Inflation and the Indexation of Personal
Income Taxes in Theory and in Practice®

1. Effects of Inflation on Personal ln.come Tax Liability

In most countries personal incomes above certain exempted levels
are taxed with statutory rates that are progressive. These rates apply
to income brackets specificd in moncy terms in the tax legislation. The
personal exemptions, as well as some of the deductions, are also fixed
in current values. Such a legal structure for the personal income tax
guarantecs that, in the absence of evasion, higher taxable incomes will
be subjected to higher average tax rates! This feature has generally
been considered desirable from both an equity and a stabilization point
of view: (a) because it promotes the objective of income redistribution
and conforms to the principle of ability to pay; and, (b) because the
progressivity of the income tax generally increases its built-in flexibility
and this increase is supposed to moderate cyclical fluctuations.

In an inflationary situation, however, the above-mentioned charac-
teristics of the income tax may, and often do, create difficulties since
the growth in the money incomes for most taxpayers will necessarily
exceed any growth in real income, It may even happen, as the present
situation in several countries indicates, that while money incomes are
rising, real income may actually be falling. Still, the unadjusted tax
system. will not differentiate real from purely inflationary increases;
the average tax rate for most taxpayers is, thus, likely to grow and to
exceed, in relation to real incomes, the levels contemplated when the
tax structure was established, Some taxpayers who, because of their
low incomes in relation to the exemptions and deductions to which
they were entitled, had previously been exempted from paying any
taxes, may now become taxable. Others who were already taxed may

- * A much shorter version of this paper was presented at the Brookings’ Conference
on Inflation and the Income Tax held in Washington, D.C. in October 1975, The views
expressed-here are those of the authet and may, or may hot, coincide with any official IMF
position on the issues discussed. o . o : :

1 Of course whether higher gross incomes are also taxed. with higher-average tax rates
depends also on the existence of loophaoles, : - : - : R
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become subject to higher average (and often also marginal) tax rates.
If the inflationary pressures continue, and if the government does not
react in some way to correct this situation, the increase in money
incomes may in time cause increases in (ax revenues that are not
desirable from an equity, resource allocation, or stabilization point
of view. . '

If the growth in real income is ignored, and if there is no substan-
tial change in the pretax distribution of income, the increase in the
ratio of personal income tax revenue to some concept of gross income
(ie., adjusted gross income or personal income or national income)
will depend on () the rate of inflation, (b) the legal structure of the
tax, and (c) the method of tax payment.

As far as the structure of the tax is concerned, the level of the
personal exemprion and its rclation to the per capita income of the
country is particularly important. If this personal exemption is sev-
eral times the per capita income of the country, as it is true in some

developing countries, then even with two-digit rates of inflation many.

taxpayers would still be exempted from the tax for a long time. If, on
the other hand, the personal exemption is low or even less than the
per capita income of the country, as it is generally true in most
industrialized countries? then the exemption will quickly Ipse its
importance and even relatively poor individuals may experience
substantial increases in income tax burdens.

In addition to the basic exemption, the rate structure aned the
width of the income brackets to which the rates are applied are also
important since inflation, beside shrinking the real size of the exemp-
tion, will also lead to a shrinkage of the real size of the brackets.
Consequently, the wider are the income brackets, the longer it will

take for a given rate of inflation to push a taxpayer, into a higher

income bracket where he will face a higher marginal tax rate’ And,
obviously, the steeper is the increase in the rates, the more responsive
will the revenues be to inflationary increases in current incomes.
Tn most countries where a basic exemption is followed by progressive
tax rates that increase up to a given statutory maximum, the average

2 See Viro Tanzi, The Individual Income Tas. and Bronomic Growth (Baltimore:
johns Hoplns Press, 196g), Tables HI-g and TH-§, pp. 32-33 ' :
3 It should be -understood that it is not necessary for ataxpayer whose income has
already become taxable to be pushed into a higher income bracket to experience an increase
in the average tax rate. Such an increase would take place even if there wete no pio-
gressivity in the income tax besides the one provided by the existence of the basic exemption.
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tax rate for a taxpayer will be zero when his income is lower than
the exemption, and, once he becomes taxable, will follow the form
of an 8, or logistic, curve, rising at an increasing rate at first and
then slowing down to approach a maximum near the highest marginal
tax rate.* The increase in the average tax rate at any level of income
will depend on the relationship between the marginal and the av-
erage tax rates which in turn depends on the effective progressivity
of the income tax structure. ' :

T}lc pattern described in the preceding paragraph characterizes
most income taxes around the world. If the income tax were truly
proportional — that is, if there were no progressive rates and no
exemption or if the exemption were a fixed proportion of income,
and provided that the taxable base for all taxable incomes increased
at the same rate as the price level — the average tax rate would not
be affected by inflation except for lags in assessment and for collection.

Given the rate of inflation, the rate of growth in real income,
and. the legal income tax structure, the increase over a given period
of time in the average tax paid by an individual that can be attri-
buted to inflation will depend on: (a) the initial position of the tax-
payer in the income distribution — that is on the level of his
income —; (b) the particular status of the taxpayer — iec., marital
status, number of children, etc. — which will determine the exemp-
tions and deductions to which he is entitled; (c) the type of income —
whether wages, interest, etc. — that the taxpayer receives, and (d)
Fhe method of tax assessment and collection with respect to that
income.

Empirical studies for Australia,” Canada,® the United Kingdom,’
and the United States® have shown that:

(1) The interaction of inflation and the structure of the personal
income tax has had the effect of generally increasing the average tax
burden at all levels of taxable income.

. 4 See, for more detail on this point and on the next several paragraphs Vrro 'Tanzi,
A Proposal for a Dynamically Self-Adjusting Personal Income Tax ™, Public Finance,
Vol. XXI, No, 4, 1966, pp. §14-515. : o o
 Taxation Review Committee, Preliminary Report (Canberra: June 1, 1974}, P. 75
6 Groroe Vuxerrc, “ The Effect of Inflation on Real Tax Rates ®, Canadian Tax
fournal, Vol, XX, No. 4 (July-August 1972}, s
) 7 RI.G, Awen and D. -Savacs, “Inflation -and the Personal Income Tax™, National
{nstitute Economic Review, No. 70 (November 1974 ’
8 C.]. Goerz and W. F. Wenpx, © Intertemporal Changes in Real Federal Income Tax
Rates, 195470 ®, National Tax Journal, Vol. 24, No. 1 (March 1971).
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(2) Different classes of taxpayers have experienced different
increases in average tax rates. Lower income taxpayers and thos_e
with more dependents have generally experienced the largest per-
centage increases in average tax rates. The main reason for these
results is the shrinkage of the real value of the exemptions although
the rate structures have also played a considerable role.

