought of in two parts: real interest
representing, the retum or cost of the loan and an
interest adjustrent for inflation which serves tojust
maintain the real value of the loan (the principal).

This inflation response of interest rates would
pose no problem if interest income were not taxable
and interest payments were not lax deductible.
However, since interest income is taxable, lenders
must pay tax on the inflation adjustment component
of interest which reduces the real after-tax rate of
return. In fact, since the inflation component of an
interest payment isdesigned to keep the real value of
the principal intact, taxation of that interest income
can be thought of as a tax on capital. For borro’ Zos
who can deduct interest payments, deduction of the
inflation interest comj>oncnt means he or she pays a
lower real tate of interest than intended (the real
market rate). Deduction of the inflation component
of interest can in fact reduce the bor rower's rcpay-
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ment below the original amount borrowed.

These problems arise irrespective of the degree of
progrcssivity of the tax; in fact these problems cAIM
even if the tax were proportional or regressive. Con-
sequently, these issues are not solved by indexation
of exemptions, credits, the standard deduction, and
lax /ate brackets. The inflation effect on the tax
treatment of capital gains, interest, and debt arises,
not only because the tax structure may lead to an
inflation-induced increase in lax, but also because
the definition of income does not allow for theimpact
of Inflation. Of course, even if the definition of these
types of income were corrected, the struclur.  "feels
with a progressive income lax remain.

This report is concerned only with the increase in
effective income, tax rates that occurs because of the
interaction of inflation with the structure of the in-
come tax and not with the definition of property
income. This limitation can be made because of tre.
very different and separate nature of these inflation-
income tax issues, I-irst, the property income issue
exists not only for the individual income tax, but also
for the. corporate income tux. As such, it can bettci
be examined as an integral pail of broader discus-
sions regarding revisions in accounting standaids
and practices. Second, from a policy standpoint, the
adjustment of the tax stiucliire for inflation can be
properly viewed as a preicquisilc lo the issue of the
definition of income since the tax structure problems
impact on all income. Third, as a practical nmatter,
the inflation impact and correction we arc examining
in this report relates to wages and salaries—a com-
ponent which accounts for the bull; (83.5%) of the
Federal tax base—Adjusted Gross Income (AGL1).
In contrast, interest income was 3.7 percent and
sales of capital assets 7.3 percent of AG1.3

Accordingly, the remaining sections of this chap
ter highlight the implications of only the tax structure
problems in an inflationary period and the advan-
tages and disadvatitag.es of indexing personal exemp-
tions, major fixed-dollar deductions and the lax rate
brackets of piog'cssivc individual income taxes.

POLICY IMPLICATIONS

Clearly, one effect of the interaction of inflation
and a progressive income lax is lo increase the real
income tax burdens of taxpayers. Mok cover, since
both inflation and its income tax cTccts do not int
pinge equally on all taxpayers, tlu legislated dis-
tribution of income tax butdens is alt. 'cd. because
inflation generates increases in individual income lax
liabilities, inflation also provides an automatic in-

A

crease in income tax revenue to any government
using n progressive income Inx.

Although these automatic, real revenue increases
generated by inflation arc only potential gains (i.e.,
they can be eliminated by enacting tax reductions),
one school of thought argues that they bias the politi:
cat process in favor of a larger public sector than
otherwise would be legislated. This can occur for
cither or both of two reasons: (1) individuals may not
perceive this autormatic increase in taxes from infla-
tion because it does not result from lengthy and
detailed public debate of the type that surrounds
legislated lax changes, and/or (2) individuals cannot
easily pinpoint a particular public official who is n
source of the tax increase upon whom they can im-
pose a political penally for the tax hike.

In addition, the inllation-personal income tax in-
teraction will affect intergovernmental fiscal rela-
tions since it will inpact differentially on the various
levels of government. Thus, the level of government
for which these automatic tax increases ae. larger
can be favored by inflation. Alternatively, any move
lo force legislative action or accountability for these
real tax increases might cause greater fiscal stress at
one level of government than another. Fach of these
issues—the inflation and income tax effects on indi-
vidual taxes, and the fairness of the system on
public revenues, public sector growth, and inter-
governmental fiscal relations—is considered in sub-
sequent chapters of this report.

POLICY ALTIERNATIVSS.

INDEXATION

Recognizing that inflation does have the effect of
increasing real individual inconre, tax burdens, many
individuals have, suggested, and some governments
have implemented, aprocedure lo index progressive
individual income taxes to eliminate automatic tax
increases die. to inflation. The procedure is to adjust
rate brackets, personal exemptions, deductions, and
credits for changes inthe general price level.JThese
adjustments mitigate the effects of inflation that are
generated through the income lax structure. While
full indexation would tints nmeintain a constant real
individual income tax burden on a constant real in-
come, this type of indexing, while only partial, is a
step iii that direction.'From the point of view of a
sgovernment, “ for an indexed (individual income tax)
system, the elasticity of revenues with lospecl to
price inflation is one.” 4

Again referring lo Table 1-1, one can see how



indexation of the individual income tax would affect
tax liabilities. Under an indexed system, those
families whose income gains just offset inflation
‘“would incur no change in effective tax rate. How-
ever, il is also important to note that the nominal
amount of income lax paid by such families docs
increase; taxes inctca.so by the inflation rate and thus
contimir: as a constant share of income. Similarly,
those families whose income gain’,outpace inflation
would experience a smaller increase in income lax
liabilities with indexation than under current law,
ealthough the effective income tax rate now would
rise in response to the gain in real income. Finally,
those families who experience no increase in nomi-
nal income would have both tiie tax liability and the
effective rate reduced by indexation. In that way, the
decline in real disposable income for such families
would be icduccd.

It should be recognized that some features ofincli-
vidual income taxes arc already, in effect, indexed.
All deductions, exemptions, and credits that are
measured in current dollars (such as the itemized
deductions) or as apercentage of income (such as the
standard deduction below the maximum) are au-
tomatically adjusted for inflation by their definition.

A number of other countries have adopted incorme
tax indexation, including France, the Netherlands,
and Canada. Since indexation was introduced in
Canada in 1971, the rale brackets and personal
exemptions have been adjusted upward annually by
the previous year's inflation rate. Because the Cana-
dian experience is perhaps most relevant to the U.S.,
it is considered in detail in Chapter VI.

DISCLOS LIKE OF THE "INFLATION TAX”

While, recognizing that inflation impacts on the
individual income tax, some individuals would not
go so far ax to advocate indexation. Rather, viewing
the problem as a misconception or lack of informa-
tion about tax increases, they propose that tre
amount of the increase in real taxes due to inflation
be calculated and be publicly disclosed annually.
Whether this adjustment to the stains quo Would be
sufficient ‘.0 cause elimination of the inflation lax is
not mknoan.

One should recognize that either indexation or
public disclosure—to the extent that they eliminate
the inflation tax and that it is not restored by legisla-
tive action—would have effects on other economic
variables. Specifically, one must determine the po-
tential effects of indexation on the automatic stabiliz-
ing impact of the Federal personal income tax, on the

value of Federal deductibility of state-local taxes,
and on the impact of state deductibility of Federal
income tax liability. These issues, too, are examined
in the course of our consideration of the process of
indexing individual income Paxes.

a supXmary of findings
OF THE REPORT

Several findings relevant to public policy delibera-
tions can be derived from this report. Before sum-
marizing these, however, two important points rmust
be emphasized. First, the issue of in lation-induced,
progressive personal income tax increases deals with
the rise in effective income lax rates due to a tax
increase in nominal dollars. Personal income tax
increases in nominal dollars which cither are just
proportionate lo inflation and/or which result from
real income growth are not of concern in this report.
Second, the benefits and costs of personal income
tax indexation arc directly i dated lolliu rate of infla-
tion. Thus, one’s view of the desirability (or unde-
sirability) of indexation depends in largo part on the
inflation rate.

The major findings of this report arc as follows:

FISCAL ACCOUNTABILITY

o Inflation interacts with any progressive indi-
vidual income tax to generate ina cases in tax
revenue more limitproportionate to the rate of
inflation. These increases occur with practi-
cally no public debate or disclosure o flltefact.
Although progressive income taxes also
exhibit elasticity with respect lo real income
growth, that property is inherent in a progres-
sive tax and can be considcied intended. Since
recent inflation rates and those projected for
the immediate future arc well above the histor-
ical average, the automatic increase in aggre-
gate, effective, personal income tax Kites due
to inflation is a significantly new and different
ISsue.

TAX EQUITY . Y

° Anion;; llte different taxpayers, llte inflation
induced increases in personal income taxes
without legislated fox cats ore arbitrary. 'l f‘ey
depend on differences among taxpayers as to
family size, level of gross income, type of in-
come received, and the degree to which the
various dollar limitations in the lax code affect
lax liabilities.
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Inflation is especially haul an low-incomc
families and allffamilies with many dependents
herouse it erodes the value of personal cx-
the the
maximum limit of the standard deduction and
per capita credits. Alter one year of 7 percent
inflation, the value (in constant dollars) of a
$750 personal exemption falls lo S701, the

low income allowance falls to $1,-195,
the $2,600 maximum standmd deduction for
married persons falls to $2,430. The income tax
impact o1 the decline in the real value of per-
sonal exemptions increases with family size.
The relative increase in lax liability because of
the effect of inflation on all these variables will
be greater for lower income taxpayers (with the
exception that those with very low income may
still owe no tax even after inflation erodes the

value of these lax features).

emptions, low-inromc allowance,

On the a\'trape, incrcases in tax liabilities due
to the inflation erosion ofincome tax brackets
will he greater for taxpayers in the upper in-
come taupe where brackets ore narrow and the
rise in tax rates between brackets is fastest.

For the Federal personal income tax, this oc-
curs in the $211,000 to $200,000 income range.

The middle-income taxpayers, those with in-
come between S10,000 and S15,000, incur the
smallest decline in real, after-tax purchasing
power due to the inflation-income tax in-
terplay. This occurs because the exemption-
credil-dcduclion effect diminishes in impor-
tance faster than 'he bracket effect grows in
impoitance.

On balance, the four major tax cuts enacted
since I'JhO have introduced a greater clement
o f progtessivitv into the iut ante tox structure
than would hove been the ease under an in-
dexed system. This infcience can* be efiawn
from the fact that classes of taxpayers below
$25,000genet ally have lowei 1975 effective lax
rates than they would have had if the 1960 law
had been indexed and no other changes had
been made. Taxpayers with incomes above
$200,000also hed lower 1975effective lax rates
than they would have had tinder an indexed

system.

Hath the magnitude and the differential im-
parts of the injlotion-indiiced individual las
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in the absence of indexation and
enacted tax cuts, can be substantial. FOr
example, after five years of 7 percent inflation,
the inflation-induced tax increase in the fifth
year is $362 for an average family with constant
real income of $6,000, $502 fora real income of
$15,000. ad $1,743 for a teal income of
$30,000. I-roi i another viewpoint, the de-
creases in icai disposable income over this
five-year period for families with these real in-
comes are: 56,030 income—a $449 or 7.4 per-
cent decrease in disposal income. $15,000
income—a$1200r a 3. 1percent decrease, and
$30,000 income—a $1,235 or 4.9 percent de-
cline.

increases,

LIC SECTOR GROWTH

Assuming annual 6 percent inflation, annual 6
percent real income growth, and::» discretion-
ary lax code changes from 1976 on:

The inflation-induced real increase (that is
the increase which would I>r more than pro-
portionate to inflation) in Federal personal
income tax revenue would I>e about SO billion
in 197/ (3.7'.} ofincome taxes) and C\L tit SSO
billion in 193,0(14.4% o fincome luxes). These
arc the anpunts of the automatic increase in
income taxes that would te eliminated by tax
indexation,

tro The inflation-induced real increase in per-

o

sonal income tax revenue for a hypothetical
"average state" (under the above assump-
tions and assuming a stale personal income
tax elasticity etputllinp 1.65) would I>r about
SIS million or 3 peicci,” ofincome to\ after
Oneyear and about $140 million or 14percent
ofincome tux afterfive years. Again, these
are tre. amounts of the automatic increase in
income tax that would be elimiit: led by tax
indexation. Any given state's sittintinn will
vary from this projection depending on its
income tax elasticity, the nominal;imount of
income tax levesme, and the state's reliance
on the income, tax iniits total revenue, picture.

Since Jew local governments utilize progres-
sive personal income taxes, the injlntion im-
pactis not significant at the local level. Irrpor—
lan! exceptions to this genciality arc: local
jurisdictions in Maryland \ acre the local indi-
vidual income lax is a percent of the stale in-



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

© hi the past, at the Fe deral level, discretionary
tax cuts have mure than offsrl the automatic,
inflation-induced real increase o fpersonal in-
come taxes. Indeed, the. four major Federal
income tax cuts since 1%0—ijustified largely
for economic stabilization purposes—resulted
in lower income taxes in 1975 than would have
existed had indexation been adopted in 1900
with no subsequent tax changes. However,
these Federal lax cuts have not fully eliminated
the effects of inflation on aggregate income
taxes since 196b.

