Income tax progressivity and war mflation

during the two World Wars

Sara Torregrosa-Hetland and Oriol Sabaté

Working Paper Series, 2019:1
STANCE, Lund University

LUND

| UNIVERSITY




STANCE is a six-year research program at the Department of Political Science
at Lund University, Sweden. The program, consisting of several separate but
connected research projects, aims to answer the question of how state-making
and the international system co-evolved in the long 19™ century (1789-1914) and
beyond. The program is constructed around three research themes: (1) How did
the different dimensions of state-making evolve? What actors and organized
interests supported or put up resistance to these processes?; (2) How were these

dimensions of state-making affected by geopolitical competition, warfare and

the diffusion of novel political technologies?; and (3) What were the

consequences for the international system, both with respect to the type of state
that emerged and what entities were granted membership in the state system?
The program aims to bridge the gaps between comparative politics and IR, as
well as those between the study of political thought and positive empirical
political science. The research has been made possible by the Bank of Sweden
Tercentenary Foundation (Riksbankens Jubileumsfond). Visit the research
program’s website at www.stanceatlund.org

Please address comments and/or queries for information to:
FEmail address: info@stanceatlund.org
Mailing address: STANCE
Department of Political Science
Lund University
Box 52, SE-9291 oo Lund, Sweden

In Series 2016:
1. “STATE CAPACITY AS POWER: A CONCEPTUAL FRAMEWORK?”, Johannes

Lindvall and Jan Teorell

2. “THE LAY OF THE LAND: INFORMATION CAPACITY AND THE MODERN
STATE”, Thomas Brambor, Agustin Goenaga, Johannes Lindvall, and Jan Teorell

3. “STEPPE STATE MAKING”, Martin Hall

4. “WAR, PERFORMANCE AND THE SURVIVAL OF FOREIGN MINISTERS”,
Hanna Back, Jan Teorell, and Alexander von lagen-Jamar

5. “THE NATION-STATE AS FAILURE: NATIONALISM AND MOBILITY, IN INDIA
AND ELSEWHERE”, Erik Ringmar

6. “CABINETS, PRIME MINISTERS, AND CORRUPTION. A COMPARATIVE

ANALYSIS OF PARLIAMENTARY GOVERNMENTS”, Hanna Back, Staffan

Lindberg, and Jan Teorell

“SOCIAL POLICY AND MIGRATION POLICY IN THE LONG NINETEENTH

CENTURY?”, Sara Kalm and Johannes Lindvall

8. “FROM AN INCLUSIVE TO AN EXCLUSIVE INTERNATIONAL ORDER:
MEMBERSHIP OF INTERNATIONAL ORGANISATIONS FROM THE 19™ TO
THE 20™ CENTURY?”, Ellen Ravndal

~J



9-

10.

II.

“A FEDERATION OF EQUALS? BRINGING THE PRINCELY STATES INTO
UNIFIED INDIA”, Ted Svensson

“REPUBLICA SRPSKA — THE BECOMING OF A STATE”, Annika Bjorkdahl
“MILITARY RIVALRIES, ALLIANCES AND TAXATION: THE INTERNATIONAL
ORIGINS OF MODERN FISCAL CONTRACTS”, Agustin Goenaga and Alexander

von Hagen-Jamar

In Series 2017

I.

6.

9-

10.

II.

“THE SOCIAL ORIGINS OF STATE CAPACITY: ORGANIZATIONS,
INSTITUTIONS AND LATE DEVELOPMENT”, Agustin Goenaga Orrego
“TECHNOLOGY AND POLITICS: A RESEARCH AGENDA”, Johannes Lindvall
“RULES OF RECOGNITION: EXPLAINING DIPLOMATIC REPRESENTATION
IN THE LONG NINETEENTH CENTURY™, Jan Teorell

“MIMESIS AND ASSEMBLAGE: THE IMPERIAL DURBARS AT DELHI”, Ted
Svensson

“INTERNATIONAL ORGANISATIONS, AUTHORITY AND THE FIRST
PERMANENT SECRETARIATS IN THE 19™ CENTURY”, Ellen Ravndal
“MILITARY SPENDING AS A COUP-PROOFING STRATEGY: OPENING THE
‘BLACK BOX” FOR SPAIN (1850-1915)”, Oriol Sabaté, Sergio Espuelas and Alfonso
Herranz-Loncan

“STATE MAKING AND SWEDISH POLITICS IN THE NORTH”, Martin Hall
“STANDARDIZING MOVEMENTS: THE INTERNATIONAL PASSPORT
CONFERENCES OF THE 1920s”, Sara Kalm