(3) Discretionary tax changes have not fully removed the effects
of inflation. ‘

The second conclusion must be interpreted with caution since
a controversial and important point of intcrpretation.aris‘e?., The
problem is that the impact of inflation on taxpayers’ 11a'r_>111t1es_ can
be measured in at least two different and often contrasting ways:
one can either concentrate on the inflation-induced percentage in-
creases in the average tax rates (this is the interpretation implied above);
or one can concentrate on the percentage points — ie., the absolutc. —
increases in those rates. The first way has attracted more attention
but it is the second way that is more significant in regard to the
effects on disposable incomes and after-tax income distribution, When
the emphasis is on the reductions in disposable incomes rather than
on percentage changes in average tax rates, the empirical _studl_es
mentioned above show that these reductions are often greater for
higher incomes than for lower ones. But there is less uniformity
than implied by the above conclusions.” '

2. Description of Analytical Adjustment Scheme

Countries may wish to correct for changes in'the average tax
rates induced by inflation, If inflation is considered a passing Phe—
nomenon, they would probably opt for discretionary, #d Aoc, adjust-
ments. However, if rising prices are considered to ‘k?c a more per-
manent problein, they might in some cases choose adjustrient mccl}-—
anisms of a more permanent nature. They would want to do this
in the hope to immunize the effective. structure of the persongl income

9 It should also be pointed-out that these studies liave not tried o estimate the
distorting effects of inflation among taxpayers with different zypes (and pot just Jevels)
of incomes and subijected to different methods of tx assessment and -collection. Thus, ':hej
have dealt with only part of the problem, . : SRR s

.
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tax from the effects of inflation. This second route has been taken
by several countries as we shall see below.

The schemes actually used for these permanent adjustments not
always use indexes which reflect just the rate of inflation. In many
of the countries using indexation, the indexes reflect not only the
rate of price increases but also changes -in other factors of which
the most important is probably productivity.’® Even when the coun-
tries wish to make adjustments only for inflation and not for pro-
ductivity changes, they still have to decide whether to adjust the
personal income tax structure to reflect the full rate of inflation or
only part of it. Thus, an element of discretion is' often introduced
in what is normally thought of as a completely automatic rule.
As we shall sce below, of the countries that now index their personal
income taxes; . '

(a) Some have a rule that allows for full adjustment for
inflation on an annual basis (c.g., Canada);

(b) Others make annual adjustments, but only for part of
the inflationary change (e.g., the Netherlands);

{c) Still ‘others adjust the tax structure only when the rate of
inflation, én a particular year, has exceeded a stated level - say, five
per cent (e.g,, France). Thus, in this particular alternative, a creep-
ing inflation will not lead to any automatic change in the nominal
tax structure regardless of the cumulative change in the average
price level;1

(d) Finally, the rule may be such that the adjustment mech-
anism will become effective only when the cumulative increase
in the price index from a reference year has reached a certain level
(e.g., Luxembourg).

It is obvious that only the first of these alternatives, if properly
applied, would maintain unchanged the real effective structure of
the tax. However, when the rate of inflation becomes particularly
high, the difference between the first of these alternatives and the
third and fourth disappears. S ' ‘

10 This: is often the case when the income tax stfucture is indexed in relation to the
legislated minimum wage which, over the long run, is likely to reflect price and productivity
changes as well as political considerations.

11 This alternative is similar to that suggested by A. R. Prusr in “ Inflation and the
Public Finances *, The Tree Banks Revies, No, g7 (March 1gm3), p. 26.
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Before examining the countries’ cxpcrienc:‘:s, we. sball (;lescribc,
bricfly, some of the basic schemes of inde}.{atlon fgr inflation that
have been suggested in the literature.* An ideal adjustrent scheme
for inflation should first of all, be simple; second, it should maintain
the initial distribution of the personal income tax burden among
real income levels regardless of the source of income and of the
particular family situation; 1> and, thirdly, it should prevent a Purcly
nominal increase in income from generating a rF:al increase in the
revenue from the personal income tax. Four different ad]u§tmcnt
schemes have been proposed in the literaFgr_c to correct for th.e impact
of inflation on personal income tax liablhues. These are briefly out-
lined below. _

The first of these would involve the equi-proportional lowering
of the statutory tax rates to eliminate the increase in revenue due to
inflation. This adjustment might be successful in preventing the
growth in the aggregate personal tax ratio, but it certainly wou}d
not prevent the unintended redistribution of tax burden among dlf-
ferent income levels. Furthermore, the direction of these redistri-
butional changes would most likely not be the one desired by most
governments. For example, the income of a relatively poor family
that, because of the increase due to inflation, becomes subject to
personal income taxation for the first time, would still be taxable
even if the statutory tax rates were reduced. On the other h_and,
those with the highest incomes would benefit from progressively
lower marginal tax rates. Although rate rcducti‘ons have been
put into effect in several countries in inﬂat%onary periods, no country
appears to have introduced an « indexation rule » based on this
method. ¥

12 For carlier descriptions of some of these schemes and for their nse in several
countries, scc A. H, Prrrar, ©Inflation Adjustment Schemes Under the l’crso.nal Income
Tax *, IMF Staff Papers (July 1g75) and Davip Moncan, ® Inflation and Progressive Personal
‘Taxation ” (mimeograph, 1974). . . ' ‘

13 No practical and general adjustment scheme can satisfy this spcctﬁc' requirement.
See on this, P.A. Diasorn, © Inflation and the Comprehensive Tax Base ™ mn Journal of
Public Eeonomics, Vol. 4, No. 3, August 1975.

14 A variation of this alternntive would Jeave unchanged the nominal income tax

structure but would adjust the annual tax bills on a formuia basis. - See R. 5. WecKstam,
« Fiscal. Reform and Economic Growth ¥, National Tax Journs, December 1g64. Both the
scheme itself and Weckstein’s variation were first proposed as far back as 1923 by Jacos
Vinew, in * Taxation and Changes in Price Level ?, The [oulmal of Political Economy,
Vol. 31 (August 1923) republished in Jacos Viven, The Long View and the Short (Glencoe,
Illinois: The Free Press).

SN
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The second scheme would exempt from the taxable income of
an individual, the increase in adjusted gross income that can be
attributed to inflation. Thus, for example, cost of living adjust-
ments in wage and salaries would automatically be tax exempt, In
general the individual would be allowed an « inflation deduction »
that would depend on the rate of inflation. This inflation deduction
would be calculared by multiplying the adjusted gross income of
the taxpayer in the previous year by the rate of inflation for the
taxable year.” The trouble with this scheme is that apart from any
real growth, the taxable portion of income would remain constant
not in real but in nominal terms. Consequently, the real value of
the tax payment and, thus, the average tax rate would fall as long
as the rate of inflation continues to be positive. This is clearly an
overadjustment, Furthermore, its equity implications are not obvious.