© ldost states have not cut theirincome tax rates
so as to reduce the inflation impact on their
ievenues. From 1960 to 1973, state discretion-
ary action in the aggregate served to inclease
income taxes beyond the impact of income
growth and inflation. Since 1973, nost states
have not raised their rates but have relied on
inflation’s impact on their revenue to maintain
their public service levels.

0 Using the economic projection o fthe Congres-
sional Budget Office— average annual total
income gtowth of 10percent including ahoul o
6 percent average annual inflation rale— the
average annual increases in aggregate state
income tax revenue veil! lie ahoul 13 percent
from 1977 to 1930 with indexation; ami ahont
10.3 percent without indexation. In contrast,
actual aggregate state individual income tax
revenue increased at an aveiapo annual rate of
about 15.5 percent from 1971 to 1975.

HTITTtGCm: ft! ImEL'YAL FISCAL
FITLCIC

Wil'toui liidr.jmliofi

In the absence of indexation, the interaction of
substartia.! inflation with progressive income taxes is
likely to pieduce the Jollowing intergovernmental
fiscal cflefts:

© O f the revenue systems of the Iluce levels of
government, the Federal sector Inis the

greatest capacity to automatically realise the
revenues which accrue as inflation generates
nominal increases on vtnious rax hoses. The
Federal government makes relatively intensive
use of the progressive personal income tax,
Federal collections account for about $6 per-
cent of all individual income tnxcs.

O State governments have the second grenlcst

ability to realize inflation-generated tax rev-
enues. States rclv more heavily on progressive
personal income taxation than do local jurisdic-
tions.

© On the expenditure side, local governments
tend to > more “inflation prone" than the
other sectors (Federal, state, private) of the
economy. Local government services :ae rela-
tively nost labor intensive (e.g., leaching,
health).

© The capability of the Federal government to
continue its past (1960-73) rccaid o freturning
the inflation tax” revenues in the form of
enacted tax reductions will continue for the
foreseeablefuture unless Corpress decides lo
undo write a major new initiative such as a
national health plan. Although this capability
is afunction cT national economic stability and
the political alignment, both of which can be
difficult to predict, CliO projections neverthe-
less indicate that during the next five years llie
Federal government v. ill have the fiscal capac-
ity lo enact tax reductions find still reduce the
size of its budget deficit in the absence of major
new expenditure commitments:

© The 16 slates which permit then residents to'

deduct their Federal income tax liability in
computing the state income lax will experi-
ence, dining an injlation, a lower growth of
revenues than wouldothm wise occur. As infla-
tion induces Federal petsonal income tax in-
creases thet are proportionately greater (ban
inflation, these higher liabilities will erode
these states’ income tax base.

© states which "piggyback” ihcir stole ituoine

tax on the Federal income lax jstate lax liabil-
ity is computed as a set percentage of Federal
liability) arc likely toJim!aroller-coaster cjjet |
on their income tux revenues. Their tax collec-



lions will automatically rise with inflation elite
to the inflation responsiveness of tlic Federal
income lax. If Connie.ss follows past practice,
however, (asis plausible) and enacts lax cuts
to offset the inflation-generated, teal income
tax incicases, tre*piggyback stales v. ill experi-
ence declines i:t their tax icvenucs (fora given
tax talc). At die very ieast, llie “ piggyback”
stales will experience uncertainly of revenues
with inflation.

Most slate and localgovernments will be in loo
weal! afiscal position to enact tax reductions
durian II!IC nextfew years. Stale and local gov-
cmnienls do nol, in general, have highly
inflation-responsive tax simctiucs. Some slate
governments and many local govetnmeuls
have been forced to iesirict or even reduce, the
quality and scope of Ihcir services in Ihc last
few years. Unlike the Federal government,
they cannol engage in extended deficit financ-
ing to bridge their current expcmliture-re.vcnuc
gap. Accordingly, in the next two-three years,
new state and local expenditures may lie
needed just to maintain past (e.g., 1972 pro-
gram service levels.

The inflation-personal income tax interaction
will slightly reduce the net resident burden of
stair and local taxes. This interesting and ben-
eficial twist for state-local jurisdictions results
from the fact that the mnjoi state anti local
taxes arc deductible when a taxpayer ilemix.es
deductions on his or her Federal income tax.
The reduced “ cost” of state-local taxes thus
occurs as inflation pushes taxpayers into
higher Federal tax trite biackels and, as a re-
sult, increases the dollar value of the state-local
tax deduction.

With Federal Indcxt.iion

With the indexation of lire ladend individual in-
come tax, the following iulergoveiiinn ntnl effects
ate likely to occur:

C Jbe b'etlcral government world experience re-

ducedflexibility in the enactment ofincome tax
cuts. The "reduced flexibility” is likely to af-
fect both ihc frequency and the amount of tax
cuis during the next few years.

V Depending on the requirements ofstobi!. rjaion

policy, the |I'ctlcral government might he

forced periodically to enact discretionary tax
increases in the absence of the built-in, "in-
flation tax" increases which now occur. This
does nol necessarily mean that, on net, Federal
taxes will be higher over time—only thet
periodic tax increases which would be neces-
sary would result from discretionary Congres-
sicnal.aciion.

e Stale and local governments wouldfind that
tlicir resident* experience a rise in the net bur-
den ofstate heal taxes relative to what other-
wise would occur because of.the reduction in
the dollar value o fthe state-loco! tax deduction
on the I'cdcnd income tax return. Federal lax
indexation would permit taxpayers with con-
stant real incomes to avoid being moved into
higher tax tale brackets where the dollar value
of the state-local lax deduction on the Federal
tax return is slightly increased.

O States which permit the deductibility of Fed-
eral tax liability against their state i/tco, ic
taxes would experience a slight increase in the
revenue productivity of their taxes as Federal
tax liabilities have the automatic "inflation
tax" component eliminated.

0 J'iggybacl. income tax states would,just os the
Federal government, lose the revenues once
generated by the "inflation lax." Federal in-
dexation might reduce lo some extent, the
fiscal uncertainty these states now experience
as a consc-tuence of the possible periodic Con-
gressional reductions in the Federal personal
income lax.

Slate Indexation (in Addition
to tho Feefond)

If the states as well as the Fcileial government
index the individual incore, lax, the following fiscal
effects are likely to occur:

< In general, stale income tax indexation could
he expected to inn rase state-localfiscal ten-
sions. Hecause slate govei nmeuls have limited
ability t( incui deficits lo finance cutrent
cxpenditurc-icvenuc gaps an’ because their
long-run budget situation is a, best one o fbal-
ance or slight surplus, indexation at the stale

cxpecudiUiic gromth and/or the likelihood of



more tix increases than would be tlic case in
the jibs ret: of indexation.

o The degree offiscal stress due In indexation
would iviry among states depending on the N+
tent to which they rely on progressive personal
income taxation. In general, jntisdictinns
which ha\e a high reliance on the personal
income tax wan'd experience the most fiscal
strain due to indexation. BuL some states which
have rapidly "l owingeconomic bases (e.qg., the
“energy rich” suites) may well be able to af-
ford indexation and still be able to increase the
scope and quality of ihcir public services or cut
taxes.

O To tlic extent te.ot indexation would reduce the
fiscal flexibility of certain states, local gov-
ernments in these states would also experience
financial strain if the states become mote re-
luctant to increase state in local aid (e.g., for
property tax relief) and/or take over certain
localfiscalresponsibilities (e.g., schoolfinanc-
ing). Over the 20 years, stale aid as a per-
cent of local peneral revenue has risen from 42
lo Q0 pci cent.

OTHER INDEXATION ISSUES

0 Indexation is not likely to alter the built-in,
economic stabilizing influence of the I'edcral
individual income tax. The response of income
taxes to changes in real 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 Ifunionsorindividuals bargainfor wage levels
'high enough to maintain real after-tax pur-
chasing power, then indexation would reduce
pressure for wage increases. Indeed, the se-
vere: inflation (about \w< per year) in Australia
has prompted the labor unions in that country
lo “ bargain" for teal wage increases by tup,inl
income tax indexation as a means to protect
automatically at least part of wage pains
negotiated at the batpainin'’; table.

FOWF.IGN EXPERIENCE

O Several other countries have already adopted
some form ofindexing their individual income
fax. These countries include Canada, tlic

Netherlands, France, Luxembourg, Den-
mark, Israel, Brazil, and Chile.

*> Canada uses a partial tax indexation scheme
similar to the type discussed in this report.
Under tlic Canadian approach, which tool, ef-
fect in 1971, the personal exemptions and the
tax rate brackets are adjusted upward annually
by the rate of chance in the Consumer Price
Index for tiic year ending in the previous Sep-
tember. As a result, the Canadians have ad-
justed these two features by 6.6 percent for
19741, 10.1percent for 1975, and by 11.3 percent
for 1976.

FEDEHAL RECOMMSKDATIO NS

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 Federal and state government
levels.

FULL DISCLOSURE AND ANNUAL INDEXATION
OF THE FEDERAL INDIVIDUAL INCOWE TAX

T he Commission iccognizcs that inflation induces
increases in real income tax iavenue and introduces
distortions in interpersonal lav equity. 'l he Commis-
sion is persuaded thet taxpayers may not readily
perceive the autormatic, rri.l tax increase that occurs
from the inflation-personal income tax interplay.
Therefore, the Commission recommends, in the in-
terest of conplete, public information, that tho amount
of the bifh.iion-inducvd, Federal real personal income
tax increase be calculated and publicized lon each tax
year.

While a full disclosure policy is udesirable fust
step, the Commission also believes that effective,
personal income tax rates should only be increased
by overt Congressional action and should not be an
automatic consequence of inflation. Therefore, the
Commission further recommends that the Congress
give early and favorable consideration to indexa-
tion—the annual adjustrment of the personal exemp-
tions,, (hr lov,-income allowance, the maxin nin limit of
'(be standard deduction, am per capita o edits, and the
tax rate | rackets or the Federal individual income tax
by (he n te ot increase in the general price level/

Five major considerations prompted lhc Advi-

*Mi, (/nnnon abstained fioni tiie \Ote on tlii; recommend.ition.



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

Iiscnl Accunniahility: Indexation is needed to
insure that higher, effective income tax rates arc
the product of overt legislative action rather than
the automatic consequence of inflation.

Tax Equity: 'l he maintenance of lax equity re-
quires that increases in tax liability be based on
rail rather than nominal income.

Public Sector Crow-tli: Without indexation, there
is it bias in favor of an expanded public sector
because inflation automatically pushes taxpayers
. into higher tax brackets with the consequent tin-
legislated incicase in governmental revenues.

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

Current Inflation Hates: The significance of the
above considerations lakes on increased impor-
tance in these times when inflation is well above
his.'oric rates.

STATE RECOItfMENDATIOMS

The policy implications of slate income lax in-
dexation differ front the Federal in two important
respects. First, stale governments face, budgetary*
constraints and economic pressures which are. fun-
damentally different from the national government
(e.g., limits on deficit linancing, special vulnerability
of expenditures to inflation).

Second, statements about Ihc effec ts of indexa-
tion on stale income taxes aie less subject lo
generalization due lo the fact that there are 30differ-
ent broad-based, state income taxes with varying
degrees of progressivity and relative quantitative
importance.

FULL DJSCLOSUr.F. As(D AUhMIAI. IL'DFI'A'11011
Or STATE INDIVIDUAL luooudliz TAX

The Commission recognizes that inflation induces
increase!; in real income tax revenue and introduces
distoi lions ininterpcrsnn.il tax equity. The Commis-
sion is persuaded llia, taxpayers may not readily

Tlic pm ;in, con ;>):imu-Maii<>n lor the Commission*!, policy
rcconn'iontlafioiis on indexation is picsciitcil in detail in Appen-
dix L.

perceive the autormatic, real lax increase that occurs
from lilt* inflation-personal income tax interplay.
Therefore, (lie Commission recnmtnends, in the in-
terest of complete public infurinntion. that governors
have an estimate u:ad? of the amount of (he inliation-
ifi'Jaced .state porv.mrd income tax increase and pub-
licize the estimate lor each tax year.

While a full disclosure policy is a desirable first
step, the Commission also believes that effective
personal income tax rates should be increased only
by overt slate legislative action ar j should nol be an
automatic consequence ofinflatio’.. The Cormmission
recommends, therefore, that all states give early, ami
favorable consideration lo annual iiulrxriimi of
exemptions, deductions, per capita tax credits, and tax
rate brat Lets.'f he (ioriimir,;.ion believes that the need
for this remedial action is especially apparent for
(hose states (hat coanrhic a highly progressive, income
tax rate structuie with heavy reliance on the tax.

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

Over tre last 15 or 20 years, many states have
moved strongly to make balanced use of various
revenue sources including particularly the personal
income tax. Thiriy-ninc stales now use progressive
individual income taxes that provide, on average, a
substantial portion of own-souree state revenue. As
a result, state revenue systerms now generally enjoy
higher elasticity—that is stronger growth re-
sponsiveness—than ever before. There is liltle
doubt that the infiaiion-intliiced real increases inin-
come tax revenue encouraged the stales to make
greater use of income taxes. Now that these progres-
sive, state personal income taxes are established,
however, further automatic real increases due to
inflation should not be tolerated.