“PREPARING FOR WAR: DEMOCRATIC THREAT RESPONSIVENESS AND
MILITARY SPENDING IN THE LONG 19™ CENTURY”, Alexander von Hagen-
Jamar

“DOES FEMALE LEADERSHIP MATTER? AN ANALYSIS OF SWEDISH
FOREIGN MINISTERS AND THEIR PARLIAMENTARY SPEECHES 1955-20167,
Hanna Back and Annika Bjorkdahl

“SOLVING THE DECIDER’S DILEMMA: SCAPEGOATS, FOREIGN AFFAIRES,
AND THE DURATION OF INTERSTATE WAR”, Alejandro Quiroz Flores, Hanna

Back, Alexander von Hagen-Jamar, and Jan Teorell

In Series 2018

I.

“INTERNATIONAL ORDER, LANGUAGE GAMES AND THE EMERGENCE OF
CHINESE ‘SOVEREIGNTY’ CLAIMS IN THE SOUTH CHINA SEA, 1909-1947",

Amanda J. Cheney



6.

“EMPIRE AND STATE IN EARLY MODERN POLITICAL THOUGHT?, Jens
Bartelson

“THE AMBIGUOUS EFFECTS OF DEMOCRACY ON BUREAUCRATIC
QUALITY”, David Andersen and Agnes Cornell

“NOT BECOMING A STATE: THE ICELANDIC COMMONWEALTH FROM
COLONIZATION TO NORWEGIAN SUZERAINTY”, Martin Hall

“POOR RELIEF AND INTERNAL MIGRATION: LESSONS FROM THE
NINETEENTH CENTURY”, Sara Kalm and Johannes Lindvall

“WAR AND STATE CAPACITY IN THE LONG NINETEENTH CENTURY™,
Agustin Goenaga, Oriol Sabaté and Jan Teorell

“RAILWAYS AND REFORM: HOW TRAINS STRENGTHENED THE NATION

STATE”, Alexandra L. Cermeno, Kerstin Enflo and Johannes Lindvall

In Series 2019

I.

“INCOME TAX PROGRESSIVITY AND WAR INFLATION DURING THE TWO
WORLD WARS?”, Sara Torregrosa-lletland and Oriol Sabaté

STANCE working papers are available in electronic format at

WWW.stanceatlund.org

COPYRIGHT © 2019 by authors. All rights reserved.



Income tax progressivity and war
inflation during the two World
Wars

Sara Torregrosa-Hetland
Post Doc in Economic History
Lund University

sara.torregrosa_hetland@ekh.lu.se

Oriol Sabaté
Post Doc in Political Science
Lund University

oriol.sabate_domingo@svet.lu.se

* This work has benefited from funding from Jan Wallanders och Tom Hedelius stiftelse with the project
ref. P18-0034, as well as from Vetenskapsradet (Swedish Research Council), ref. 2018-01269. Oriol Sabaté has
also received funding from the European Union’s Horizon 2020 research and innovation programme under
the Marie Sklodowska-Curie grant agreement No 752163. Previous versions of the paper were presented at
U. Carlos III de Madrid 2017, STANCE Research Retreat 2017, EHES 2017 (Tiibingen), Swedish EH Meeting
2017 (Stockholm), Lund University 2018, EHS 2018 (Keele) and SSHA 2018 (Phoenix). We are thankful for
the comments received there, and also from Ewout Frankema. We have also benefited from the help of Araar
Abdelkrim and Thomas Blanchett, and data kindly provided by Magnus Henrekson, Mikael Stenkula, and
Daniel Waldenstrom. All errors remain our own.



Abstract

Top marginal rates in income laxes increased significantly during the two
World Wars in most Western countries, which points towards increases in their
progressivity. We argue, however, that this war-related effect is less clear-cut
than previously thought: wartime inflation could have exerted a counteracting
impact by pushing citizens into higher tax brackets, including new individuals
from the bottom of the income distribution into being taxpayers, and reducing
the real value of allowances. We study the impact of wartime inflation by
calculating tax revenue, the number of taxpayers, effective tax rates and indices
of tax progressivily and redistribution under different inflation scenarios in
Sweden, the United Kingdom, and the United States, during World War I and
World War II. Our results show that inflation partially counteracted the
progressive effect of increases in top marginal tax rates, particularly in Sweden
during World War 1 and in the United Kingdom during World War Il
However, the growth in income tax revenue as a result of bracket creep

increased its redistributive impact.