Isracl is the only country that up to 1975 adopted an adjust-
ment mechanism somewhat resembling the scheme just described,
It was not an automaric indexation, however, since it only provided
that the cost of living adjustment component of wages and salaries
could be exempted from personal taxation az the discretion of the
Ministry of Finance. Until March 1964 the cost of living allowance
was completely exempted. Since then there were limitations to the
part exempted.!

The third scheme would deflate adjusted gross income to a base
year; then taxable income in base year prices would be calculated
and the resulting tax liability would be multiplied by the ratio of
the price index of the taxable year to the price index of the base
year. The operation of deflating gross income to the base year and
then of inflating the tax liability to the current year gives this scheme
an apparent complexity that has so far prevented its adoption in any
country.” However, one of the Swiss cantons, Bascl-Land, does
follow this approach and uses the cost of living index for January
1953 as the base,

The last and most important adjustment scheme introduces
price escalators into the income tax structure so that, over a period

13 See for this propusal DoucLas Apm and $virozar Pejovien, * Inflation and Taxes:
A Case for the Taxpayer ” (mimeo, Ohio University, March 1grg).

16 In July 1975 & comprehensive tax reform abolished this systetn and replaced it by
one similar to the fourth scheme discussed below.

17 This scheme was suggested in Amorz Moras, On Taxes aud Inflation (New York:
Random House, 1965), p. 165.
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of time, the progressive income tax rates, in the a}:sencc of any
discretionary changes, would apply to constant real incomes rather
than to constant nomsnal incomes. To achieve this result, the limits
of the taxable income brackets and the exemptions and deductions
expressed in fixed monetary values would be ir}crcased on an am}ual
basis at a rate equal to the rate of inflation. This scheme has received
the greatest attention and support and, to varying degrees, has bee.n
introduced in a number of countries, including most recently in
Canada in 1974."8 o

At this juncture, we must point out that if ilnﬂatmn is accomp-
anied by real growth in per capita income, lnm.thcr' the aggregate
personal tax ratio to GNP, nor the initial dlstnl?ution of _thc tax
burden would remain unchanged unless the adjustment is made
with a kind of super-index that takes into account not only the
change in the price index but also the change in real per capita
income. Indexing only for inflation is tantamount to accepting
the conclusion that the rise in the ratio of personal income taxes
to national income and the inevitable redistribution of the income
tax incidence are acceptable when caused by real grqwth. but are
not acceptable when caused by inflation. Some countries, 1nc1ud1n.g
Iccland, and, since September 1974, Denmark have not accepted this
conclusion and have subsequently « super-indexed » their income
tax structure.’?

3. Special Problems with Adjustment Schemes

To achieve the objectives of indexation, any inflation-adjust-
ment scheme must deal with difficult theoretical and practical pro-
blems. The most important among these are: (a) the choice of the

'

18 In the United States this adjustment mechanism is usually associated with the
name of Milton BFriedman who backed it in his Newsweek column on March g, 1'969-
A later elshoration is found in Mmton Frizpman, ©Monetary Cortection ” in American
Fnterprise Institute, Essays on Inflation and Indexation (Washington, D.C.: 1974}

19 For a proposal and discussion of such a super-indexation scheme. see V‘[ro‘“TANZI,
“ A Proposal for a Dynamically -Self-Adjusting Personal Income _Tax ) ?’ublw.hf‘mnlce,
Vol. XXI, No. 4 (1066). The mechanics for the application of this super-index is similar
io that for the fourth-scheme, The limits of the taxable income brackets and the
exemptions and deductions expressed in fixed nominal amounts could,‘for. example, b?
increased anpually at a rate equal to the nominal growth of per capita income or 'uh
some similar concept such as hourly carnings. Obviously, the revenue loss associated wit
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index to be used for escalating the nominal income tax structure,
(b) the problem of lags, and (c) the difficulties posed by hard-to-

index incomes such as interest payments; capital gains, and profits,

a. The Choiwce of the Index.

The choice of the index depends to a large extent on the objective
to be achieved through indexation® That the choice of a proper
index is fundamental to the success of indexation is rather obvious
and needs no claboration. As it is well known, all indexes of price
changes suffer from sampling and reporting errors and in some
countries they may also suffer from political manipulations. Since
the main objective of indexation seems to be the prevention of price-
induced increases in the real tax burdens of taxpayers, the most
used of the indexes has been the consumer price index since this is
supposed to reflect the change in the purchasing power of the
nominal incomes of the taxpayers. But, several studies for different
countries have shown that the basket of goods included in that index
may not be and, in many cases it almost certainly is not, repre-
sentative of the expenditure pattern of the whole population. Price
changes may be more favorable to taxpayers with higher incomes
than to those with lower incomes especially when food prices
increase at a faster rate than prices of other products.?

The countries that have indexed their taxes have made no
atterpt at generating indexes that would be applied to different
income classes, However, at least one country, the Netherlands, has
constructed a special index - the total population index — that is

this super-index is greater than under a scheme that indexes only for prices. 'This loss
depends on the rate of growth of per capita income or hourly carnings in addition to the
rate of inflation.

20 If the objectives are multiple, perbaps no index will ever be able to make possible
theit simultaneous achievement, For example, nc index could achieve the objective of
keeping constant the ratio of income tax revenuc to GNP while leaving unchanged the
relative tax burdens on groups of taxayers. ‘

21 Several studies have dealt with these aspects in several countries, Imter alin, see
D. C. Trrewvg, *Price Changes and Income Distribution », Applied Spatisties, vol, 1g,
No. 1, 1gyo; J. Murspauer, “ Prices and Inequality: the United Kingdom Expetience ”,
Economic fournal, Vol. 84, No. 333, 1974; Ryoraro Jocur, Measurement of Consumer Price
Changes by Income Class (Tokyo: Kinikuniyo Book Co., 1964); Y. Manzry, “ Price Changes
in the Consumption Basket of Various Income Groups in Israel ®, Bank of Israel Economic
Review, April 1974; E.M. Snvvpsr, “ Cost of Living Indexes for Special Classes of
Consumers ®, in The Price Sratistics of the Federal Government, National Bureau of
Economic Research 73, General Series 1gé1. :

4
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more gencral than the consumer price index and that is supposcd
to better reflect the expenditure of the whole population and not
just that of a particular subgroup of it. In the particular case of
the Netherlands, because of lower increases in food prices in
recent years, the annual rate of increase of this total pqpulgtion index
has been slightly lower than that of the consumer price index.?