With indexation, tlic distortions in interpersonal
tax equity that arc introduceJ by inflation interacting
with progressive stele income taxes would be largely
eliminated. Furthermore, stales would still enjoy
substantial, income tax elasticity from the income
tax response to real economic, growth. Indeed, the
evidence .suggests that, with indexation, aggregate
state personal income tax collections can increase
over the next fouryears at about 13percent annually.
This isonly 2.5 percentage points less than the actual
annual revenue growth between 1971 and 1975—a
period cfsignificant legislative action to raise taxes.



Although Male individual income tax collections
approximate only 20 percent of Federal collections
F-tm this source, this average obscures the heavy
reliance eenaia states make of this tax instrument.
While Ohio and Louisiana income tax yields arc only
about 7 percent of tre- Federal, Minnesota and Wis-

r-"ootnotas

1Progressive hero refers lo the store uf income paid as tax. An
individual income tax may he progressive even it the rate v.mc-
tnre is ptoporiional; exemptions, dedi.ietions, and credits can
cause the efl'cctivi: tax rale lo incicase with income.

'liven if a laxpayet i%not forced into a hig.hci bracket, a larger
proportion of his income is subject to taxation at tire highest
maiejnal tatc applicable.

"Internal f.cvetltte .Service, Statist".\ of Income— 1971, Iticli-
vidual Income Tax I-.'etums, Washington, D.C., 1973.

*The choice of llte proper index to i< fleet clmitp.cs in the general

cousin income tax yields arc 41 and 3K percent, re-
spectively, of Federal collections. In states where a
highly progressive rate structure is combined with
heavy reliance on the income lax, the impact of
inflation on the state's income lax collections can be
substantial.

price-level for income lax adjustment purposes is not a tiivinl
question. White many nations have opted to use their equivalent
ofthe Consttmei I'u'ee Index (C I'It, this is not universal and may
not be l-ost. One desires toadjust for changes inthe'jiww /pi ice
level and nol for changes in the relative prices of different rood-
only. Some have argued that a better index for tax indexation is a
national income dcft.itoi because national income comes close to
the income tax base, FFot more on this issue, sec lidwaid t:.
Denison, “ Price .Seiies for Indexation of the Income Tax Sys-
tem," paper ptescutvd :t the Conference of inflation and the
Income Tax System, The Utool.ings Institution, October 1975.
rJ. It. Alls’'ll, 1). A. Dodge. S. N. I'oddar, “ Indexingtiro Personal
Income Tax: A J-'cdens! Perspective,” Canadian lux Journal,
July-August 197-1, p. 305.
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4/16/79
]
Da’.\te, An’_\_—_i_l“ °7 107fi
Mr. President:
The Committee on FINANCE has had SCR 30

Directing the Legislative Affairs Agency to study indexing the Alaska state
personal income tax systenm

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)

[ ] same title
[ X] replace with CS for SCR 30 [ ~] 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:

/
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Original sponsors: Kelly, Dankworth,
Hackney, and Stimson

IN THE SENATE BY THE FINANCE COMMITTEE
CS FOR SENATE CONCURRENT RESOLUTION NO. 30
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION

Directing the Legislative Budget and

P Audit Committee to study indexing the
T Alaska state personal income tax
8 systenm.

a BE IT RESOLVED, BY ,TilE LEGISLATURE OF THE STATE OF ALASKA:

10 WHEREAS inflation has caused the taxable income of Alaska taxpayers to
N increase without actual gain in real income; and

I? WHEREAS this increase in taxable income places Alaska taxpayers in

ii higher percentage tax brackets without commensurate gains in real income; and
14 WHEREAS this situation results in ever lower real personal buying power
15 and constantly higher income taxes in real dollars for Alaskans; and

16 WHEREAS a system of indexing the personal incometax has been adopted by
17 the states of Colorado, California and Arizona; and

10 WHEREAS the experience of the Dominion of Canada with tax indexing has
1) been successful since its implementation in 1974; and

10 WHEREAS adopting a system of income tax indexing is recommended by the

21 National Conference of State Legislatures, the U. S. Advisory Commission or.
22 Intergovernment Relations, and the Council of State Governments;

23 BE IT RESOLVED by the Alaska State Legislature that the Legislative

24 Budget and Audit Committee is directed to study the advantages and disadvan—
o5 tages and fiscal impact of indexing personal income tax brackets, deductions,
90 exemptions and credits to the rate of inflation in Alaska; and be it

27 FURTHER RESOLVED that the Legislative Budget and Audit Committee is

20 requested to report its findings and recommendations to the Legislature not
22 later than the 10th day of the Second Session of the Eleventh Legislature.

-1- CSSCR 30
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introduced: A/16/79
Referred: Finance

BY KELLY, DANKWORTH, HACKENY
IN THE SENATE AND STIMSON

SENATE CONCURRENT RESOLUTION NO. 30
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FIRST SESSION
Directing the Legislative Affairs
Agency to study indexing the Alaska
state personal 1income tax system.
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:
WHEREAS inflation has caused the taxable income of Alaska taxpayers to
increase without actual gain in real income; and
WHEREAS this increase in taxable income places Alaska taxpayers 1in
higher percentage tax brackets without commensurate gains in real income; and
WHEREAS this situation results in ever lower real personal buying power

and constantly higher income taxes in real dollars for Alaskans; and

WHEREAS a system of indexing the personal income tax has been adoptedby

the states of Colorado, California and Arizona; and

WHEREAS the experience of the Dominion of Canada with tax indexing has
been successful since its implementation in 1974; and

WHEREAS adopting a system of income tax indexing is recommendedbythe
National Conference of State Legislatures, the U. S. Advisory Commission on
Intergovernment Relations, and the Council of State Governments;

BE IT RESOLVED by the Alaska State Legislature chat the Legislative
Affairs Agency is directed to study the advantages and disadvantages and
fiscal impact of indexing personal income tax brackets, deductions, exemp-—
tions and credits to the rate of inflation in Alaska; and be it

FURTHER RESOLVED that the Legislative Affairs Agency is directed, in
cooperation with the Legislative Budget and Audit Committee, to report its
findings and recommendations to the Legislature not later than the 10th day
cf the Second Session of the Eleventh Legislature.

-1- SCR 30



April 25, 1979

MEMORANDUM

TO: Senator Sackett, Chairman
Senate,Finance Committee

FROM: Jdyrilé&gan, Director
/" "Legislative Finance Division

i/n
The study of indexing the Alaska State personal income
tax directed in the Finance Committee Substitute for

SCR 30 can be accomplished within the limits of funds
budgeted for FY 80.
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MEMORANDUM

T0: fdr?ate Finance Committee Members
FROM: Hogan
DATE: A f April 16, 1979

RE: 1/ 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. Rather than
having a full-blown study of indexing, the committee might
prefer to direct Legislative Finance to.perform an interinm
review of various state tax indexation lav/s with a summary
to be presented to the next session of the legislature.



4.108 Indexation of the State
Individual Income Taxl

Inflation interacts with any progressive individual
income tax to generate increases in tax revenue nore
than proportionate to the rate of inflation. These
increases occur with practically no public debate or
disclosure of the fact. Therefore, the Advisory Conmt+
mission on Intergovernmental Relations recont
mended, in the interest of complete public informa-
tion, that the amount of the inflation-induced, state
personal income tax increase be calculated and pub-
licized for each tax year. The Commission further
recommended that the states give early and favorable
consideration to indexation—the annual adjustment
of the personal exemptions, the low-income allo-
wance, the maximum limit of the standard deduction,
any per capita credits, and the tax rate brackets—of
the state individual income tax by the rate of increase
in the general price level.

Four major considerations prompted this recom-
mendation:

Fiscal Accountability. Indexation is needed to
insure that higher effective income tax rates are
t'.. product of o'crt legislative action rather
than the automatic consequence of inflation.

Tax Equity. The maintenance of lax equity
requires that increases in tax liability be based
on real rather than normal income. Inflation is

'Derived from ACIR, Inflation and Federal and Stale Income
Taxes, A-6X Washington. DC. U.S. Government Printing Office,
November 1976. Sec also suggested state legislation Full Disclosure
ofthe titfed of Kate and llase Chances on hical Revenue.

especially hard on low-income families and all
families with many dependents because it erodes
the value of personal exemptions, the low-
income allowance, the maximum limit of the
standard deduction and per capita credits.

Public Sector 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 unlcgislated increase in governmen-
tal revenues.

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

The suggested legislation that follows requires the
Governor to estimate and publicize the impact of
inflation on individual income tax revenues. It also
requires the annual adjustment of tax rate brackets,
personal exemptions, credits, and standard deduc-
tions by an inflation factor defined as the ratio of the
U.S. Departmrent of Labor Consumer Price Index
(CPI) for the tax year to the CPI for the previous
year. llrcausc the U.S. Department of Labor docs not
develop a separate CPI for each state, a state may
wish lo modify the national, regional, and metropoli-
tan area indices to fit its own situation.

The legislation was drawn in part from bills intro-
duced (but not enacted) in the U.S. Congress and the
Illinois General Assenbly, and on indexation prnvi-



sions of the Canadian income tax act, enacted in 1973,
and the Colorado income tax act (H.B. 1194) enacted
in April 1978

Section 1 states the title of the act.

Section 2 is a staterment of findings and purpose of
the act.

Section 3 defines key tems.

Section 4 requires the Governor to prepare and

publicize an estimate of the inflationary impact on
individual incorme tax revenue.

Section 5 provides for indexation of rate brackets,
eersonal exemptions and credits, and maximum and
rlinimum standard deductions by the rate of infla-
tion.

Sections 6 and 7 are separab.lity and effective date
clauses, respectively.
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Suggested Lcgislntion

(Be it enacted, etc.)
SECTION 1 short Title. This act may be cited as the "[State] Income Tax Indexation Act."

SECTION 2 Findings and Purpose.

(@) The [legislature] finds that inflation erodes the value of personal exemptions, deductions, and
tax credits in the [state] individual income tax structure and distorts fiscal equity among taxpayers. The
[legislature] finds, further, that inflation-induced increases in individual income tax revenues result in
annual collections that exceed the amounts anticipated by legislative actions establishing rates,
exemptions, deductions, and other features of the [state] individual income tax.

(b) It is the purpose of this act to correct these situations by:

(1) requiring that the Governor prepare an annual estimate of the impact of inflation
on individual income tax collections; and
(2) requiring that certain elements of the individual income tax structure be adjusted in
accordance with annual increases in the Consumer Price Index.

SECTION 3. Definitions. As used in this act:

(@ “Inflation factor” neans the ratio of the Consumer Price Index for the 12-nonth period
ending [June 30] [September 30] of the current tax year to the Consumer Price Index for the
immediately preceding tax year, rounded to the nearest oric-thousandth.

(b) “Consumer Price Index” means the average over a 12-nonth 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] Estimate o f Inflationary Impact on Individual Income Tax
Revenues. The Governor shall include in the [annual] [biennial] executive budget an estimate for the
previous year, the current year and the following [budgeted] year of the amount of actual or anticipated
revenue from the individual income tax that can be rcasorably attributed to inflation. These estinates
shall be highlighted in the budget message, [the economic message, and the state of the stale address]
and included prominently in press releases relating to the budget.

SIECTION 5. Adjustmentsfor Inflation.

1-3
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(@) The [j/a/e statistical agency] [state economic development agency] shall annually by [July 15
[October 15 prepare and promulgate an inflation factor for the tax year for use by the [state
department of revenue] in making the adjustments required in subsection (b) of this section. In
preparing the inflation factor, the [state statistical agencv][state economic development agency] shall,
using the best statistical techniques compatible with those used by the U.S. Department of Labor in
preparing the monthly Consumer Price Index, adjust the Consumer Price Index to conforr most nearly
to the situation that exists in this state.

(b) Sections [refer to sections of the state individual incoute lax 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 following new subsection: \

u(insert codification) Upon promulgation of the inflation factor under Section 5(a) of this act, the
[head o f the department o f revenue] shall multiply each dollar amount set forth in this section, as
adjusted under this subsection in the immediately preceding tax year, by the inflation factor. If the
inflation factor for the current tax year is less than [1.000] [1.030] [other], no further adjustment shall
be made and the [exemption, brackets, deductions, etc.] shall be as determined for the immcdiaely
preceding tax year.1

SECTION 6. Separability. [Insert separability clause.]

SECTION 7. Effective Dale. [Insert effective date.]

'The dollar amount to which the inflation factor is applied in each year is the dollar amount determined in the preceding tax year
through the use of the inflation factor.



Indexation of Canada’s

MAY 1978
Vol. XXXIX, No. 5

Individual Income Tax System

By C. F. Steiss

I have been asked to provide a few observations on
Canada’s reaction to what | might refer to as the
“silent tax increase." Perhaps | should begin with a
word about what [ mean by this phraseology.

Generally speaking, inflation causes taxable
income to increase more rapidly than total real
income, since taxable income is a calculated amount
after allowing for certain exclusions and deductions.
While some exclusions and deductions may increase
at a rate commensurate with inflation, others, and
notably the basic personal exemptions which account
for almost 80 percent of all exemptions and
deductions in Canada from individual income, do
not. Consequently, in a period of inflation, taxable
incomes rise more rapidly than the inflation rate,
because of the static nature of the quantum of those
exemptions. Thus we have one element of the silent
tax increase.