Keywords: Taxation, Fiscal redistribution, World Wars, Bracket Creep,

Progressivity, Income tax
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I Introduction

Major warfare and mass mobilization during the two World Wars
have been associated to increasing top rates in income and
inheritance taxes in most Western countries. Scheve and Stasavage
(2010, 2012, 2016) recently argued that governments tried to
compensate the greater battle efforts made by poorer social groups
during wartime by taxing the rich. Other authors have emphasised
the ‘ability to pay’ principle and the aim to redistribute income
through the income tax system, as well as the enormous fiscal
pressure exerted by the military conflicts (e.g., Steinmo, 2003). As a
result, many countries extended their income taxes in the war period,
notably through increased marginal rates. The outcome of this fiscal
policy points towards increases in the progressivity of the income tax
systems.

We argue, however, that high inflation during the World Wars
heavily influenced the actual operation of income taxes. Inflation
reduced the real value of tax thresholds, family allowances and
bracket limits. Consequently, purely nominal increases in incomes
pushed citizens into higher tax brackets and included new
individuals from the bottom of the income distribution into being
taxpayers. This phenomenon is known as "bracket creep’, and some
calculations with both modern and historical data have shown it to
have a regressive effect (e.g. Smith, 2001; Immervoll, 2005). In the
same vein, we hypothesise that during the two World Wars the
progressive effect of increasing top marginal tax rates was partially
compensated by a regressive impact of inflation.

We study the developments in the income taxes in Sweden, the
United Kingdom, and the United States during World War I and
World War II, which gives us the opportunity to analyse the impact
of inflation for both belligerent and neutral countries. We compile
and analyse new data on tax rates, the distribution of income, and
wartime inflation from tax administrations and statistical agencies.
These sources have been previously used by the top incomes
literature (Atkinson and Piketty, 2007, and related work), but only for
a focus on the top of the income distribution, whereas we look at how
taxes affected the whole population. We compare the distributive
impacts of the actual operation of the income tax with alternative

scenarios that assume low or null levels of inflation during wartime.



This methodological approach allows us to identify the effect exerted
by inflation on the progressivity of the tax.

To the best of our knowledge, this is the first attempt to measure
the fiscal impact of inflation during the two World Wars. Our results
confirm the hypothesis that inflation had regressive effects by
contributing to the downwards extension of income taxes to low and
middle income taxpayers, and pushing middle incomes to higher
income tax brackets. Marginal and effective tax rates would have been
significantly lower across the income distribution in the absence of
extraordinary price increases. Inflation was thus one important
mechanism in the growth of income taxes during the World Wars
period, which by the late 1940s already included middle and low
incomes. Interestingly, this extension of the income tax also caused
its redistributive effects to increase; the growth of income tax revenue
due to inflation compensated the corresponding loss of progressivity.

The paper proceeds as follows. Section 2 briefly reviews the
literature on progressivity and redistribution during the World Wars
period. Section 3 addresses the potential role for inflation, while
section 4 presents the data and methodological approach. Section 5

discusses our results, and section 6 concludes.

IT Progressivity and redistribution during the two
World Wars

The two World Wars fundamentally altered the tax systems of most
Western countries. Even if the introduction of income taxes often
preceded World War I, tax rates in most countries were initially very
low and only surged during the war and in its immediate aftermath,
to blow up again in the 1940s.! While top rates rarely exceeded 10%
before 1913, they were to be found above 60% and 70% in many
OECD countries by the end of World War 1I. The bottom tax rates
were often increased as well, but by smaller amounts (Londono-
Vélez, 2014).

That the system became more progressive in this period has been

generally accepted in the literature — for example, in the United

! In some countries, such as the US, top marginal tax rates increased in the 1930s or the late 1920s, even
if they did not reach their peak until the outbreak of World War II.



States World War I gave place to "soak the rich taxation” through
progressive income and corporate taxes (Brownlee, 1996), while in
the United Kingdom a fragile political equilibrium sought to increase
revenue without imposing heavy consumption taxes on the working
class (Daunton, 2002). Along these same lines, Sven Steinmo (2003)
suggests that the institutionalization of income and corporation taxes
during World War I had long-term effects for the development of
fiscal policy in advanced countries, since laxes came to be
understood as a valid redistributive instrument. As a result,
progressive income taxation during the mid-twentieth century has
been associated to a decline in income mequality in several Western
countries (e.g., Piketty and Saez, 2003, 2007; Piketty, 2014).