Another issue that has attracted a lot of attention outside of the
United States relates to whether the index should or should not
reflect the effects on prices of changes in indirect taxes and, less impor-
tantly, in subsidies, Simply stated, if indirect taxes are raised, should
this be allowed to lead to an adjustment in the nominal income tax
structure and thus to an automatic decrease in. income tax liability?
The standard theoretical position on this issue has been that, if the
additional revenues from the indirect taxes are reflected in higher
governmental spending, which presumably increases the .wellfarfz of
the taxpayers, then index should not reflect the change in indirect
taxes. In other words, it should be corrected for these changes.
Other observers, however, have pointed out that taxpayers generally
do not see the connection between higher taxes and higher benefits
from public spending so that they may view in the same fashion
an increase in the consumer price index regardless of whether it
is due to an increase in taxes or to other faccors.® If this second
position is the valid one, then no adjustment in the index ought to
be made.

This discussion may give the impression that the issue is just
a theoretical one without any practical significance. This, however,
is not so. In the Netherlands, that now adjusts the index for changes
in indirect taxes and subsidies, the differences between corrected and
uncorrected total population index has been significant. Eor exam-
ple, in 1972, without the correction for the change in indirect taxes
and subsidies, the total population index changed by _8.0; with the
correction it only changed by 5. In 1973 the difference was some-
what smaller: 8.1 and 7.8, respectively® In pursuance of the Act on

22 For the 1g72-74 period annual increases in CPI were respectively 7.8, 8.0 anld 9.6,
while for the total population index they were 8.0, 8.1 and g.8. The adjustments in the
tax system were based on this total population index but they were alse affected by changes
in indirect taxes and econmomic considerations as discussed below. .

23 Incidentally, the assumption in these discussions is that the tax is fully shifted
forward.

24 In 1994 no adjustment was made.
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the construction of a wage regulating price index Denmark has also
generated an index whereby “ Taxes and duties are, to the cxtent
possible, deducted from the prices collected, whereas subsidies
provided in order to achieve a general price reduction are added to
the prices.”# For 1973, the increase in the CPI of this country was
14.4 (January 1g73-January 1974} while the increasc in the wage
regulating price index was 129. For January 1974-January 1975
the corresponding increases were 135 and 14.4.

In contrast with the Netherlands and Denmark, Canada opted
for the unadjusted consumer price index on the ground that in a
federal country where various local governments have the power to
change the sales taxes just for a part of the country, it would be

very difficult and perhaps unequitable to make adjustments for
changes in taxes.

b. The Problem of Lags,

There are two types of lags which are relevant to the discussion
of adjustment of taxation for inflation: one is the lag between the
current rate of inflation and the rate reflected in the adjustment
scheme; the other is the lag between the earning of income and the
collection of taxes.® The first of these, which is more important
from the point of view of indexation, can be long and can create
difficulties especially when the rate of inflation is high and changing,

When indexation was started in Canada on January 1, 1974,
it was decided that, given the time needed to prepare the income
tax forms, the latest month for which price increases could be
observed was September 1973. It was further decided that, since
the increase in the CPI between September 1972 and September
1973 would be sensitive to the behavior of prices in those particular
terminal months, the index to be used in 1974 would reflect the
average increase for the r2-month period ended September 30, 1973
over the 12-month period ended September 30, 1972. This same lag
will apply to future years. For the Netherlands the lag is even

25 Statiske Eflerretning (Statistic News}, Konjunkturoversigt (Beonomic Trends), p. 89,
April 1975,

26 This second lag has often been ignored in the literature although when inflation
is very high it may become very important as the recent Argentinian and Chilean experiences
show, For an important exception, see Tanuo Hirao and Carros Acuimes, © Maintaining
the Level of Income T'ax Collections Under Inflationary Conditions ”, IMF Staff Papers,
Vol XVII, No. 2 (July 1970).
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longer since the index for a given year reflects the change in prices
for the twelve-month period ending in July of the previous year,
over the twelve-month period ending in July of the year before that.
Substantial lags exist in all the other countries which index their
tax systems.

c. The Problems Posed by Hard-to-Index Incomes.

Indexation rules have been discussed and applied as if all types
of incomes were equally affected by inflation, The truth is that
different types of incomes are differently affected by inflation. In
fact while for wages and salaries the problems are ma}inly the result
of a progressive structure, for the kinds of income discussed below,
the problems are independent of a progressive structure and would
exist even with a strictly proportional tax system., The automatic
adjustment mechanisms introduced in the various countries have
ignored distinctions among different kinds of incomes, .

Under inflationary conditions wages and salaries are likely to
increase by and large in line with inflation, On the other hand,
interest incomes, capital gains and profits, as defined for tax pur-
poses, are likely to increase by much more than rate of mﬂauqn
especially when inflation is a new phenomenon® Much of this
increase in taxable income, however, may be just a return of capital
rather than a return oz capital so that equity, and perhaps cfliciency
would require that taxes be applied to the real component of those
incomes,

Take the case of interest incomes first. If inflation is anticipated,
then the monetary rate of interest will tend to be higher than the
rate prevailing with price stability. In a simplified model which
assumes perfect foresight the monetary rate can‘b'c assumcd to
approximate the sum of the real rate and the ant1c1Pated_ increase
in the price level. Thus, if the anticipated rate of inflation were
10 per cent and the real rate of interest were 5 per cent, the monetary
rate would approximate 15 per cent® In this particular situation,

27 The problems raised by the taxation of profits are not discussed in th.is papet
since they require very detailed treatment. See, on this, Gromree E. Lunr, © Adjustment
of Taxable Profits for Inflation ”, IMF Staff Papers, Vol, XXII, No. 3 (November 1g75)-

28 In practice institutional conmstraint and imperfect foresight will bring about mone-
tary, or market, rates which are often lower than the summation of the real rate and the
rate of inflaticn. For a detailed discussion of the taxation of interest income Pndcr
inflationary situations, see Viro Tawzr,  Inflation, Indexation ad Interest Income Taxatiun »
in this Review, Vol. 116, March 1g76. :
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and in the absence of any income tax on interest income, the in-
dividual who had lent $1,000 would receive $1,150 after one year.
In the absence of taxes, this individual would not be any better off
or worse off than he would have been had he received back $r.050
when there was no inflation. This is so since $roo out of the $1s0
of interest income just compensates him for the loss caused by
inflation on his original financial capital of $1,0002 But if the full
$150 is taxed and if we assume that the marginal tax rate is 50
per cent, the individual will pay $75 in taxes. A 10 per cent increase
in the price level has led to a 200 per cent increase in taxable income
and at least to a comparable percentage increase in tax liability. But
this means that he has received a negative real interest rate of 2.5
per cent since the net-of-tax return is not enough to compensate
him for the erosion in the real value of his financial capital. The
higher is the rate of inflation and the higher is the marginal tax rate
at which the income of the individual is levied, the more pronounced
is the real loss that the creditor is likely to experience, The tax on
interest income in fact becomes largely a tax on the capital itself.?

