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Preface

The Commission’s statutory responsibilities include discussion at an early
stage of emerging public problems that are likely to require remedial legisla-
tive action. The interplay of inflation and progressive Federal and state
personal income tax systems clearly stands out as one such problem.

Inflation automatically boosts income taxpayers into higher brackets by
cheapening the value of their personal exemptions and by narrowing the size
of the tax brackets. As a result, it also raises serious questions with respect to
interpersonal tax equity, legislative accountability, public sector growth, and
intergovernmental fiscal balance.

. Consideration of these four issues was illuminated by a review of recent
Canadian efforts to deal with the ‘“‘inflation tax’’ through the indexation of
Federal and provincial income taxes.

This report and its accompanying recommendations were adopted and
approved for publication by the Commission at its August 30, 1976 meeting.

Robert E. Merriam
Chairman
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Chapter |

Inflation and the Individual Income
Tax Introduction to the
Issues—Findings and
Recommendations

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 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 these ef-
fects, and one which is gaining an increasing amount
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.!

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



and the per capita credit in 1975. 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 are 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.

IMPACT OF INFLATION
ON INCOME TAXES

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 response of the tax 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 to increase.

The effects of an assumed 6 percent inflation on
both Federal and state income taxes for families with
differing money income changes are demonstrated in
Table 1I-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
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 a gain in income more than enough to
offset the inflation, income taxes rise 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 tg inflation. Itis
important to note that there are several other issues
regarding the effects of inflation and income growth
on individual income taxes that are not included in
this report.

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

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

3Calculated as [1.06 x 1975 tax on (nominal income)] ,

1.06
Source: ACIR staff.

FEDERAL STATE!®
Actual 1975 Law Indexed 1975 Law Actual 1975 Law Indexed 1975 Law
Percent
Nominal Growth of Income Effective Income Effective Income Effective Income Effective
income Income Tax? Rate Tax* Rate Tax? Rate Tax? Rate
1975
Families A, B,
and C $12,000 — $1089 9.08% — — $305 2.54% — —
1976—After
6 percent
Inflation
Family A 12,000 0 1089 9.08 $1018 8.48% 305 2.54 $284 2.37%
Family B 12,720 6% 1201 9.44 1155 9.08 341 2.68 323 2.54
Family C 13,440 12 1321 9.83 1265 9.41 379 2.82 359 2.67
TNew York

2Married couple with two dependents, all income is wages and salariés of one spouse, joint return claiming the standard deduction,




applauded, that tax revenues will increase more than
proportionately to increases in income. 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, 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 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 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-tax 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 general 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 must
respond to real purchasing power and not nominal
incomes.

Therefore, for any progressive 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 to the increase in the price level. Whiie
it is possible to make 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 issue 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 the
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 in value 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 interest
rate that can be thought of in two parts: real interest
representing the return or cost of the loan and an
interest adjustment for inflation which serves to just
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 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 borrowers
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 the 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
tax 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 effects
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 not 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 AGIL.®

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 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 tax burdens is altered. Because
inflation generates increases in individual income tax
liabilities, inflation also provides an automatic in-

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

Although these automatic, 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 cannot
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. Each 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 does have the effect of
increasing real individual income tax burdens, many
individuals have suggested, and some governments
have implemented, a procedure to 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 in the general price level.’ These
adjustments mitigate the effects of inflation that are
generated through the income tax structure. While
full indexation would thus maintain a constant real
individual income tax burden on a constant real in-
come, this type of indexing, while only partial, is a
step in that direction. From the point of view of a

-government, ‘‘for an indexed (individual income tax)

system, the elasticity of revenues with respect to
price inflation is one.”’?
Again referring to Table I-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, 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 share of income. Similarly,
those families whose income gains outpace 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 recognized that some features of indi-
vidual income taxes are already, in effect, indexed.
All deductions, exemptions, and credits that are
measured in current dollars (such as the itemized
deductions) or as a percentage 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 income
tax indexation, including France, the Netherlands,
and Canada. Since indexation was introduced in
Canada in 1974, 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 most relevant to the U.S.,
it is considered in detail in Chapter VI.

DISCLOSURE OF THE “INFLATION TAX"”

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

“not known. .

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 taxes.

A SUMMARY 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 must
be emphasized. First, the issue of inflation-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 are 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

® [nflation 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 of the fact.
Although progressive income taxes also
exhibit elasticity with respect to real income
growth, that property is inherent in a progres-
sive tax and can be considered intended. Since
recent inflation rates and those projected for
the immediate future are well above the histor-
ical average, the automatic increase in aggre-
gate, effective, personal income tax rates due
to inflation is a significantly new and different
issue.

TAX EQUITY

® 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.



® [nflation is especially hard on low-income
families and all families with many dependents
because it erodes the value of personal ex-
emptions, the low-income allowance, the
maximum limit of the standard deduction and
per capita credits. After one year of 7 percent
inflation, the value (in constant doilars) 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 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 tax features).

On the average, increases in tax liabilities due
to the inflation erosion of income tax brackets
will be greater for taxpavers in the upper in-
come range where brackets are narrow and the
tise 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 310,000 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-
credit-deduction effect diminishes in impor-
tance faster than the bracket effect grows in
importance.

On balance, the four major tax cuts enacted
since 1960 have introduced a greater element
of progressivity into the income tax structure
than would have been the case under an in-
dexed system. This inference can be drawn
from the fact that classes of taxpayers below
$25,000 generally have lower 1975 effective tax
rates than they would have had if the 1960 law
had been indexed and no other changes had
been made. Taxpayers with incomes above
$200,000 also had lower 1975 effective tax rates
than they would have had under an indexed
system.