Scheve and Stasavage (2016) have argued that very high top
marginal tax rates could be imposed during the wars because of the
strengh of "compensation arguments” in the midst of unprecedented
manpower mobilization. Since younger and/or poorer men were
contributing to the war effort by risking their lives in the battlefront,
it was only fair that "the rich” funded a significant part of the needed
increases in public budgets. This context made strongly progressive
taxation politically viable, something which has proven challenging
in other circumstances.? Other authors have emphasized revenue
considerations as the driving force behind the surge in the top rates:
a relatively easy way to raise taxes would be to touch on the ability to
pay of the wealthy, who concentrated very significant shares of total
income in this period. For example, Witte (1985) writes about the
United States during World War I: "As changes in tax provisions were
considered, the revenue effects were a continuous element of the debate.
This does not mean that the debate neglected the issue of progressivity or
that the bill had no influence on the distribution of tax burdens. However,
those choices were forced on the political system by the dictates of war, and
there is little evidence of an independent interest in redistributing income
through the tax system” (Witte, 1985, p. 82).> A parallel opinion is

voiced about the Swedish case by Rodriguez (1981), who states that

2 Several authors have also emphasized the political conflict inherent to these social changes that spread
reform across the world during the two military conflicts (e.g. Kier, 2010; Obinger and Petersen, 2014;
Purseigle, 2014).

3 Relatedly, Gilbert (1970, p. 87) discusses the debate of McAdoo’s 1917 plan, underlining that equity
considerations were normally thought with respect to future generations or returning soldiers (i.e., in
contrasting taxes versus loans).



the main reason for relying on the income tax was its effectiveness in
generaling revenue increases.*

The three countries we analyse in this paper certainly
experienced deep changes in their income taxes during both World
Wars.> Even if the United Kingdom was one of the pioneers in the
implementation of a modern income tax, World War 1 and World
War II played a fundamental role in British fiscal history. The first
permanent income tax came into being in 1842 under the leadership
of the conservative Prime Minister Robert Peel (Daunton, 2002).
Despite of the hostility among MPs, the new tax proved to be more
resilient to the political winds that the first modern income tax
enacted during the Napoleonic Wars (and repealed soon thereafter).
The Finance Act for the year 1gog-10 brought about a qualitative
change with the establishment of a "super-tax” imposed upon very
high incomes (above £ 5,000). The most important changes, however,
took place during the two World Wars, when top marginal tax rates
soared, the tax base widened, and standard tax rates increased as
never before (Broadberry and Howlett, 2005). All together, these
wartime changes brought the tax to a prominent position within the
British tax system for the decades to come (Steinmo, 1993).

The United States had only implemented a personal income tax
in 1913, even if there were numerous precedents: a proposal during
the war of 1812, a temporary income tax under the civil war, and the
1894 tax which was soon ruled unconstitutional (Mehrotra, 2013). The
1913 tax was very progressive and narrow in terms of revenue raised,
but it was reformed with the Revenue Act of 1916, increasing the tax
rates on the upper classes and reducing the exemption thresholds.
Similar developments took place during the second War, after some
tax reductions during the 1g20s and new increases brought about by

the New Deal. The 1941 and 1942 regulation again reduced personal

4 "The state’s increased revenue needs — mainly for defense purposes — explain the majority of the tax
expansion. Even a tax distribution issue such as the transition to progressive taxation was purely
motivated by financial considerations. Progressivity became necessary mainly because it was the best
way to generate new public incomes” (authors’ translation of “Statens okande behov at inkomster —
huvusakligen for forsvarsdndamdl — forklarar den storsta delen av skatteexpansionen. Till och med ett
skattefordelningsproblem som overgdangen till den progressiva beskattningen motiveras av rent
finansiella hdnsyn. Progressiviteten blev nodvindig huvudsakligen ddrfor att det var den bdsta
mojligheten att skaffa nya offentliga inkomster”; Rodriguez, 1981, p. 26).

5 Other taxes were affected by this wave of reforms too, for example on estates and corporate profits,
especially “excess profits”. The excess profits duty contributed to more than one-quarter of total
government revenue in the United States during the war period (Steinmo, 1993).



exemptions and increased marginal rates, together with
reinforcement in the taxation of profits.® The burden was now to be
extended also to the middle classes, in order to both meet the
revenue needs and reduce purchasing power, thus working against
inflationary trends (Brownlee, 1996). The predominance of the
income tlax also became a stable trait in the American tax system,
which Wallis (2000) relates to new spending responsibilities and the
growth of the federal share of public finances, given administrative
advantages.