Consider next the case of capital gains. Suppose that with stable
prices, a real asset would have increased in value from $100,000 to
$ro5,000 over a given period, Thus, the capital gain, if realized,
would have been $5,000. Now, assume that over the period prices
increased by 1o per cent and assume also that this increase was fully
reflected in the value of the asset. Thus, the current price would be
about $115,250* The nominal capital gain of $i15,250 would be
more than three times as large as the real gain and consequently
the tax liability would also be sharply higher even if the gains were
taxed with proportional rates. As with income from interest, and
unlike wages and salaries, the distorting effects of inflation are not
a conscquence of a progressive tax structure.

As far as interest incomes and capital gains are concerned, the
evidence indicates that many countries have not worried much about
them within the context of the indexation of personal income taxes.
However, some have. Perhaps as an appreciation of this particular

2 Strictly speaking the real value of $50 has fallen so that he is somewhat warse
off. See bid.

30 This conclusion does not depend on the progressivity of the personal income tax;
it would be valid even if the tax were strictly proportional,

31 Depending on the assumption that one makes about when, over the period, the teal
capital gains oceur, the range of values will be between $1135,000 and §r15,500.
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problem, since 1974, which is the first year when indexation was
introduced in Canada, net interest up to $1,000 per year received by
individuals from Canadian sources is to be deductible in computing
taxable income, In Denmark a government report, published in
early 197, dealt with the issue of the taxation of interest income
but so far there has been no attempt in the legislation to deal with
this particular problem. In Brazil, in connection with indexed loans
it is stipulated that the borrower will pay periodically a given interest
on the loan and, at maturity, would return an amount which has
been adjusted for any price change over the period of the loan.
Only the periodic interest payment is taxed, An alternative solution
to this particular problem was followed by Colombia up to 1974
There, for indexed loans, it was stipulated that the borrower would
pay periodically a given agreed interest and, additionally, at the end
of each period, would pay a monetary correction as a compensation
for inflation, Only the agreed interest was subject to the income
tax.”® In Chile, which does index its income tax, indexed loans are

in existence and carry a taxable interest rate and a monetary cor-

rection for inflation payable on an annual basis. This monetary
correction is legally not considered income and, thus, the question
of whether or not to tax it does not arise. In Israel indexed loans
have been in existence for many years and the monetary adjustment
for inflation is not taxed. Some other countries, including Finland
and France, and very recently the United Kingdom have at times
issued indexed loans which have carried particular tax advantages.

Relatively few countries tax capital gains. For those that do,
two adjustment mechanisms for illusory capital gains have been
frequently suggested and in a few cases used. The first would relate
the proportion of the realized capital gain that would be taxed, o
the tax payment itself, to the number of years that the assct was
owned. The taxable proportion would fall the longer the asset had
been held® Of course, only by accident would such an approach

32 Colombia has not indexed its tax system and has now discontinued the use of
indexed loans. )

33 See for these two experiences: Autxanper Karka, ©Indexing for Inflation in
Brazil *, in Essays on Inflation and Indevation (Washington, D.C.: American Enterprisc
Institute), pp. go-g1; and Aveerr Gorrz and Drsmono LactiMaN, “ Monetary Corrections
and Colombia’s Saving and Loan System ”, Fimance and Development, Vol. 11, No. 3,
September 1974 . . )

34 Such an approach is in existence in Colombia where the taxes on capital gains
from the sale of owner-occupied homes are reduced by 1o per cent for each year — beyond
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give the correct adjustment for inflation. The second method which
is more common would increase the base value of the capital asset
in proportion to the rise in the general price level as measured by
the consumer price index or some other suitable index. The taxable
capital gain would be the difference between the current value and
the adjusted base value. This second method is now in existence
in Argentina and Sweden and applies to gains from the sale of real
property held for more than two years. In Argentina the base for
the calculation of the capital gains is escalated by the change (over
the period between the acquisition and the sale of the property) of
a wholesale price index which excludes the agriculture sector. In
Sweden, the National Tax Board annually fixes coefficients for the
adjustment. Such a method was in the past also in existence in
Chile. It, however, led to the problem that after the escalation of
the base many capital gains became capital losses. As a consequence
of this, capital gains taxes were abolished.

4. Practical Applications of Indexation

In this section we shall briefly outline the practical experiences
of several countries with the indexation of the personal income taxes.
We shall classify the countries in three groups on the basis of the
type of adjustment made. For the first group, the connection between
the adjustment made and the rate of inflation will be direct and
complete apart from discrepancies introduced by some of the special
problems mentioned in the previous section. For the second group
the connection will be somewhat more tenuous since substantial
discretionary elements are introduced in the adjustment mechanism.
Finally, for the third group, although one can still talk about
inflationary adjustments, and inflationary changes still remain the
most important factor, other clements have become so important
that one is hesitant to still refer to them as indexation for inflation.

a. Countries with Full, Annual Automatic Inflationary Adjustments

The laws which describe the adjustment mechanisms are not
always easy to interpret but it would appear that only Canada and

a two-year minimum holding peried — the house has been held. A criticism of this
approach can be found in Taxation Review Commiltee, Prelfminary Repor:, June 1, 1974
(Canberra: Australian Government Publishing Service), Ch. g.
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Uruguay would qualify for this category. In both of these countries
the exemptions, deductions in fixed amounts, and the brackets are
fully, annually, and automatically increased to reflect the change in
the cost of living index. This is undoubtedly the purest form of
automatic adjustment for inflation.

Canada: The Canadian scheme went into effect on January 1,
1974 with a 6.6 per cent escalation of the whole nominal structure
of the personal income tax. For 1gy5 the increase in exemption
levels and in bracket limits due to indexation was 10.I per cent.
Tables 1 and 2 are largely sclf-explanatory. They show the impact
that indexation has had on the Canadian income tax structute in
1974 and 1975, Table 3 shows for typical taxpayers the tax reductions
due to indexation. As it was not easy to judge the impact of inflation
on tax incidence by income groups, it is equally not easy to judge
that of indexation. Table 3 shows that the absolute amounts of tax
reductions increase with the level of income. Furthermore, these