Both the magnitude and the differential im-
pacts of the inflation-induced individual rax

increases, 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 $352 for an average family with constant
real income of $6,000, $602 for a 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 $420 or a 3.1 percent 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:

®e The inflation-induced real increase (that is

the increase which would be more than pro-
portionate to inflation) in Federal personal
income tax revenue would be about $6 billion
in 1977 (3.7% of income taxes) and about $50
billionin 1980 (14 .4% of income taxes). These
are the amounts of the automatic increase in
income taxes that would be eliminated by tax
indexation.

®e® The inflation-induced real increase in per-

sonal income tax revenue for a hypothetical
““average state’’ (under the above assump-
tions and assuming a state personal income
tax elasticity equalling 1.65) would be about
$15 million or 3 percent of income tax after
one year and about $140 million or 14 percent
of income tax after five years. Again, these
are the amounts of the automatic 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 amount of
income tax revenue, and the state’s reliance
on the income tax inits total revenue picture.

® Since few local governments utilize progres-

sive personal income taxes, the inflation im-
pact is not significant at the local level . Impor-
tant exceptions to this generality are: 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 tax.

® [nthe past, at the Federal level, discretionary
tax cuts have more than offset the automatic,
inflation-induced real increase of personal 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 tax cuts have not fully eliminated
the effects of inflation on aggregate income
taxes since 1965.

® Most states have not cut their income tax rates
so as to reduce the inflation impact on their
revenues. 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 rates but have relied on
inflation’s impact on their revenue to maintain
their public service levels.

® Using the economic projection of the Congres-
sional Budget Office—average annual total
income growth of 10 percent including about a
6 percent average annual inflation rate—the
average annual increases in aggregate state
income tax revenue will be about 13 percent
from 1977 to 1980 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 15.5 percent from 1971 to 1975.

INTERGOVERNMENTAL FISCAL
EFFECTS

Without Indexation

In the absence of 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.

Stuate governments have the second greatest
ability to realize inflation-generated tax rev-
enues. States rely more heavily on progressive
personal income taxation than do local jurisdic-
tions.

On the expenditure side, local governments
tend to be more “‘inflation prone’’ than the
other sectors (Federal, state, private) of the
economy. Local government services are rela-
tively most labor intensive (e.g., teaching,
health).

The capability of the Federal government to
continue its past (1960-75) record of returning
the “‘inflation tax’’ revenues in the form of
enacted tax reductions will continue for the
foreseeable future unless Congress decides to
underwrite a major new initiative such as a
national health plan. Although this capability
is a function of national economic stability and
the political alignment, both of which can be
difficult to predict, CBO projections neverthe-
less indicate that during the next five years the
Federal 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 states which permit their residents to
deduct their Federal income tax liability in
computing the state income tax will experi-
ence, during 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.

States which “piggyback’ their state income
tax on the Federal income tax (state tax liabil-
ity is computed as a set percentage of Federal
liability) are likely to find a roller-couster effect
on their income tax revenues. Their tax collec-



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

Most state and local governments will be in too
weak a fiscal position to enact tax reductions
during the next few 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 expenditure-revenue
gap. Accordingly, in the next two-three years,
new state 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 burden of
state and local taxes. This interesting and ben-
eficial twist for state-local jurisdictions results
from the fact that the major state and local
taxes are 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 tax rate brackets and, as a re-
sult, increases the dollar value of the state-local
tax deduction.

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

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

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

® 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 pessible periodic Con-
gressional reductions in the Federal personal

income tax.

State Indexation (In Addition
to the Federal)

With Federal Indexation If the states as well as the Federal government
index the individual income tax, the following fiscal

With the indexation of the Federal individual in- .
effects are likely to occur:

come tax, the following intergovernmental effects

are likely to occur: ® [n general, state income tax indexation could

be expected to increase state-local fiscal ten-
sions. Because state governments have limited
ability to incur deficits to finance current
expenditure-revenue gaps and because their
long-run budget situation is at best one of bal-
ance or slight surplus, indexation at the state
® Depending on the requirements of stabilization level would mean either reduction in the rate of

policy, the Federal government might be expenditure growth and/or the likelihood of

® The Federal government would experience re-
duced flexibility in the enactment of income tax
cuts. The ‘‘reduced flexibility”’ is likely to af-
fect both the frequency and the amount of tax
cuts during the next few years.



more tax increases than would be the case in
the absence of indexation.

® The degree of fiscal 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 to 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.

® To the extent that indexation would reduce the
fiscal flexibility of certain states, local gov-
ernments in these states would also experience
Jfinancial strain if the states become more re-
luctant to increase state to local aid (e.g., for
property tax relief) and/or take over certain
local fiscal responsibilities (e.g ., school financ-
ing). Over the last 20 years, state aid as a per-
cent of local general revenue has risen from 42
to 60 percent.

OTHER INDEXATION ISSUES

® [ndexation is not 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 would
remain under indexation. Any indexation im-
pact on the built-in stabilizer would depend
somewhat on how the index is determined.

® [funions or individuals bargain for 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 15% 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 part of wage gains
negotiated at the bargaining table.

FOREIGN EXPERIENCE

® Several other countries have already adopted
some form of indexing 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, the personal exemptions and the
tax rate brackets are adjusted upward annually
by the rate of change in the Consumer 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, 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 INCOME TAX

The Commission recognizes that inflation induces
increases in real income tax revenue and introduces
distortions in interpersonal tax equity. The Commis-
sion is persuaded that taxpayers may not readily
perceive the automatic, real tax increase that occurs
from the inflation-personal income tax interplay.
Therefore, the Commission recommends, in the in-
terest of complete public information, that the amount
of the inflation-induced, Federal real personal income
tax increase be calculated and publicized for each