A second clement is the progressive rate structure.
An increase in the effective average rate with
unchanged real taxable income vyields higher real
taxes. The only obvious way of avoiding this is to
index the brackets. Assuming a taxpayer's various
deductible expenses rise at an inflation rate, indexing
of the brackets should generally mean that real tax
liabilities will rise only wher: total income is rising
more rapidly than the inflation rate. Where total
income is rising less rapidly than that rate, real
liabilities will actually fall.

On the evening of February 14, 1973 the then
Minister of Finance, The Honourable John Turner,

proposed the introduction to the Canadian t&/.
system of a “ major innovation in tax philosophy and
practice.” In commenting on this proposal, the
Minister expressed concern in respect of the rampant
inflation phenomena in Canada and the impact such
inflation 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 laws as one of the two most
important structural changes to the Canadian income
tax system since World War I, the other being the
taxation of capital gains and the many other

This? Issue* lit Brief

Since 1974, Canaqa has agphed Indexa-
t| n ta its. ndividyal Incom SA
gusfmge most kinds ot exemptions a
nal fax_rate hrackets by an annualy
com uted Inflation factor.

Mr. Stolss disc sses thﬁ philosop hﬁ/ and
C|rc mstances ea to the lntro uc on of
xatlon syste and sexamg
|tse ctstoda Hesees emfaha
|%C|§r ates su s;r|0 Vem es unueessstmr?s
w%etp\er ical extension o?nlnde?(anon fg
Bap’eas a] s and various deductions wou
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substantive changes implemented by the 1971 tax
reform bill.

Implementation of the proposal introduced the
following basic system of indexation of Canada's
individual tax systent

(@ The annual determination of a so-called .

“inflation factor” based upon the increase in
Canada’s Consumer Price Index in a defined
immediately preceding 12-nonth period.

(0) Application of this infiation factor to the various
principal exemptions available to individual
taxpayers in Canada. Such principal exemptions
prior to indexing (in 1973 included a SI,600
single status exemption, a S3.000 marital status
exemption and individual dependency exemp-
tions of upwards to S550 per dependent.

(c) Application of the inflation factor to the
marginal tax rate brackets of the Canadian
individual taxpayer.

The technical definition of the cumulative inflation
factor is: the ratio of the Consumer Price Index for
the year ending September 30 of the relevant previous
year divided by the Consumer Price Index for the
year ending September 30, 1972 From a practical
point of view, the Minister announces the increase
annually, soon after the September CPI statistic is
available. The inflation factor is pragmatically
expi sed in tems of an annual adjustment to the
prevailing exemption levels and tax rate brackets of
the prior year.

For exanple, the legislative adjustment in respect
of the 1978 personal exemptions and rate brackets
was announced in October of 1977, and wes
determined by dividing the average CPI for the 12

Cari F. Stolss Is a partner I
the firm of Price Waterhouse-
s' Co., Toronto; a position ta
which her was appointed. In
1973. Ho has boon
associated with the fim ;
since 1963, and has served:
an a member of Its tax
division since- 1967. M.
Steiss I3 also a member of
the faculty of tho University of Torornto, and Is a
frequent lecturer at tax seminars and conferen-
ces. Ho is the author of numerous articles on
* taxation. i
This Review is based on Mr. Stelss's
presentation at a Tax Foundation seminar on
Integration and Indexation, held In-Washington,
D.C. on March 30, 1978.
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months ended September 30, 1977 by the
corresponding average for the preceding 12-month
period ended Septermber 30, 1976. Expressed in
percentage terms, the major personal income tax
exemptions and the tax bracket limits for 1978 were
raised by 7.2 percent as compared with those that
prevailed for 1977.

Why Septermber 30? The selection of September as
the extreme of each 12-nonth averaging period was
based on the factual circunstance that the month of
September was simply the last possible month in a
year that could be reflected in the calculation while
still allowing the government time to print and
distribute the withholding tax tables on a timely basis
for the following taxation year, the year for which the
calculation is relevant.

Why a 12-rmonth averaging period? The intent of
the government was to extend the period so as to
minimize the impact of unusual events or
circumstances which might initiate an undue
influence on the calculation of an inflation factor
based on a shorter period.

Some Effects of Indexation

Interestingly enough, the law itself does not con-
template a reduction in exemptions and/or a
narrowing of the marginal tax rate brackets. Indeed,
where the inflation factor for a particular year is less
than that of the preceding year, the preceding year'a
factor will be deemed to be operative: In other words,
the exemptions and tax rate brackets will not be
reduced from that of the preceding year. | mention
this point merely for your general interest since, with
the rates of inflation to date in Canada, the nmatter
hes certainly not been in issue from the time the
scheme wes first introduced.

The inflation factor applied to the marginal rate
brackets and exermptions has broadened the brackets
and increased the exemptions on an annual basis by
some 6.6 percent for 1974, 101 percent for 1975, 11.3
percent for 1976, 8.6 percent for 1977 and 7 percent
for 1978. By 1978, the compound effect of indexing
since its inception amounts to a hefty 521 peicent.
Introduction of indexing in 1974 meant the dropping
of some 175,000 taxpayers from the tax rolls and
another 225,000 in 1975 after which the government
stopped counting. Estimated cumulative Federal
government revenues lost through indexing through
1978 are some 4 hillion.

Let's take a look at the rates. In the absence of
indexing, our top marginal rate would cut in at



taxable income of S80.000. | hasten to add that that
top rate is dependent upon the province of residence
of the taxpayer and may vary from a low of
approximately 60 percent to a high of around 63
percent. For 197S and strictly as a result of indexing,
the top marginal rate does not cut in until taxable
income of some S91.260 is reached.

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 to these exemptions entitles him to
deductions of some S5480 in 1978 A single
pensioner would have about 54,000 in 1978
exemptions versus S2.600 without indexing.

Indexing represented a major shift in historical
attitudes in Canada as to inflation and taxes. Perhaps
one of the most extensive studies of any developed
tax system was thet of the Carter Pvoyal Commission
on Taxation. That Commission spent some four
years of intensive study of all aspects of our thm*
existing tax structure and issued its massive 2.700-
page. five-volume report, in 1966. The Commission
considered the mrerits of indexing and concluded that
“the tax structure should generally not be adjusted
automatically to take into account changes in the
general ievel of prices. To develop a tax system that
taxed only increases in ‘real’ purchasing power would
irreparably damage the built-in stability of the
systent’ .

Why the change in attitude?

Ohbviously, a part of the change must be explained
by the tremendous rates of inflation we have
experienced since the mid-1960’s and the significant
pressures this has placed on government and
government thinking. Indeed, in introducing their
remarks and negative conclusions with respect to
indexing a tax system, the Carter Commission made
the following statement: ‘‘Assuming that the
Consumer Price Index continues tc rise at an average
rate of 1.5 percent to 2 percent ayear, what could and
should be done™’

The fact that the level of inflation from 1952
through 1965 averaged only about 1.4 percent a year
and reached its highest level of 3.2 percent only in
1957 may have contributed to their conclusion that
indexing was not of paramount importance. After
1965 the rate of inflation escalated significantlly,

reaching 4.8 percent in 1972 and 9.1 percent in 1973..

when indexing was introduced. Furthermore,
inflation hes simply galloped along since that date.

TAX REVIEW, May 1970

Expressed in terms of 1971 equals 100, Canada’s
Consumer Price Index factor at the end of January,
1978, wes 167.8.

Prior to the introduction of indexing to Canada's
income tax laws in 1974, personal income taxes were
taking a higher and higher proportion of the real
incomes of Canadians. Each year, the real value of
personal exemptions was becoming less and less, and
more and more Canadians were finding thenselves
thrust into higher tax brackets without a
compensating increase in their real income. The
impact was there in the late 1960's, but | would think
it fair to say that the majority of Canadian taxpayers
were unaware of this “silent but annuai tax increase.”
With the advent of rampant inflation in the early
1970's, there were signs in Canada that the silence of
the increase was being disturbed, and that Canadian
taxpayers were becoming more and more aware of
the interaction of inflation and taxes. Indeed, many
were clearly beginning to recognize that inflation
itself was a form of taxation, that the government waes
obtaining a rising share of personal income
coincident with inflation, and that such an increase
was being achieved in the absence of distasteful overt
increases in nominal tax rates.

Where Benefits Are Greatest

Anyone concerned with basic social policy has to
be concerned about the impact of inflation. As you
rise up the income scale, Canada's higher tax
brackets widen considerably, and increasingly
insulate taxpayers from ravages of inflation on real
tax rates. In other words, the tax increases resulting
from inflation are highest not at incomes where the
marginal rates are highest, but rather at those income
levels where marginal tax rates increase most rapidly,
thereby placing the burden more squarely on middle
and low income earrers.

What taxpayer hes benefited the greatest from
indexing? Notwithstanding my comments a moment
ago about the S60.000 marginal rate taxpayer, this is
not the taxpayer category which has benefited the
most. A computer simulation model study recently
conducted indicated that the taxpayer with assessed
income in the SI5000 range enjoys the most
significant percentage savings from indexing. Indeed,
about 27 percent of the total tax savings enjoyed from
indexing belongs to this taxpayer category. The next
greatest saving goes to income ranges of from 515,000
to S20.000. Taxpayers with assessed income from
SO0 to 525,000 account for close to 70 percent of
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"ne total 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
taxation year. Federal tax reductions for taxpayers at
all income levels will total some S850 million as a
result of application of the inflation factor applicable
for that year, or roughly 6 percent of budgetary
revenues. All of the provinces of Canada other than
Quebec have tax collection agreements with the
Federal government in respect of individual incorme
taxes. Those provinces also of course experience
reduction in revenues through indexing. In very early
estimates prepared by the Province of Ontario, it was
estimated that by 1980 the indexing revenue loss to
the Federal government would range from about 18
percent at sustained 5 percent inflation to about 24
percent at sustained 8 percent inflation. Reduction in
Ontario revenues indicated the same pattern. There is
no doubt that indexing significantly reauces the rate
of growth of direct personal tax revenues over the
long term unless such reductions are offset by explicit
increases in tax rate. Some would say, and | would
agree, that out of this observation flows a still further
advantage of indexing: Namely, indexing increases
parliamentary and/or taxpayer/voter control over
tax rates.

Outlookforthe Future

Will indexing in Canada survive? Costs of govern-
ment are rising rapidly while tax revenues and the
real wealth of the nation on which they are based are
somewhat stalled. To continue indexing may
continue to increase an existing budgetary deficit,
and to raise taxes in isolation is not only politically
unpopular but is also inconceivable with the fragile
Canadian economy of today. One thought is that the
government may be tempted to ease its predicament
by changing the method of calculation of the magic
inflation factor to produce a smaller factor, but this
itself would be unpopular and could become a matter
of substantive controversy.

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

the case of the Federal government for some years
because of its surplus financial capacity, in the case of
the provinces a substantial deterioration takes place
in their long-run financing position. Pressure signs
are stoning to show, and the matter could become a
significant issue in the next while. Perhaps the chief
hope of the government is that inflationary rates wiil
abate and the impact of indexing diminish.

Has the government of Canada accepted indexing
as a logical and indeed necessary part of the
Canadian tax systerr? The answer must be a qualified
no! Certainly extension of indexing to exemptions
and the personal tax rate schedule was a major
innovation. But, if one accepts the principle of
indexing, is then: not some logic to extension of its
application to most statutory deductions and
absolute dollar income inclusions under our Inome
Tax Act? For exanple, the Canadian Income Tax Act
prescribes various deductions to retirement pians
including, as anillustration, a maximum deduction to
a pension plan. The quantum of this deduction hes
increased over the past several years but such increase
has not been tied to indexing. In 1971 the government
recoghized that employees may have expenses and
allowed an arbitrary maximum deduction ofSISO in
recognition of employment expenses. In 1977 the
Minister of Finance recognized that inflation hed
eroded the value of that deduction and arbitrarily
increased it to S250 for 1977 and subsequent years.
While the increase was welcome, one wonders why in
1973 the indexing scheme was not applied to this and
many other deductions under the Income Tax Act.
Another outstanding example nmust be capital gains.
The only response of the Canadian government to
date with respect to the impact inflation hes on
people’s savings has been arbitrary deductions of
S1.000 of investment income, ano certain private
pension income. Again, indexing hes been ignored.

Accordingly, the equity argument in favour of
infiation-proofng the personal tax rate structure hes
not been fully accepted or reflected. Only time will
tell, but | advance my own cautious opinion that for
the time being, “They've Gone About As Far As
They Can Go!”
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the total 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
taxation year. Federal tax reductions for taxpayers at
all income levels will total some S850 million as a
result of application of the inflation factor applicable
for that year, or roughly 6 percent of budgetary
revenues. All of the provinces of Canada other than
Quebec have tax collection agreements with the
Federal government in respect of individual income
taxes. Those provinces also of course experience
reduction in revenues through indexing. In very early
estimates prepared by the Province of Ontario, it was
estimated that by 1980 the indexing revenue loss to
the Federal government would range from about 18
percent at sustained 5 percent inflation to about 24
percent at sustained 8 percent inflation. Reduction in
Ontario revenues indicated the same pattern. There is
no doubt that indexing significantly reduces the rate
of growth of direct personal tax revenues over the
long term unless such reductions are offset by explicit
increases in tax rate. Some would say, and | would
agree, that out of this observation flows a still further
advantage of it lexing: Namely, indexing increases
parliamentary and/or taxpayer/voter control over
tax rates.