Tanry ¥

CANADA, FEDERAL PERSONAL EXEMPTIONS SUBJECT TO INDEXING

1974 1975
Inflation Inflation
1973 Factor Factor
6.6%, 10.1%
® ) Y]
Single status . . . . . . . . . . 1,600 1,706 1,878
Martied status . . . . . . . . . . 3,000 3,198 3,522
Aged, additional . . . . . . . . . 1,000 1,066 1,174
Incapacitated, additional . . . . . . 1,000 1,066 1,174
Dependent child under age 16 . . . . 300 220 352
Dependent child age 16 or older . . . 550 586 646
Other dependent under age 16 . . . . 300 320 332
Other dependent age 16 or over . . . 550 586 : 646
Dependents® earnings not affecting tax-
payet’s claim: '
—wife . . .. 000 300 314 334
~ dependent child undet age 16 . . 1,100 1,166 1,274
—~ dependent child age 16 or over . 1,150 1,220 1,332
— other dependent under age 15 . . 1,100 1,166 1,274
— other dependent age 16 or over . . 1,150 1,220 1,332

Source: Canadian Tax Poundation, T%e National Finances, 1974-75 (Toronto: 1975h
p. 6o,

TABLE 2

TAXABLE INCOME BRACKETS SUBJECT TO INDEXING AND TAX RATES

CANADA.
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Sovrce: Canadian Tax Foundation, The National Finances, 1974-75 (Toronto: 1g75), p. 60
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" ] ,gg | chuctions become progressively larger between 1974 and 1975. This
o a 4 5% sy s Iologone B is shown by columns (5) and (6) in the table. On the other hand,
g 248 g - e the percentage reductions in tax labilities — shown in columns (4)
. 2% LR and (8) — arec much greater for smaller incomes than for larger
i 52’@ . 4 d ones. Finally, the relationship of the tax reduction to before-tax
i EE 53 AR AL B I R BRI - incomes — sec columns (9) and (10) — is similar at most income
S Y- levels. The revenue losses to the government due to indexation have
| . ~ 4% been estimated at about Can$4qoo million in 1974 and Can$rso
: £ oD ne po Ty TG =g H million in 1g75.
1 o ) g i ELITHAE R AES 'i 4 Thf': description of the Uruguayan system described below relates
: % g 4 54 to the situation that prevailed there between 1968 and 1973, It ap-
% E Y - L EE pears that as of January 1, 1974, the government of th.is country
: M | I 2o b s 8 d3iCTSTTAA ‘Z‘E“ decreed the abolishment of the tax on the income of individuals
L 5 ?é g va a FI although a schedutar tax on industry and trade remained in existence.
: % : EJ §§ Obviously, without an income tax, there is nothing to index at
& th .
gg Al lee8| "rravavERsAY 4 ¢ moment
o 5 < E% Urnguay: The Uruguayan adjustment scheme was almost iden-
o 2 e tical to the Canadian one. Here, too, the nominal income tax
% 3 R O] S8 LB FRERNSTY LS S’E‘ P structure was adjusted fully, annually, and automatically for the
" E ) S - | change in the cost of living. This mechanism had been in effect
é 4 dg since 1968 when, on the basis of amendments made in 1967 to the
3 ﬂ; ) C B I R RIRLY S 25§ income tax law, the perspnal exemption and dependent allowance
o g ko SS? BEERT G RE R HY 5 = were adjusted in line with changes in the cost of living index.
i 2 _g e T ogx B : Since the brackets were expressed as multiples of the personal
E = e | s =2 & | exemption, the whole nominal structure of the tax came to be fully
8 i . . . s
j E £ g @l cABRIERILRDE . gnig\ g and directly tied to the cost of living index.
23| E| 7|52 REERR RN 1T |
z 4 || = ‘SEE E b. Countries with Partial Indexation for Inflation.
£ - - I
° ,g T oL - e o wm g é%i ; i Three altcrnative but equally interesting examples of what could
R E%‘ I~ CEREERTRREREDT A1 o “ be called a corrupted or less direct approach to indexation for infla-
-] BT AR g &S . | tion are provided by France, Luxembourg, the Netherlands, Israel,
’ :QE g : and Argentina,
Ay g &
ﬁéé % France: Since 1968, by resolution of the National Assembly,
é"% 888888888888 Byt the government is required to adjust the structure of the personal
,51‘5@'; e R & dWEE & g%k ~ income tax whenever inflation in 2 particular year exceeds the rate
%E of 5 per cent. No adjustment is required as long as the rate of
&E ”9 inflation remains below that threshold. Furthermore, the authoritics
B
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have discretion so that they can adjust differently the various
brackets. Thus, for example, between 1968 and 1972, the consumer
price index rose by 255 per cent; over this period the limits in
the taxable income brackets rose 31.6 per cent for the smallest
bracket and 202 per cent for the highest. At the same time the
marginal rate on each bracket was lowered by three percentage
points. The French experience provides thus an example of indexa-
tion being used to achieve objectives — such as the redistribution
of the tax burden — unrelated to the presumed main purpose of
indexation. In 1974 all the brackets were raised by an even
12 per cent.

The French experience is interesting since it shows that it is
not necessary to adjust the personal income tax every year but
that one can specify the adjustment mechanism in such a way that
it will become operational only when the rate of inflation becomes
significant. On the other hand, there is a price to be paid for
this option since a creeping inflation which persisted for several
years below the threshold level could seriously distort the structure
of the tax without ever setting in motion the corrective mechanism.
In this respect the alternative used by Luxembourg appears more
attractive.

Luxembourg: Luxembourg provides another example of partial
indexation. A law of 1967 requires that whenever “the average
consumer price index for the first six months of a year shows, in rela-
tion to the average index for the first six months of the year preceding
the coming into effect of the scale, a variation of at least 5 per cent...”
the government shall recommend a revision of the nominal tax
structure in proportion to the variation in the CPL”  Since 1968,
all the brackets have been adjusted strictly in line with the change
in the price level. :

The Netherlands. In contrast with France and Luxembourg,
in the Netherlands the legislation concerning indexation, which was
enacted in 1971, did not put any restriction in terms of the rate of
inflation or the cumulative change in the price index that are

necessary to set in motion the adjustment mechanism; however, 1t

35 Luxembourg, Income Tax Law of December 4, 1967 (Article 125).

5
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did specify that the adjustment could be limited to only 8o per cent
of the rise in the relevant index if, in the view of the responsible
authorities, financing difficultics would result from full indexation.
This discretion was used in 1972 and rg73 when the special index
for tax adjustment rose by 5.7 per cent and 7.8 per cent, respectively.
In those two years the nominal income tax structure was escalated
by 4.56 and 6.24, respectively. It was used again in 1975 when the
escalation. in the nominal tax structure was 6.64 while the increase
in the special index was 8.3. Furthermore, in September 1973 it
was decided that the automatic inflation adjustment would not be
used at all in 1g974. However, as a discretionary measure an increase
of the persopal allowance was accorded. A further increase of the
personal allowance was announced in March 1974 to take effect
trom July 1974. '

By limiting indexation to 8o per cent of the special index,
the government can continue raising more revenue than it would
if full indexation were used. By the same token this limitation
assures that some of the distortions in the tax incidence due to
inflation would not be avoided. For 1972 and 1973 the revenue
losses to the government due to indexation were 465 million guilders
and 880 million guilders, respectively, or about 2.7 per cent and
4.4 per cent of personal income tax revenues for those years. Ob-
viously, these losses increase with an increase in the rate of inflation.
For 1975 they have been estimated to be about 1,350 million guilders.

