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TIP: The Wrong Way to Fight Inflation

Preston Miller

Associate Director of Research
Research Department
Federal Reserve Bank of Minneapolis

Most economists agree that the only proven way to
fight inflation is with fiscal and monetary restraint.
Still, an auxiliary weapon has recently been proposed
and enthusiastically discussed as worth trying: a Tax-
based Incomes Policy (TIP). In its basic form, this
policy levies a tax on wage increases and counts on
lower wage increases turning into lower price in-
creases. Arthur Okun of the Brookings Institution
and Henry Wallich of the Board of Governors of the
Federal Reserve System have urged adoption of their
own versions of TIP in speeches and articles carried
prominently in the media,’ the Council of Economic
Advisers discussed TIP plans in their 1978 annual re-
port,” the Ford Foundation gave the Brookings Insti-
tution $75,000 for a one-day seminar on TIP in April,*
and the Senate's Banking, Housing, and Urban Af-
fairs Committee held two days of hearings on TIP in
May.*

In this article we examine the case for TIP and
explain why this policy is the wrong way to fight infla-
tion. Looking closely at how TIP would affect the
economy, we find that it would be counterproduc-
tive.

A major flaw in TIP is its reliance on the stability
of the relationship between wages and prices. TIP
proponents argue that the relationship is so close that
lower wage inflation turns directly into lower price in-
flation. Economic theory and empirical evidence
show, however, that while wages and prices may be
closely related in normal times, the relationship
changes when government policies disrupt the wage
process. With TIP, the relationship would change
enough to actually result in higher prices with lower
wages.

Another big flaw in TIP is the side effects it
would have. Contrary to what its proponents believe,

TIP would cause all the distortionary and administra-
tive problems of other incomes policies; the differ-
ence between TIP and explicit wage controls is just a
matter of degree.

The Mechanics of TIP
Although TIP has many variants, they all reduce to
being a tax on wage increases. They would work
something like this: Each year the government would
announce a wage increase guidepost for the next
calendar year. It would also announce a TIP tax
schedule. At the end of the year firms would pay a tax
according to the schedule if the wage increases they
granted exceeded the government’s guidepost; they
would receive a subsidy (a negative tax) according to
the schedule if the wage increases were below the
guidepost.

As an example, suppose the government an-
nounced a wage increase guidepost of 6 percent and a
tax rate of 3 percent. That would mean that for each
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percentage point of wage increase a firm granted
over (or under) 6 percent, 3 percentage points would
be added to (or subtracted from) its corporate profits
tax rate. If a firm granted a 10 percent wage in-
crease—4 percentage points more than the guide-
post—the firm would have 12 percentage points (the
4 excess points times the 3 percent tax rate) added to
its profits tax rate (see illustration). If a firm actually
granted a 6 percent wage increase, it would pay no tax
and receive no subsidy. But if a firm granted a wage
increase of, say, 4 percent, that would come under
the 6 percent guidepost by 2 percentage points, so the
firm would have 6 points (the 2 points short times the

3 percent tax rate) subtracted from its profits tax rate
(a subsidy).

TIP, as presently described, could affect output
and prices through two channels:

1. It would change firms’ employment costs since
each dollar of wage increase would cost firms
more than a dollar when the tax was included.

2. It could change federal revenues and thus alter
the federal deficit.

TIP proponents have proposed that the tax rate and
guidepost be set so that the taxes and subsidies bal-

Here’s how TIP could affect a corporation’s profits
and employment costs.
Effect of a 6 percent TIP guidepost and a 3 percent TIP tax for each
percentage point of wage increase over the guidepost
Before After 10 percent wage increase
wage increase Without TIP With TIP
Profits before taxes
and salary expenses $2,000,000 $2,000,000 $2,000,000
LESS salary expenses -1,000,000 -1,100,000 -1,100,000
EQUALS profits before taxes $1,000,000 $ 900,000 $ 900,000
Corporate profits tax rate 50% 50% 50%
PLUS TIP surcharge — = +12*
EQUALS effective profits tax rate 50% 50% 62%
LESS profits taxes 500,000 450,000 558,000
(profits before taxes X tax rate) — -
EQUALS profits after taxes $ 500,000 $ 450,000 $ 342.000
Total employment costs $1,000,000 $1,100.,000 $1,208,000
(salary expenses +
TIP surcharge)
*Computation of TIP surcharge: Wage increase of 10 percent — 6 percent guidepost = 4 excess percentage points
4x 3 percent tax rate = 12 percentage points surcharge
(.12 X $900.000 = $108.000)
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