Outlook for the Future

Will indexing in Canada survive? Costs of govern-
ment are rising rapidly while tax revenues and the
real wealth of the nation on which they are based are
somewhat stalled. To continue indexing nay
continue to increase an existing budgetary deficit,
and to raise taxes in isolation is not only politically
unpopular but is also inconceivable with the fragile
Canadian economy of today. One thought is that the
government may be tenpted to ease its predicament
by changing the method of calculation of the magic
inflation factor to produce a smaller factor, but this
itself would be unpopular and could become a matter
of substantive controversy.

While the reduction in revenue growth potential of
the personal income tax can perhaps be absorbed in
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the case of the Federal government for some years
because of its surplus financial capacity, in the case of
the provinces a substantial deterioration takes place
in their long-run financing position. Pressure signs
are starting to show, and the matter could become a
significant issue in the next while. Perhaps the chief
hope of the government is that inflationary rates will
abate and the impact of indexing diminish.

Has the government of Canada accepted indexing
as a logical and indeed necessary part of the
Canadian tax systen? The answe:.. must be a qualified
no! Certainly extension of indexing to exemptions
and the personal tax rate schedule was a major
innovation. But, if one accepts the principle of
indexing, is there not some logic to extension of its
application to most statutory deductions and
absolute dollar income inclusions under our Income
Tax Act? For exanple, the Canadian Income Tax Act
prescribes various deductions to retirement pians
including, as anillustration, a maximum deduction to
a pension plan. The quantum of this deduction hes
increased over the past several years but such increase
has not been tied to indexing. In 1971 the government
recognized that employees may have expenses and
allowed an arbitrary maximum deduction ofS150 in
recognition of employment expenses. In 1977 the
Minister of Finance recognized that inflation hed
eroded the value of that deduction and arbitrarily
increased it to 5250 for 1977 and subsequent years.
While the increase was welcome, one wonders why in
1973 the indexing schene was not applied to this and
many other deductions under the Income Tax Act.
Another outstanding example must be capital gains.
The only response of the Canadian government to
date with respect to the impact inflation hes on
people’s savings has been arbitrary deductions of
SI1,000 of investment income, and certain private
pension incone. Again, indexing has been ignored.

Accordingly, the equity argument in favour of
inflation-proofing the personal tax rate structure hes
not been fully accepted or reflected. Only time will
tell, but | advance my own cautious opinion that for
the time being, “They’'ve Gone About As Far As
They Can Go!"
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Letting inflation push you into the
5 % bracket is an honor you’d probably
rather skip. Here’s how to decline it.

\ense and dank is the underbrush

of the Intemal Revenue Cock,

and hideous norsters lurk there. The
one that Jinmy Carter particularly
detests is the Loathsome Luncheon
Loop-hoier (of tire three-martini spe-
cies); Carter and others also shudder at
the Exotic Shelter Digger. But the beast
that preys nost on middle-incone tax-
payers s the lessfabled Stealthy Brack-

et Creeper.
The Creeper hides out in the fire

print of tax schedules, and he's espe-
cially vicious becaLee he feeds on in-
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byJerry Edgertem

flation. In the years since 1965, while
inflation hes nore then doubled prices,
the brackets that determine what per-
centage tax you will pay have remained
at the levels shown inthe box onthe op-
posite pege. This neans if you get pay
raises intended to keep you even with
inflation—which represent no increase
at all in real buying ponwer—your high-
er income continually raises your tax
rate. Inthe end, your take-hoe incorme
falls behind inflation. If Congress mede
no changes in the law, inflation at 65/5
would push afamily making S25.000a

year now into the &% bracket by the
early 1990s. \Y

The way to stop such tax increas-
€s onsteady or even declining purches-
ing power is a system called indexing,
already being used in Caneda. As the
cost of living goes up indexing raises
the dallar limits of the tax brackets ad
also the exenptions and standard de-
ductions that a taxpayer gets to sub-
tract from his gross income in
computing his taxable incoe. With
indexing, a citizen whose income
keeps.up with inflation still hes a high-

OOA



er tax bill each year, but the percent-
age he pays to the governnent renains
constant.

The consequences can be striking,
frmegine mo farmilies of four whose in-
coes just kept up with the US i
flation rate by rising 36%from S18.000
in 1973 t0524.500in 1977. During thet
period the incorme taxes of the first fam-
ily junped 54% while those of the sec-
ondclinbed only 11% BExplanation: the
first family lives in the US, the second
in Canech. Hit by bracket creep, the
Anrericans fell behind in buying pow-
er; coddled by indexing (plus some tax
cuts), the Canadiars increased their
red incore.

US. federal tax collections fromin-
dividuals now rise about 168%for every
10%00f increase in persoral incone. In
states with progressive state income
taxes, such as New York and Callifor-
nia inflarion-increased income means
a bigger state tax bite as weil. The re-
sult says Congressman Willis D. Gra-
dison .. a Republican from Gm is
thet "government hes a vested interest
in maintaining inflation since present
law permits a .windfall tax bonus dur-
ing an inflationary period.”

Gradison hes attracted more then

Bracket creep

This table shows the tax bradkets,
effectively unchanged since 1965,
that apply to middle-income nar-
ried couples filing joint returs.
Note that the percentage increases
in tax rates apply not to the whole
taxable salary but only to the nar-
ginal part of it contained within the
bracket. Nevertheless, as inflation-
fattened salaries creep yp fromore
bracket to another, the ever-higher
percentages raise taxes at a rate

greater than the salary gain.
511.201-515,200 22%
513.201-510,200 250
519.201-523.200 28%
523.201-527.200 3%
521.201-531.200 38%
531.201-535.200 38%
535.201-538,200 42%
530.201-543,200 45%
543.201-547,200 43%

547.201-555,200 50%

6 0 wasHT..
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80 co-gporeors for a bill that would in-
dex fedkral individual incone taxes for
inflation. Indexing pr do not
suggestthac their bill will pessthis year,
but increasing conplaints from constit-
Lents aboout taxes have generated rmore
congressional interest in indexing than
ever before. Past support hes come
largely from Republicans; this year
there are some Dermocratic co-spornsors
aswell “Indexing isanideawhose time
iscoming,” says Gradison.

Ore reason is that taxpayers will
begin to fail even furthe" behind as
higher Social Security taxi stake effect
Economist Dennis Jacoke of the US
League of Savings Associations figures
that middle-incorre families will need
an annual wage increase of about 10%
1o keep pace, after taxes, with inflation
of 65%

Carnechy began indexing personal
incoe taxes in 1974. Each Cctober the
Canedian Departrrent of Finance deter-
mines the increase in consuner prices
for the previous 12 nonths and then
raises tax brackets, deductions and ex-
enptions by the samre percentage, in
time to issle new tax tables in Jarnu
ary. As aresut, if your income rises in
tandemwith inflation, you stay in the
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sane bracket as the year before. Ca-
nedians onfixed incomes pay lower and
loner taxes each year.

The pest tew years of tax indexing
in Caneda have coe against a back-
dropof hard tirres. Unerrployrment and
inflation both have been around %% re-
cently. The Caredian dollar, tradition-
ally worth sligntly nore than its
American counterpart, droppedtoa low
of around 87 Anrerican cents early this
year, though it hes risen slightly since.

"The govermnent quite deliberately
acbptedmexpar&onarypollcy, but too

much exparsion wes alloned,”
economist Jon Basscrsoftfelnstltute

for Policy Analysis at the University of
Toronto. “That helped build in future
infladon.” Bt adds Bossors: “You
can't say the currentt large deficits are
the fault of indexing. The government
knewthe effects of indexing before they

Indexing proporentsargue that Ca-
nedian spending might be even higher
then it is—ad the government deficit
therefore even larger and nore infla-
tionary— indexing hadn't disciplined
the government to expect lower reve-
nues becauee of indexing. Says Jdn R
Allan, vice president of the University
of Windsor and a foner chief tax an-
alyst of the Caredian Departrent cf
Hnance: "Government officials noware
saying. ‘If we wart to bring in a new
program we'll have to find sonething
else thet can le sacrificed.” "

What the skeptics say

Onbalance Canedaappears to have
berefited from tax indexing, but sonme
skeptics in Washington cite both eco-
nomic ad political argurents vy in-
dexing is not needed or would not
work inthe US  Here are three of the
objections nost often raised and re-
sporses fromindexing proponents:

» Periodic tax cuts have kept taxpayers
roughly aoresst of inflation even with-
out indexing. Tax brackets and tax
rates have not been changed substan-
tially since 1966 But, as Senator Rus-
sell Long paints out in the interview in
the box at right. Congress hes reduced
taxes by avariety of devices, including
credits deducted from the taxes owed
and increases in standard “eductions
and persoral exenptions. Since 1965,
however, only low-income taxpayers
(meking less then the inflation-adjust-
ed equivalert of 310.000 to S12.000 in
1975 have hed enough tax reductions
to offset inflation

» Congtess hes nore control over the
economy with the present system In

30 Money JUNE 1978

«John Sreffield, who

practice, this means thet inflation keeps
boosting tax revenues and Cogress
tren decides whether to give sone of
this noney back in tax cuts.
Legislators who deal with tax
hills, such as Serator Long, worry that
without the inflation bonus in tax
collections. Congress might face the po-
litically dreadful prospect of voting to
raise taxes. And soe legislators con-
tend that indexing would limit their
ability to make changes in the sub-
stance of the tax law, such as auts to
stimulate theeoonorry
William Fellrer, a menber of the
Courcil of Economic Advisers under
Presidents Nixon and Ford, argues that
eindexing would simply prevent Con-
gress from confusing fundarental tax
law changes with adjustirents for in-
flation. Says Fellner. "With indexing,
Congress would at least have to be hon-
est when it raised taxes," rather then
let inflation sneak them up. A corol-
lary economic argurent, for indexing
is that it would helo soften iecessicns.
The senior economist of lie congres-
sional Joint Economic Commrittee hes
calculated that the US. recession of
1974-75wouid have been less severe if
indexing hed been in effect to lower
taxes and stinulate the econommy.

» Indexing might make inflationworse.
Large federal deficits encourage infla-
tion. and indexing could increase the
deficit by cutting back on revenues. In-
dexing proponents concede thet deficits
probably would go up at least termpo-
rarily. But they argue thet groning def-
icits would provide a strong political
incentive to cut federal spending, since
without the inflation bonus the only al-
temative 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 upwith
each pay increase, they might moder-
ate wage demands.

The indexing proposals citculating
in Washington don't apply to busiress
taxes, because of the conplexities of
questions such as how to conmpute de-
preciation on equipment where infla-
tion hes greatly increased the cost of
replacenent But ore busiress tax is-
ste. tlic treatment of capital gairs, af-
fects many individual too.
Capital gains could also ke indexed,
eliminating yet another source of tax
unfaimess caused by inflation.

Consider the plight of attormey

bought a house in
Los Angeles in 1949tor S7.000. Though
Sheffield recently wes offered 370,000
for the house, he contends that he can-
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Why Senator Long
opposes indexing

not afford to sl it because of high cap-
ital-gains taxes. BEven though nost of
that $63,000 increase in value sinply
reflects inflation since 1919 Sheffield
would still ke taxed on half the gain.
And since Sheffield already owns a sec-
od house thet he now lives in, he
couldn't defer the tax by investing ina
new house,

With indexing, acapital asset'sval-
tewould be increased crthyear by the
rate of inflation: capital-gains taxes
wvould take effect only after the iifia-
tion increase. Indexing capital gains is
not being actively corsidered in Wesh-
ington now. But Gongressiman William
Steiger, a Wisconsin Republican, hes
persueced a mgjority on the Ways ad
Means Committee to support anamend-
mert to cut maximum capital-gains
tax rates back to 25%6—estoring the
situation thet existed in tte 1960s.



Public fears about rising inflation have
dominated the debate over tax legislation
this year. Warnings that too large a cut
and an increased federal deflcit couid
push up inflation led. President Carter
last month to scale his proposed S24.5
billion tax ait back to S19.4 billion. A
vexed issue has been whether to cut back
the unpopular increases scheduled for
Social Security taxes next year. But in
mid-May the House li'Cys and Means
Committee. reversing a previous vote, re-
jected any such reduction. Any tax cut
therefore seems sure to come out of in-
come taxes.