Isracl: The July 1975 Israel tax reform abolished the system
of indexation that had been in existence up to that time and replaced
it by one somewhat akin to the Dutch. From now on the nominal
structure of the income tax will be linked to the cost of living index.
However, while the escalation of the nominal values will be full and
automatic for the tax credits (which in the new law have replaced
some deductions) and for the remaining tax deductions, that for
the tax brackets will, if the Minister of Finance deems it desirable,
be less than full.

drgentina: Since 1972 Argentina has automatically indexed
exemptions and deductions but has adjusted the tax brackets on
an ad koc basis. This system keeps off of the tax rolls those taxpayers
who because of very low incomes should not be subjected to any
income taxation.
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c. Countries with Indexation Mechanisms Not Related Directly to
Inflation.

Unlike the countries already discussed, Brazil, Chile, Denmark
and Iceland adjust their personal income tax structurcs not by
direct reference to an indicator of change in the purchasing power
of money, such as the cost of living index, but by reference to
other indexes such as earnings of industrial workers, legal minimum
wages, per capita income, etc. Thus to varying degrees the adjust-
ment schemes in these countries reflect changes both in prices and
in other variables such as productivity, economic conditions or
governmental willingness to adjust “ minimum wages” or ¢ basic
salaries ”,

Brazil: The Brazilian indexation system has received consid-
crable attention in the past couple of years. It was introduced in
1961 with the decision to express the personal exemptions and the
upper limits of the taxable income brackets as multiples of the largest
monthly minimum wage for the country* Up to 1964 the income
brackets were adjusted in line with the minimum wage which in
turn moved closely with the rate of inflation. However, after 1964
the new government, in its attempt to stabilize the economy, chose
to increase the minimum wage by less than the rate of inflation.
This would have resulted in increases in tax burdens at all income
levels which was a result not wanted by the government. Con-
sequently, in November 1964 the link to the minimum wage was
cut. A new law came in existence with a mechanism that combined
the French approach with that of Luxembourg. Income tax brackets
were to be adjusted in line with the price level any time that inflation
exceeded To per cent in a given year or 15 per cent in three years.
This alternative remained in effect until 1967 when new legislation
gave the Minister of Finance the option of adjusting the brackets
either in line with the rate of inflation or with the minimum wage.

This modification introduced a very important discretionary
clement in the indexation process. The available evidence indicates
that the government of Brazil has taken full advantage of this
discretionary power as it can be seen from Tables 4 and 5. The
departure from pure indexing has been particularly significant in

36 This wus normally that of the State of Guanabara.
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1 The limits in each year are calculated oo the basis of the minimum wage of the previous year.
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changed the indexation scheme. The personal deduction and the
brackets would now be related to changes in the index for hourly
carnings of an industrial worker which, of course, reflects price
changes, union power, productivity changes, and other factors. Thus,
the Danish scheme is no longer an adjustment for inflation alone.
The change was apparently motivated by the bclief.that inde-xauon
for price changes alone had not prevented sharp increases in tax
burdens on the middle-income groups. These increases had been
brought about by the interaction of economic growth and a very
progressive structure.

Iceland and Switzerland: Tt has often been reported that since
1966 Iceland has been escalating its income tax on the basis qf
changes in the nominal per capita income of the country. If this
is correct, the indexation mechanism would be as described in the
footnote 19 above. However, little specific information is available.
Many Swiss cantons — including Aargau, Basel-Land, Basel-Stadt,
Granbiinden and Solothurn — have been indexing their income
taxes. It would require, however, too much space to describe those
practices.

5. Some Concluding Gomments

Much of the controversy related to indexation has evolved around
the issuc of stabilization. Sorne writers, as for example, Walter Heller
and Albert Fishlow, have maintained that: “Putting income tax
liabilities on an indexed basis reduces the automatic stabilizing effect
of inflationary increases in governmental revenues and thus requires
more discretionary fiscal action .’ And the (Canadian) Carter Com-
mission had concluded that ... a tax system that taxed only incn.:as.es
in real purchasing power would irreparably damage the built-in
stability of the system”*® On the other hand, Milton Friedmanvhas
argued that: “Obstacles to ending inflation can be substantially
reduced through... indexation ”** The truth probably lies somewhere

37 News Letter, National Gity Bank of Minneapolis, June 20, 1974 )

38 Reporr of the Royal Commission on Tazation (Ottawa: Queen’s Printer, 1966),
Vol. 2, p. 23.

39 * Using Escalators to Help Fight Inflation ® in Fortune, July 1974, P. 94
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between these extremes and may depend on factors that differ among
countries. The arguments that are relevant in this discussion are
of two types: political and technical,

The main political argument against indexation is that it repre-
sents a declaration of defeat on the part of the government that
could have rather important psychological effects on the population.
The defenders of this point of view argue that the fight against
inflation. will become more difficult once indexing is accepted since
some of the pains of inflation would be removed from it and people
may accept the view that inflation has become a way of life,

The other side of this argument is that on the contrary indexing
will make easier for the government to pursue the kind of policies
that will put a stop to inflation. Those who argue along this line
point out that, during an inflationary situation, many contracts —
wages, interest payments, rents, etc. — reflect the expected rate of
inflation. ‘Thus, if many companies have, for ecxample, agreed to
new labor contracts that will increase money wages at the rate of,
say, 15 per cent per year over the next several years, on the expecta-
tion of an inflation ratc of 12 per cent, they would face serious
difficulties if inflation should fall much below 12 per cent. In such
case, the sharp increase in the 7eal wage bill at the current rate of
employment would force these companies to lay off some of their
employees. The increased unemployment might, then, induce the
government to reverse its policy. The same argument applies to
borrowers who have borrowed money at high rates of interest and
for long terms cxpecting prices to continue rising. If prices cease
rising, the real cost to them will be high. It is, thus, argued that,
in the absence of indexation, the real costs associated with a stabi-
lization policy become so great that the governments are no longer
free to pursue such policies. '

The points of view outlined above, of course, are related to
indexing in general. Let us now consider more specifically some
arguments connected with the indexation of personal income taxes.