On taxation issues—whether this
year's lax cuts or more basic changes
such as indexing—the opinion that ccunts
most in Washington is probably that of
Democratic Senator Russell B. Long of
Louisiana, chairman of the Senate
Finance Committee. A senatorfor almost
30 years and veteran of many a legis-
lative battle over taxes, Senator Long.
59. has been described as "the Barysh-
nikov of senatorial politics" because of
his agility and control. He talked to
Money recently about current tax issues.
Excerpts:

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

Indexing the tax would mean thet
every year when you hawe inflation,
government revenues would go W
much less than they do now. Then, in-
stead of reviewing thesituationandvot-
ing for atax aut. aswe arc doing, youd
end that the cost of govermment would

Influential Denmocrats oppose Steiger's
proposal, but he may win sorre cont
promise concessions—perteps an in-
crease in the anount of capital losses
that can be wsed to reduce taxable
incoNe.

Cut first, index later

Congressien, especially Republi-
cars. are tussling with the depressing
effect of high taxes and bracket creep
on economic growth ad investirent.
Some procorents o indexing, such as
Senator William Roth of Delanare ard
Euffalo-area Congressman Jadk Kenm,
believe that tax rates should be cutsub-
stantially first, then indexed to keepin-
flation fromwiping out the cuts. Kenp
and Roth are sponsoring a bill to aut
persoral tax rates within each bracket
by nearly one-third, in addition to re-
ducing corporate taxes. Kenp likes to

be going up with inflation and you'd
be constartly under pressure to raise
taxes. It's a lot easier to reduce taxes
then it is to raise taxes.

Soyou prefer to let inflation push up peo-
ple's tax bills?

In order to keep tre govermment
solvent it's easier to do it with the ex-
isting system then ir is with indexing.
What we do each time inflation hes oc-
curred isto take a look at howeach tax-
payer finds himself after inflation and
adjust taxes to take that into account
So we do reduce taxes, and we try to
do it in away that will be just and fair
to all concermed.

One complaint is that people in the
middle-income range have not kept up
with inflation t ’cause tax cuts have been
aimed chiefly a: lotver-income people.

| think that taxes arc too high. For
the epper-middle-income brackets and
the upper brackets, they are far too
high. But as long as the Congress is of
anood to put nore taxes on the upper-
middle- and nigh-bracket taxpayers in
orcer 1o reduce the taxes of those who
fall in the lower end of thescale, itwon't
metter what systerm you adopt, index-
ing or sonething else.

Some congressmen argue that a large
tax cut would generate more revenue, as
it did after the Kennedy tax cut of 1964.
What's your view of that?

You can't be sure in advance just
howany tax cut will work. You have to
rely on someore's estimates. But I've

note that after a similar cut proposed
by President Jomn F. Kennedy and en-
acted in 1264. econommic groath wes so
strong that federal tax collections in-
creased rather then decreased in the
next rew/ years.

Taxes at the current rates discour-
age people from work ad investirent,
Kenp and Roth contend. "People think
on the margin," says Kenp, arguing
thet taxpayers are well anare hon
much of the eamings from an extra
hour's or day's work will go to die gov-
emment. An exanple isCharles R Pro-
w5 a telephore repainren from
BoJdwninsville. N.Y. Proseus says he
and his fellowworkers know thet when
they work nore then 12 hours over-
time. paycheck deductions from feder-
al and state income taxes and Social
Security Vil stair to total 4775 "So |
just cut it il at 12 hours," he says. "It

felt thet in sore aress, such as the in-
vestent tax credit, the stinulative ef-
fect wes so good for the economy thet
it really cost us nothing, in tact mede
LS NDrey.

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

If it results in nore investrrent,
particularly nore production of energy,
then it will not be inflationary. In
my judgent, the result will ke nore
Investent.

Many members of Congress still want to
cut back on the Social Security payroll
tax. Howdo you feel about that?

It's son of a distinction without a
difference. We can reduce the income
tax by as much as we wartt to reduce it
in order to offset the increase in Srcial
Security tax or to nore than offset it.

The Prtsident has proposed a number
ofreforms that will eliminate deductions.
Do you think any reforms will be cou-
pled with the tax cut?

| think some of them will. But if
we look at the history of tax reform
hills, they also have to entail mejor tax
reductions. This heppens becalse there
is far nore resentrrent armong  those
who pay nore taxes as the result of a
tax reform hill then there is appreci-
ation anong those who are going to pay
less taxes. When you talke up a ngjor
tax hill, arst one item and then anoth-
er stirs resentment A tax reform hill
which does not work out to be an over-
all tax reduction cannot becone law.

isn't worth it to work any nore." The
Kermp-Raih argurent will be a ngjor
Republican plank this fall and in 1980,
"Support for indexing is going to
be directly proportioned tothe rate of in-
flation," predicts Barber B Comble .,
ranking Republican on the House Ways
and Mears Conmittee, who backs the
proposal. Possibly. Gongress will cone
tosee less political mileage in boasting
of tax aus to a skeptical population
anare thet inflation hes already pushed
Lp taxes. As formmer New York Serator
Jares Buddey, a long-tine supporter
of indexing, told a recent Senate hear-
ing: "There isno taxreformthat isnore
inportant to achieve, easier to accom-
plish ad fairer in its impact then in—
cone tax indexation." If Congress
begins to think like thet, the Stealthy
Bracket Cregper could becore an en-
dangered spedies. end
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Chapter!

INTRODUCTION

The United States is currently experiencing its
most prolonged, severe inflation in the last quarter
century. Indeed, since 1972, the Consumer Price
Index (CPI) has risen by an average of 9.6 percent
annually—a clear departure from the historically
mild 2-3 percent for the U.S. since 1950. Moreover,
rates of inflation well above the historical average
are expected to continue, at least for the next five or
six years. Both the Congressional Budget Office
(CBO) and the President project an increase in the
Gross National Product (GNP) implicit price de-
flator of somewhat over 6 percent in 1977 and an
average annual increase of 5-6 percent over the
period 1077-81.

There arc several undesirable economic effects of
such a sustained, high rate of increase in the general
price level. One of the most important of these ef-
fects, and one which is gaining an increasing anount
of attention from economists and policymakers at all
levels of government, is the distorting effect on the
personal tax burden which results from the interplay
of inflation and any progressive individual income
tax.1

When most of thecurrent U.S. Internal Revenue
Code provisions were enacted, inflation was not a
serious problem. As a result, most major tax code
provisions arc specified in nominal do'ar
amounts—e.g., tax bracket boundaries, exclusions,
exemptions, the standard deduction maximum, the
low-income allowance, and various <thcr deductions
or credits, such as the child care expense deduction

1



and the per capita credit in 5/ Inflation, however,
decreases the real value of these exemptions, deduc-
tions, and credits that are specified in fixed dollar
amounts, causing taxable income to rise more
rapidly than total income. In addition, since the tax
rate brackets arc stated in fixed dollar incomes, the
increase in taxable income—regardless of whether
there is an increase in real income—is subject to
taxation at higher marginal rates.2 It is the impact of
inflation on individual income taxes because of these
problems that is considered in this report.

AP L

. Inflation interacts with a progressive individual
income tax to distort real tax burdens in two ways.
First, if a taxpayer's nominal (money) income in-
creases, the share of income paid as tax rises even
though there may be no increase—or even a
decline—in real income or purchasing power. Sec-
ond, the resnonse of the lax structure to changing
real income is asymmetric: if nominal income is con-
stant so that real income falls by the inflation rate,
income taxes do not fall to reflect this taxpayer's
decline in purchasing power. In short, inflation
causes individual income tax burdens for any given
real income lo increase.

The effects of an assumed ¢ percent inflation on
both Federal and stale income taxes for families with
differing money income changes arc dermonstrated in
Table 1-1 One secs that if a family’s income in
creases sufficiently to just offset the increase in
prices, income taxes claim a larger share of that
constant real income—generating a decrease in dis-
posable real income. Similarly, if this family receives
No increase in money income, real income declines
by 6 percent, but this family’s income tax liability
does not fall to reflect this fact. Finally, even if the
family manages again inincome mcc than enough to
offset the inflation, income taxes Fsc in response to
the growth of nominal income rather than real in-
come and thus erode the real income gain.

SCOPE OF THE STUDY

This study focuses on the increases in real indi-
vidual income tax liabilities that result from the re-
duction in the real value of tax exemptions, deduc-
tions, credits, and rate brackets due to inflation. It is
important to note that there arc several other issues
regarding the effects of inflation and income growth
on individual income taxes that are nol included in
this report. S

It is an inherent trait of any progressive tax, a
trait which has been historically recognized and

Table 1-1
INDIVIDUAL INCOME TAXES FOR VARIOUS CHANGES IN FAMILY INCOME,
ACTUAL AND INDEXED 1975 TAX LAWS

FEDERAL
Indexed 1975 Low

Actual 1975 Lav/
Percent
nominal Growth ot Income Effective
Income Income Vox’ Rate
1975
Families A, D.
and C - $12.000 $1039 9.08%
1976—Aflor
6 percent
Inflation
Family A 12.000 0 1039 9.08
Family ) 12,720 6% 1201 9.4-1
Family C 13,4*10 12 1321 9.83
"Nov/ York

Income

STATE1
Actual 1975 Law Indexed 1975 Law

Eflectlve Income Etlective Income Ettccllve
Tax’ Rote Tax’ Rote Tax’ Rote
’ $.05 2.54% - i
$1010 B.48% 305 2.54 $284 2.37%
1155 9.08 341 2.68 323 2.54
12G5 9.41 379 2.82 359 2.67

" Married couplo with two dopondgnls, all Income is wages and salaries ot ono spouse, joint return claiming the standard deduction.

" Calculated as (1.0G x 1975 tax on (nominal mcomejl.

1.0C
Sourco: AGIO staff.



applauded, that tax revenues will increase more than
proportionately to increases inincome. This concept
of “ revenue elasticity” has been supported both be-
cause it provides revenue lo governments to nmeet
rising demand for public services and because it en-
hances the built-in, macroeconomic, stabilizing in-
fluence of the tax. Any progressive individual in-
come tax will provide greater percentage revenue
increases than income increases regardless of
whether the rise in incomes occurs as the result of
real increases in output or from inflation.

REAL VERSUS INFLATION GROWTH

There are several important reasons why the elas-
ticity of income taxes with respect to real growth
must be differentiated from the elastic response of
revenue to inflation-induced increases in income.

First, real economic growth in tite U.S. isa con-
tinuing, long-term feature that has been anticipated.
Thus, income tax elasticity with respect to that real
growth must also be an expected impact of the use of
progressive income taxes. However, we have al-
ready noted that the inflation rates of the last several
years have few parallels in U.S. economic history,
leading to the plausible interpretation that substan-
tial real income tax growth due to inflation was not
explicitly intended.

Second, there is a fundamental difference be-
tween inflation-induced and real growth-induced in-
come tax elasticity, at least from the viewpoint of
taxpayers. With real increases in income, taxpayers
have greater after-lax purchasing power—they are
wealthier—and thus adjust their consumption de-
mands, including the demand for public services. If
the desire for public services also rises more than
proportionately to an increase in real income, as is
likely for at least some public services, then revenue
elasticity provides the funds to satisfy these de-
mands. However, when income changes occur
simultaneously with gcncial price-level increases,
taxpayers are not necessarily made any “ better"
off—and, in fact, after-tax real income may decline.
In .short, income taxes and the growth of tax
liabilities under an “ ability-to-pay" concept nmust
respond to real purchasing power and not nominal
incomes.

Therefore, for any piogicssivo individual income
tax, the elasticity of revenue with respect to both real
income growth and inflation is greater than one. The
concern in this report—and the object of
indexation—is the component of income tax growth
that occurs because of inflation and is more than

proportionate lo the increase inthe price level. While
it is possible to nake a case for income taxes of
unitary elasticity with respect to all income growth,
the response of income taxes to inflation is in large
measure a new isste due to the current, historically
high rates of inflation. Accordingly, this study
examines (1) the impact of inflation in increasing real
income tax burdens irrespective of the amount of
real economic growth and (2) indexation as a
mechanism to set automatically the elasticity of in-
come taxes with respect to inflation equal to one
(without altering income tax elasticity with respect
to real income growth).

PROPERTY INCOME

The scope of this report is further limited to only a
portion of the inflation impact on individual income
taxes. Specifically, we exclude the issues of tlic
proper definition of property income. Of particular
importance are capital gains and interest income.

First, a capital gain (or loss) for income tax pur-
poses is defined to be the difference between the
purchase and sales price of an asset. If the general
price level has increased during the period the asset
is held, only a portion—if any—of the gain invalue of
the asset is real. Therefore, taxpayers incur an in-
crease in taxable income from the capital gain greater
than the increase in the real value of the asset.

Second, depending upon the degree to which an
inflation is anticipated by lenders and borrowers of
money, nominal interest rates adjust to correct for
inflation. Thus, if the inflation is fully anticipated,
lenders may receive and borrowers pay an interc-t
rate tint can be thought of in two parts: real interest
representing the retumn or cost of the loan and an
interest adjustrent for inflation which serves tojust
maeintain the real value of the loan (the principal).

This inflation response of interest rates would
pose 110 problem if interest income were not taxable
and interest payments were not tax deductible.
However, since interest income is taxable, lenders
must pay tax on the inflation adjustment component
of interest which reduces the real after-tax rate of
return. In fact, since the inflation component of an
interest payment is designed to keep the real value of
the principal intact, taxation of that interest income
can be thought of as a tax on capital. For borro’ .'crs
who can deduct interest payments, deduction of the
inflation interest component means he or she pays a
lower real rate of interest than intended (the real
market rate). Deduction of the inflation component
of interest can in fact reduce the borrower’s repay-



ment below tlic original amount borrowed.

These problems arise irrespective of the degree of
progressivity of the tax; in fact these problems exist
even if the tax were proportional or regressive. Con-
sequently, these issues are not solved by indexation
of exemptions, credits, the standard deduction, and
lax rate brackets. The inflation effect on the tax
treatment of capital gains, interest, and debt arises,
not only because the tax structure may lead to an
inflation-induced increase in tax, but also because
the definition of income does not allow for the impact
of inflation. Of course, even if the definition of these
types of income were corrected, the structure eficcts
with a progressive income tax remain.

This report is concerned only with the increase in
effective income tax rates that occurs because of the
interaction of inflation with the structure of the in-
come tax and nol with the definition of property
income. This limitation can be made because of the
very different and separate nature of these inflation-
income tax issues. First, the property income issue
exists not only for the individual income tax, but also
for the corporate income tax. As such, it can better
be examined as an integral part of broader discus-
sions regarding revisions in accounting standards
and practices. Second, from a policy standpoint, the
adjustment of the tax structure for inflation can be
properly viewed as a prerequisite to the issue of the
definition of income since the tax structure problems
impact on all income. Third, as a practical matter,
the inflation impact and correction we are examining
in this report relates to wages and salaries—a com-
ponent which accounts for the bulk (83.5%) of the
Federal tax base—Adjusted Gross Income (AGI).
In contrast, interest income was 3.7 percent and
sales of capital assets 2.3 percent of AG1,3

Accordingly, the renaining sections of this chap-
ter highlight the implications of only the tax structure
problems in an inflationary period and the advan-
tages and disadvantages of indexing personal exemp-
tions, major fixed-dollar deductions and the tax rate
brackets of progressive individual income taxes.

POLICY IMPLICATIONS

Clearly, one effect of the interaction of inflation
and a progressive income tax is to increase the real
income tax burdens of taxpayers. Moreover, since
both inflation and its income tax effects do not im-
pinge equally on all taxpayers, the legislated dis-
tribution of income tux burdens is altered, because
inflation generates increases inindividual income lax
liabilities, inflation also provides an automatic in-

4

crease in income tax revenue to any government
using a progressive income tax.

Although these autormatic, real revenue increases
generated by inflation are only potential gains (i.e.,
they can be eliminated by enacting tax reductions),
one school of thought argues that they bias the politi-
cal process in favor of a larger public sector than
otherwise would be legislated. This can occur for
either or both of two reasons: (1) individuals may not
perceive this automatic increase in taxes from infla-
tion because it does not result from lengthy and
detailed public debate of the type that surrounds
legislated tax changes, and/or (2) individuals canriot
easily pinpoint a particular public official who is a
source of the tax increase upon whom they can im-
pose a political penalty for the tax hike.

In addition, the inflation-personal income tax in-
teraction will affect intergovernmental fiscal rela-
tions since it will impact differentially on the various
levels of government. Thus, the level of government
for which these automatic tax increases are larger
can be favored by inflation. Alternatively, any move
to force legislative action or accountability for these
real tax increases might cause greater fiscal stress at
one level of government than another. Fach of these
issues—the inflation and income tax effects on indi-
vidual taxes, and the fairness of the system on
public revenues, public sector growth, and inter-
governmental fiscal relations—is considered in sub-
sequent chapters of this report.

POLICY ALTERNATIVES
INDEXATION

Recognizing that inflation docs have the effect of
increasing real individual income tax burdens, many
individuals have suggested, and some governments
have implemented, aprocedure lo index progressive
individual income taxes to eliminate automatic tax
increases due to inflation. The procedure is to adjust
rate brackets, personal exemptions, deductions, and
credits for changes inthe general price level.1These
adjustments mitigate the effects of inflation that arc
generated through the income tax structure. While
full indexation would thus nmaintain a constant real
individual income tax burden on a constant real in-
come, lliil type of indexing, while only pailial, is a
step in that direction. From the point of view of a
government, “ foran indexed (individual income tax)
system, the elasticity of revenues with respect to
price inflation is one.” 5

Again referring to Tabic I-J, one can see how



ibt- »2i&MEbFfcEfclub

indexation of the individual income tax would affect
tax liabilities. Under an indexed system, those
families whose income gains just offset inflation
would incur no change in effective tax rate. How-
ever, it is also important to note that the nominal
amount of income tax paid by such families does
increase; taxes increase by the inflation rate and thus
continue as a constant shaie of income. Similarly,
those families whose income gains otfpace inflation
would experience a smaller increase in income tax
liabilities with indexation than under current law,
although the effective income tax rate now would
rise in response to the gain in real income. Finally,
those families who experience no increase in nomi-
nal income would have both the tax liability and the
effective rate reduced by indexation. In that way, the
decline in real disposable income for such families
would be reduced.

It should be rccogni/.cd that some features of indi-
vidual income taxes arc already, in effect, indexed.
All deductions, exemptions, and credits that are
measured in current dollars (such as the itemized
deductions) or as apercentage of income (such as the
standard deduction below the maximum) are au-
tomatically adjusted for inflation by their definition.

A numberofother countries have adopted income
tax indexation, including France, the Netherlands,
and Canada. Since indexation was introduced in
Canada in 1971, the rate brackets and personal
exemptions have been adjusted upward annually by
the previous year's inflation rate. Because the Cana-
dian experience is perhaps nost relevant tothe U.S.,
it is considered in detail in Chapter VI.

DISCLOSURE OF THE "INFLATION TAX”

While recognizing that inflation impacts on the
individual income lax, some individuals would not
go so far as to advocate indexation. Rather, viewing
the problem as a misconception or Jack of informa-
tion about tax increases, they propose that the
amount of the increase in real taxes due lo inflation
be calculated and be publicly disclosed annually.
Whether this adjustrment to the stains qua would be
sufficient to cause elimination of the inflation tax is
not i;no\vn.

One should recognize that cither indexation or
public disclosure—to the extent that they eliminate
the inflation lax and that it is not restored by legisla-
tive action—would havt effects on other economic
variables. Specifically, one must determine the po-
tential effects of indexation on the autormatic stabiliz-
ing impact of the Federal personal income tax, on the
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value of Federal deductibility of state-local taxes,
and on the impact of state deductibility of Federal
income tax liability. These issues, too, are examined
in the course of our consideration of the process of
indexing individual income taxes.

A SUMMARY OF FINDINGS
OF THE REIPORT

Several findingsrelevant to public policy delibera-
tions can be derived from this report. Before sum-
marizing these, however, two important points rmust
be emphasized. Frst, the issue of in lation-induced,
progressive personal income tax increases deals with
the rise in effective income tax rates due to a tax
increase in nominal dollars. Personal income tax
increases in nominal dollars which either arc just
proportionate to inflation and/or which result from
real income growth are not of concern in this report.
Second, the benefits and costs of personal income
tax indexation are directly related to the rate of infla-
tion. Thus, one’s view of the desirability (or unde-
sirability) of indexation depends in large part on the
inflation rate.

The major findings of this report are as follows:

FISCAL ACCOUNTABILITY

o Inflation interacts with any progressive indi-
vidual income tax to generate increases in tax
revenue more than proportionate to the rate of
inflation. These increases occur with practi-
cally no public debate or disclosure ofthefact.
Although progressive income taxes also
exhibit elasticity with respect to real income
growth, that property is inherent in a progres-
sive lax and can be considered intended. Since
recent inflation rates and those projected for
the immediate future arc well above the histor-
ical average, the automatic increase in aggre-
gate, effective, personal income tax rates due
to inflation isa significantly new and different
ISSue.

TAX EQUITY

0 Among the different taxpayers, the inflation
induced increases in personal income taxes
without legislated tax cuts are arbitrary. They
depend on differences among taxpayers as to
family size, level of gross income, type of in
come received, and the degree to which the
various dollar limitations in the tax code affect
tax liabilities.

<SrvnrnT***1, & ArpirNrrrA-r!
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Inflation is especially liartl on low-income

families and allfamilies with many dependents
because it erodes the value of personal ex-
emptions, the low-income allowance, the
maximum limit o f the standard deduction and
per capita credits. After one year of 7 percent
inflation, the value (in constant dollars) of a
$750 personal exemption falls to $701, the
$1,600 low income allowance falls to $1,495,
the $2,600 maximum standard deduction for
married persons falls to $2,430. The income tax
impact of the decline in the real value of per-
sonal exemptions increases with family size.
The relative increase in tax liability because of
the effect of inflation on all these variables v ill
be greater for lower income 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 be greater for taxpayers in the upper in-
come range where brackets are narrow and the
rise in tax rates between brackets is fastest.
For the Federal personal income tax, this oc-
curs in the $28,000 to $200,000 income range.

The middle-income taxpayers, those with in-
come between $10,000 and $15,000, incur the
smallest decline in real, after-tax purchasing
power due to the inflation-income tax in-
terplay. This occurs because the exemption-
crcdit-deduclion effect diminishes in impor-
tance faster than *lic bracket effect grows in
importance.

On balance, the four major tax cats enacted
since 1960 have introduced a greater clement
o f progressivitv into tl,e income tax structure
than would have been the case under an in-
dexed system. This infeiencc can be drawn
from the fact that classes of taxpayers below
$25,000generally haye lower 1975 effective tax
rates than they would have had if the 1960 law
had been indexed and no other changes hed
been made. Taxpayers with incomes above
$200,000also hed lower 1975¢effective lax rates
than they would have had under an indexed

system.

lloth the magnitude and the differential im-
pacts of the injlation-indaced individual tax

increases, in the absence of indexation and
enacted tax cuts, can he substantial. For
example, after five years of 7 percent inflation,
the inflation-induced tax increase in the fifth
year is $352 for an average family with constant
real income of S6.000, SA02 fora real income of
$15,000, and $1,743 for a real income of
$30,000. From another viewpoint, the de-
creases in real disposable income over this
five-year period for families with these real in-
comes are: $6,000 income—a 449 or 7.4 per-
cent decrease in disposal income, $15,000
income—a$200r a 3. 1percent decrease, and
$30,000 income—a $1,235 or 4.9 percent de-
cline.

PUBLIC SECTOR GROWTH
* Assuming annual 6 percent inflation, annual 6

percent real income growth, and no discretion-
ary tax code changes from 1976 on:

00 The inflation-induced real increase (that is

the increase which would be more than pro-
portionate to inflation) in Federal personal
income lax revenue would be about 56 billion
in 1977 (3.791- o fincome taxes) and about $50
billion in I9R0 (14.4% o fincome taxes) . These
arc the ampunts of the automatic increase in
income taxes that would be eliminated by tax
indexation.

00 The inflation-induced real increase in per-

sonal income tax revenuefor a hypothetical
"average state” (under the above assump-
tions and assuming a state personal income
tax elasticity equalling 1.65) would hr about
$15 million or 3 percent of income tax after
one year and about $140 millitn: or 14 percent
ofincome tux afp'rfive year:. Again, these
are the armounts of the autonatic increase in
income tax that would be eliminated by tax
indexation. Any given state’s situation will
vary from this projection depending on its
income tax elasticity, the nominal;miount of
income tax revenue, and the state’s reliance
on the income tax inits total revenue picture.

0 Since few local governments utilize progres-

sive personal income taxes, the inflation im-
pact is not significant at the local level. Jmpor-
lant exceptions to this generality arc: local
jurisdictions in Maryland where the local indi-
vidual income tax is a percent of the state in-



come tax; New York City which has 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 lax.

*> In the past, nt the Federal level, discretionary
tax cats have more than offset the automatic,
inflation-induced real increase o fpersonal in-
come taxes. Indeed, the four major Federal
income tax cuts since 1960—justified largely
for economic stabilization purposes—resulted
in lower income 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 196b.

© Most states have not cut their income tax rates
so as to reduce the inflation impact on their
iavenues. From 1966 to 1973, state discretion-
ary action in the aggregate served to increase
income taxes beyond the impact of income
growth and inflation. Since 1973, most states
have not raised their rales but have relied on
inflation’s impact on their revenue to maintain
their public service levels.

0 Usint; the economic projection ofthe Congres-
sional Unduel Office— average annual total
income ,rowili of 10pen cutincluding about a
6 perce it avciage annua! inflation rate— the
avciage annual increases in aggregate slate
income tax revenue will he about 13 percent
from 1977 to 19S0O with indexation; and about
16.5 percent without indexation. In contrast,
actual aggregate state individual income tax
revenue increased at an average annual rate of
about 155 percent from 1971 lo 1975.

INTERGOVERNMENTAL FISCAL
EFFECTS

Without Indexation

In the absence or indexation, the interaction of
substantial inflation with progressive income taxes is
likely to produce the following intergovernmental
fiscal effects:

© Of the revenue systems of the three levels of
government, the Federal sector has the

greatest capacity to automatically realize the
revenues which accrue as inflation generates
nominal increases on various tax bases. The
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 have the second greatest

ability to realize inflation-generated tax rev-
enues. States rely more heavily on progressive
personal income taxation thando local jurisdic-
tions.