There can be no argument that indexing for price changes will
reduce the built-in flexibility — i.e., the responsiveness of income tax
receipts to a change in income. In fact this is really the whole point
about indexation and this reduction will come about because purely
inflaticnary changes in income will no longer affect the average tax
rate for the country; because of this, the marginal tax rate for
the country will not grow but will remain the same as the average
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rate.®® However, there is now considerable controversy on whether
this reduction implies a fall in the “automatic stabilizing effect” of
the personal income tax that will “require more discretionary fiscal
action ” or that it will be inherently destabilizing as argued by Heller
and Fishlow. This particular position has been challenged in dif-
ferent ways among which the most important are the following:

Size of discretionary changes. Tt should be emphasized that in-
dexation of personal income taxes does not exclude the use of a
discretionary fiscal policy. Many writers on the subject seem to assume
that once indexation of income taxes is introduced, there will
not be any more use of, or any more need for, discretionary
tax changes. This assumption is of course neither necessary nor
warranted and it is perhaps useful to think of indexation as iust
one additional instrument of policy. In other words, a useful and
fair comparison would be one between a choice that involves indexa-
tion and occasional discretionary changes with one that involves only
discretionary changes, The latter option may require much larger
ad hoc tax cuts, And the very size of these cuts might introduce a
destabilizing element in the economy.” On the other hand, too fre-
quent but smaller cuts would take too much time on the part of the
politicians or experts involved, Thus indexation may reduce the need
for large and/or frequent a4 Aoc changes and thus it may introduce
an element of stability in the economy.

Autonomous nature of public expenditure. The traditional argu-
ment about the usefulness of built-in flexibility is highly dependent
on the assumption that, in the short run, public expenditure is auton-
omous with respect to tax revenues. This assumption is probably
valid for some countries but it is less so for others where additional
revenues may simply give rise, with very litde lag, to additional
expenditures. If this happens, the combination of higher taxes and

40 Of course a change in real income would still lead to an inctease in the average
tax rate and, as Jong as inflation is accompanied by growth, the marginal tax rate will
still exceed the average tazx rate, Only if the index is tied to the ‘growth of per capita
income will this not happen, . : . . -

41 This will be particularly true if, because of the size of the change, more time 'iS
needed for analysis and for legislative approval so that, by the time fiscal policy exerts It
influence, the sitmation may have changed and the effect of the policy may thus be
destabilizing. ’ :
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higher public expenditure could make the inflationary situation more
serious, Thus, once again, if taxes are indexed so that inflation doés
not bring about an increase in the average tax rate, public expenditure
would not increase in relative terms and there would not be the

expansionary stimulus associated with more taxes and public ex-
penditure.

Busltin flexibility in recession. Indexation will lower the builtin
flexibility of the personal income tax. But doing so it might reduce
its ability to stabilize the economy in downswings and in genuine
upswings. But might also restrain its negative influence during a
recovery by reducing the size of the fiscal drag at less than full
employment, :

Wage multiplier argument. The possibility that changes in per-
sonal income taxes may bring about changes in the wage level was
first analyzed by Lundberg in 1953. Such a possibility has been the
object of considerable attention in recent years especially in the Scan-

: dinavian countries and has received some empirical backing. In an

inflationary situation workers who do not have money and fiscal
illusions may be expected to bargain to maintain constant their real
disposable incomes rather than their pretax incomes.?

If the personal income tax were truly proportional, the marginal
and the average tax rates would be the sarme for the individuals and
these rates would not change with inflation. However, given the
progressive nature of these taxes and the fact that the rates apply to
nominal rather than to real tax schedules, any wage increase — even
if just enough to compensate the individual for inflation — will be
taxed at a higher marginal rate. Thus the disposable income of the
individual would fall if the wage increase had been just enough to
keep up with price changes. Lundberg’s argument is that the workers
would consequently bargain for wage increases that reflect not only
prices increases — and presumably productivity gains — but also the
higher tax payment, Given the income of the majority of the workers,
the higher is the marginal tax rate in relation to the average tax rate,
in other words the more progressive is the tax at that particular level

42 An analysis of the macroeconomic aspeérs of . this po&:_sibility can be found in
TI'-[OMAS F. Dgmwrure, “The Macroeconomic. Implications of Wage Retaliations Against
Higher Taxation ”, IMF Staff Papers, Vol. XXI, No. 3 (November rg74).
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of income, the greater will the wage increase have to be to appease
the workers. But of course the increasc in wages above the price
level — and above the preductivity gain — will lead to, or assist the
process of cost-push inflation. The more important arc wages in the
determination of the price level, the greater will be this induced
price change, or multiplier effect.”

If the previous discussion is correct for a given country — and of
course one should not generalize since this depends on factors which
differ among countries — indexation may help by reducing the wage
increases that workers would ask. Thus, the autonomous price in-
crease associated with the above-described wage multiplier, would be
reduced or even eliminated even though the built-in flexibility of the
tax is reduced. For this reason it has been argued that indexation is
part of an incomes policy.

The structural argument. In the discussion of the effects of in-
dexation on stabilization is is often not specified whether one talks
about stabilization of prices, output, employment or what. The argu-
ment about indexation being destabilizing is simplest if one assumes
that the price level, output and employment move in unison without
leads or lags. If this assumption does not hold, the issue of whether
indexation does reduce or increase the stabilizing capacity of the tax
on the economy is very complex. Prices in particular may lead ot
fag changes in output and employment and taxes may lag significantly
changes in prices, A perusal of the literature seems to support the
contention that the first impact of an inflationary shock — say an
increase in export prices — might be (a) in developing countries to
increase the general price level and then, with considerable lag,
perhaps to increase output, but (b) in some industrialized countries to
increase output rather quickly and then, many quarters later, to
increase prices. o7

If one considers the situation described in (b) above where a
given inflationary shock will increase rather quickly output and then,
much later, will lead to price changes, indexing may be cutting taxes
when output growth is slowing down. If this is the case, it may be

43 Tt should be pointed out that this discussion assumes that the workers do not suffer
from fiscal illusions on the tax side but they do suffer from such illusions on the expenditure
side. This is so since they ignore the benefits to them coming from greatet government
expenditure associated with higher tax revenue.
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stabilizing as it was found in an econometric study dealing with
Canada.® On the other hand, if the situation described in (a) above
prevails, then indexing may decrease taxes just when the inflationary
pressure is greatest.

In conclusion, a case for or against the indexation of the personal
income tax cannot be made in the abstract since the consequences of
indexing will differ among different countries. On administrative
ground, the indexation of wages and salaries does not generate unu-
sually difficult problems, but the indexation of other types of income
does raise problems which so far have received only limited attention
both in practice and in theoretical discussion.

Vrro Tanzi

Washington

44 Joun Bossons and THoMas A, Wmson, © Adjusting Tax Rates for Inflation ”,
Canadion Tax Journal, XX1 (May/Tune 1973).