© On the expenditure side, local governments

tend in be more “inflation prone" than the
oilier sectors (Federal, slate, private) of the
economy. Local government services are rela-
tively nost labor intensive (e.g., teaching,
health).

© The capability of the Federal government to

continue its past (1960-75) record o freturning
the "inflation tax" revenues in the form of
enacted tax redactions will continue for the
foreseeablefuture unless Congress decides to
underwrite a major new initiative such as a
national health plan. Although this capability
is afunction of national economic stability and
the political alignment, both of which can be
difficult to predict, CRO projections neverthe-
less indicate that during the next live years the
I cderal government will have the fiscal capac-
ity to enact tax reductions and still reduce the
size of its budget deficit in the absence of major
new expenditure commitments.

© The 16 stales which permit their residents to

deduct tlieir Federal income tax liability in
computing the state income tax will experi-
ence, daring an inflation, a lower growth of
revenues than would otherwise occur. As infla-
tion induces Federal personal income tax in-
creases that are proportionately greater than
inflation, these higher liabilities will erode
these states’ income tax base.

© Males which "piggyback" tlieir state income-

tax on the Federalincome lax (stale tax liabil-
ity is computed us a set percentage of Federal
liability) are likely tofind aroller-coaster effei |
on tlieir income tax revenues. Their tax collec-



lions will automatically rise with inflation due
to the inflation responsiveness of the Federal
income tax. Jf Congress follows past practice,
however, (as is plausible) and enacts tax cuts
to offset the inflation-generated, real income
tax increases, the piggyback slates will experi-
ence declines in their tax revenues (fora given
tax rale). At the "cry least, the "piggyback”
states will experience uncertainty of revenues
with inflation.

© Most slot; and localgovernments will be in too

weak ufiscal position to enact tax reductions
daring the nextfew years. State and local gov-
ernments do not, in general, have highly
inflation-responsive tax 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 bridge their current cxpenditurc-rcvenue
gap. Accordingly, in the next two-three years,
ncsv stale and local expenditures may be
needed just to maintain past (e.g., 1972 pro-
gram service levels.

© The inflation-personal income tax interaction

will slightly reduce the net resident harden of
stale and local taxes. This interesting and ben-
eficial twist for state-local jurisdictions results
from the fact that the major state and local
taxes arc deductible when a taxpayer itemizes
deductions on his or her Federal income tax.
The reduced "cost" of state-local taxes thus
occurs as inflation pushes taxpayers into
higher Federal lax rale brackets and, as a re-
sult, increases the dollar value of the.state-local
tax deduction.

With Federal Indexation

With the indexation of the Federal individual in-
come tax, the following intergovernmental effects
are likely to occur:

® The Federal government would experience re-

ducedflexibility in the enactmenti f income tax
cats. The "reduced flexibility" i’ likely to af-
fect both the frequency and the amount of tax
cuts during the next few years.

¢ Depending on the requirements o fstabilization

policy, tlic Federal government might be

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

® State and loci.l governments would find that
their residents experience a rise in the net bur-
den o f state-local taxes relati c to what other-
wise would occur because of.the reduction in
the dollar value o fthe state-local tax 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 rale brackets where the dollar value
of the state-local tax deduction on the Federal
tax return is slightly increased.

States wl ich permit the deductibility of Fed-
eral tax iabiiity against tlieir state income
taxes would experience a slight increase in the
revenue productivity of their taxes as Federal
tax liabilities have ille automatic ‘‘inflation
lax" component eliminated.

o Piggyback 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 uncertainty these states now experience
as a consequence of the possible periodic Con-
gressional reductions in the Federal personal
income tax.

State Indexation (In Addition
lo the Federal)

If the states as well as the Federal government
index the individual income tax. the following ' seal
effects are likely to occur:

< In general, state income tax indexation could
be expected to increase state-localfiscal ten-
sions. Because slate governments have limited
ability to incur deficits to finance current
e/pcnditure-revenue gaps and because their
long-run budget situation is nt best one o f bal-
ance or slight surplus, indexation at the stale
level would nean cither reduction inthe rate of
expenditure growth and/or the likelihood of
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0o 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
strain due lo indexation. But some states which
have rapidly growing economic bases (e.g., the
“energy rich" states) may well be able to af-
ford indexation and still be able to increase the
scope and quality of their public services or cut
taxes.

O To the extent that indexation would reduce the
fiscal flexibility of certain states, local gov-
ernments in these slates would also experience
financial strain if the states become more re-
luclt ,t to increase state to local aid (e.g., for
property tax relief) andlor take over certain
localfiscal responsibilities (e.g., schoolfinanc-
ing). Over the last 20 years, slate aid as a per-
cent of local genera! revenue has risen from 42
to 60 percent.

OTHER INDEXATION ISSUES

0 Indexation is nol likely to alter the built-in,
economic stabilizing influence of the Federal
individual income tax. The response of income
taxes to changes in real national income w mid
remain under indexation. Any indexation im-
pact on the built-in stabilizer would depend

somewhat on ho™ the index is determined.

® |funions orindividuals bargainfor wage levels
high enough to maintain real after-tax pur-
chasing power, then indexation would reduce
pressure for wage increases. Indeed, the se-
vere inflation (about 156 per year) in Australia
has prompted the labor unions in that country
to “ bargain” for real wage increases by urging
income tax indexation as a means to protect
automatically at least pail of wage gains
negotiated at the bargaining tabic.

FOREIGN EXPERIENCE

® Several other countries have already adopted
some J'orm o findexing their individual income
tax. These countries include Canada, the

Netherlands, France, Luxembourg, Den-
mark, Israel, Brazil, and Chile.

® Canada uses a partial tax indexation scheme
similar to the type discussed in this report.
Under the Canadian approach, which took ef-
fect in 1974, t» personal exemptions and the
tax rate brackets are adjusted upward annually
by the rate of change in the Consurmer Price
Index for the year ending in the previous Sep-
tember. As a result, the Canadians have ad-
justed these two features by 6.6 percent for
1974,10.1 percent for 1975, and by 11.3 percent
for 1976.

FEDERAL RECOMMENDATIONS

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

FULL DISCLOSURE AMD 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, | he Commis-
sion is persuaded tint taxpayers may not readily
perceive the automatic, real tax increase that occurs
from the inflation-personal income tax interplay.
Therefore, (he Commission recomnends, in the in-
terest of complete public information, Ih.it the anount
of the inflation-induced, Federal real personal inconme
tax increase be calculated and publicized for each tax
year.

Whileda full disclosure policy is a desirable first
step, the Commission also believes that effective,
personal income tax rates should only be increased
by overt Congressional action and should not be an
automatic consequence of inflation. Therefore, the
Commiission further recommends that the Congress
give early and favorable consideration to indexa-
tion—the annual adjustnent of the personal exermp-
tions, (he low~incomc allowance, the maximum limit of
the standard deduction, any per capita credits, and the
tax rate 1rackets or He Federal individual income lax
by the rric of increase in the general price level.*

Five major considerations prompted the Advi-

*Mr. Cannon abstained from die vote on this recommendation.



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

Fiscal Accountability: Indexation is needed lo
insure that higher, effective income tax rates arc
the product of overt legislative action rather than
the 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.

Public Sector 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 un-
legislatcd 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 Rates: The significance of the
above considerations takes on increased impor-
tance in these limes when inflation is well above
historic rates.

STATE RECOMMENDATIONS

The policy implications of state income tax in-
dexation differ from the Federal in two important
respects. First, stale governments face budgetary
constraints a. d economic pressures ‘e lich arc fun-
damentally different from the national government
(e.g., limits on deficit financing, special vulnerability
of expenditures to inflation).

Second, statements about the effects of indexa-
tion on state income taxes are less subject to
generalization due to the fact that there are 30 differ-
ent broad-based, state income taxes with varying
degrees of progressivity and relative quantitative
importance.

FULL DISCLOSURE AND ANNUAL INDEXATION
OF STATE INDIVIDUAL INCOME TAX

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

*The pm and con argumentation for the Commission's policy
recommendations on indexation is pit'scntcd in detail in Appen-
dix ii.

perceive the automatic, real tax increase that occurs
from the inflation-personal income tax interplay.
Therefore, the Commission recommends, ill the in-
terest of complete public information, that governors
have an estimate trade of the anount of the inflatioa-
induccd stale peirooal income tax increase and pub-
licize the estimate for each lax year.

While a full disclosure policy is a desirable first
step, the Commission also believes that effective
personal income tax rales should be increased only
by overt state legislative action ar 1should nol be an
automatic consequence of inflatio'.. The Commission
recommends, therefore, that all states give early and
favorable consideration to annual indexation of
exemptions, deductions, per capita tax credits, and tax
rate brackets. The Commission believes that the need
for this remedial action is especially apparent for
those states that corrhine a highly progressive, income
tax rale structure with heavy reliance on the tax.

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

Over tlic last 15 or 20 years, many states have
moved strongly lo make balanced use of various
revenue sources including particularly the personal
income tax. Tliirr -nine states now use progressive
individual income taxes that provide, on average, a
substantial portion of own-source state revenue. As
a result, state revenue systerms now generally enjoy
higher elasticity—that is stronger growth re-
sponsiveness—ihm ever before. There is little
doubt (hat the inflation-induced real increases in in-
come tax revenue encouraged the stales to make
greater use of income taxes. Now that these progres-
sive, state personal income taxes are established,
however, further automatic real increases due to
inflation should not be tolerated.

With indexation, the distortions in interpersonal
tax equity that arc introduced by inflation interacting
with progressive state incorme taxes would be largely
eliminated. Furthermore, states would still enjoy
substantial, income tax elasticity from the ;ncome
tax response to ical economic growth. Indeed, the
evidence suggests that, with indexation, aggregate
state personal income tax collections can increase
over the next fouryears at about 13percent annually.
This isonly 2.5 percentage points less than the actual
annual revenue growth between 1971 and 19/5—a
period of significant legislative action to raise taxes.



Although sCitc individual incorme lax collections
approximate only 20 percent of Federal collections
from this source, this average obscures the heavy
reliance certain states make of this tax instrument.
While Ohio and Louisiana income tax yields are only
about 7 percent of the Federal, Minnesota and Wis-

Footnotds

'Progressive here refers to the share of income paid as :j::. An

individual income tax may be progressive even if the rate .struc-
ture is pioponional; exemptions, deductions, and credits can
cause the effective tax rale to increase with income.

*liven if a taxpayer is not forced into a higher bracket, a larger
proportion of his income is subject to taxation at the highest
marginal rale applicable.
internal Revenue Service, Statistics of Income— 1971, Indi-
vidual Income Tax Returns, Washington, D.C., 1973.
m+The choice of the proper index to reflect changes in the general

consin income lux yields arc 41 and 38 percent, re-
spectively, of Federal collections. In 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 lax collections can be
substantial.

price-level for income tax adjustment purposes is not a trivial
question. While many nations have opted to use tlieir equivalent
ofthe Consumer Price Index (CP1), this is not universal and may
nol be best. One desires toadjust for changes in the’general price
level and not fur changes in the relative prices of different goods
only. Some have argued that a better index for lax indexation is a
national income deflator because national income conics close to
the income tax base, hot more on this issue, see P.dward P.
1Jcnison, “ Price Series for Indexation of the Income Tax Sys-
tem," paper presented at the Conference of Inflation and the
Income Tax System, The [bookings institution, October 1975.
S). R. Allen, D. A. Dodge. S. N. Poddur, "Indexing the Personal
Income Tax: A Federal Perspective," Canadian Tc -Journal,
July-August 1974, p. 303.
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introduced: 4/16/79
Referred: Finance

BY KELLY, DANKWORTH, HACKENY
IN THE SENATE AND ST*MSON

SENATE CONCURRENT RESOLUTION NO. 30
IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - FjRST SESSION
Directing the Legislative Affairs
Agency to study indexing the Alaska
state personal income tax system.
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:

WHEREAS inflation has caused the taxable income of Alaska taxpayers to
increase without actual gain in real income; and

WHEREAS this increase in taxable income places Alaska taxpayers in
higher percentage tax brackets without commensurate gains in real income; and

WHEREAS this situation results in ever lower real personal buying power
and constantly higher income taxes in real dollars for Alaskans; and

WHEREAS a system of indexing the personal incometax has been adopted by
the states of Colorado, California and Arizona; and

WHEREAS the experience of the Dominion of Canada with tax indexing has
been successful sinceits implementation in 1974; and

WHEREAS adopting a system of income tax indexing is recommended by the
National Conference of State Legislatures, the U. S. Advisory Commission on
Intergovernment Relations, and the Council of State Governments?

BE IT RESOLVED by the Alaska State Legislature that the Legislative
Affairs Agency is directed to study the advantages and disadvantages and
fiscal impact of indexing personal income tax brackets, deductions, exemp-
tions and credits to the rate of inflation in Alaska; and be it

FURTHER RESOLVED that the Legislative Affairs Agency is directed, in
cooperation with the Legislative Budget and Audit Committee, to report its
findings and recommendations to the Legislature not later than the 10th day
af the Second Session of the Eleventh Legislature.

-1- SCR 30