Even in a non-belligerent country like Sweden, income taxes
rose significantly during the wars due to renewed military efforts.
The Swedish income tax dated from 1go2, and its progressivity had
been reinforced in 1g1o with the inclusion of a wealth imputation in
the tax base (Stenkula, Johansson and Du Rietz, 2014; Henrekson and
Stenkula, 2015). Wartimes brought about the enactment of temporary
tax increases, some of which were made permanent in the aftermath
of the wars (1920, 1948). The marginal tax rate for low-income earners
at the end of World War II almost tripled compared to the pre-war
levels, while the rates for high-income earners more than tripled in
the same time span (Du Rielz, Johansson, and Stenkula 2015). The
impact of the wars was, nevertheless, more moderate than in the
United Kingdom or the United States, and marginal rates did not
increase as much as in belligerent countries (Steinmo, 1993).

Figure 1 reflects some of these changes by displaying the spread
in marginal income tax rates in the three countries from ca. 1goo to
ca. 1960. As mentioned above, the two World Wars pushed the top
marginal rates up to unprecedented levels, climbing above go% in
the United Kingdom and the United States during World War 11
Similar raises were only experienced during the 193o0s in the United
States (and to a lesser extent in Sweden and the United Kingdom),
which reflects the exceptional nature of such war-related
transformations. Bottom marginal tax rates also increased during the
two military conflicts, particularly in the United Kingdom and the
United States in the 1940s, but the distance between top and bottom

rates did nothing but increase in the aftermath of the period.

® Importantly, the 1942 Revenue Act also introduced withholding at source for earned incomes, extending
on “information at source” which existed since 1916.
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Marginal tax rate

Figure 1. Top and bottom marginal tax rates (1900- 1960)

Sweden UK us

60 80 100
1 1 1

40
L

Top Bottom

Sources: Sweden from Du Rielz et al. (2015), UK from Report of the Commissioners... and US

from Internal Revenue Service, Historical Tables, table 23.

The two World Wars did not only have an impact on the marginal
tax rates, but also affected profoundly the exemption limits. Figure 2
illustrates this phenomenon: the threshold in the United States,
which represented approximately eight times the GDP per capita in
1914, diminished to barely 1.2 times in 19g20. Even if the changes in
other countries were not as pronounced, their exemption limits were
also significantly reduced during World War I. When looking at
thresholds in real terms, similar patterns emerge. The exemption
limits in Sweden and the United States diminished about 80% during
World War I, while the reduction in the United Kingdom amounted
to near 30%. As a result, Whiting (19go) argues that manual workers
in the UK became the majority of new taxpayers in 1918-19. The
erosion of the exemption limits was less pronounced during World
War 11, but it brought the thresholds down to the lowest levels of the
period. As Sven Steinmo put it, what once was a "class tax” had been

transformed in a few years into a "mass tax” (Steinmo, 2003).
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Figure 2. Thresholds as percentage of GDP per capita and in real terms
(1900-1960)

Sweden UK us

Year

Threshold as multiple of GDP per capita (left scale)
— — — Threshold in real terms, 1940=100 (right scale)

Sources: Sweden from Du Rietz et al. (2015), UK from Report of the Commissioners... and US
from Internal Revenue Service, Historical Tables, table 23.

Note: in Sweden, since 1920 the basic allowance differed depending on the type of city the
taxpayer lived in (to take into account differences in costs of living); we have depicted here
the levels of ortsgrupp 111, the intermediate one. This can be thought as representative, even
if for 1920 it lies somewhat above the weighted average for taxpayers which we calculate for
our simulation (using the distribution of taxpayers across city groups). These allowances also

varied by income levels.

IIT A role for inflation?

The transition from a "class tax” to a "mass tax” was not solely the
result of legislative changes. Higher prices translated into higher
nominal wages, which pushed citizens into higher tax brackets, or
directly included new individuals from the bottom of the income
distribution into being taxpayers (the phenomenon known as
“bracket creep’). Hence, some citizens with low earnings started
paying income taxes even when their purchasing power in real terms
did not increase. Additionally, inflation reduced the real value of
family allowances. The Labour MP Vernon Hartshorn put it very
clear when he lamented that “all these people who have that pay increase

and are brought under the tax are simply being taxed on the extra cost of

400 600 800 1000

200
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Inflation rate

living; they have simply to pay the tax with money that has been allowed
them on account of the extra cost of living...” (quoted in Whiting, 199o,
907)-

Price increases were indeed acute during the two World Wars
(see Figure 3). In World War I they attained very high levels, with an
annual average of nearly 10% in the US and 14% in the United
Kingdom for the period of 1914-19. Non-belligerent countries like
Sweden also experienced high rates of inflation (19% in the same
period). During World War II rates were not as extreme because of
a different economic management (Broadberry and Howlett, 1998),
but they stll were situated around 4-5% yearly in our sample of
countries, clearly above pre-war levels. Hence, price increases were
a non-negligible part of the growth in nominal incomes — above what
has been the standard in the more recent decades, but with some
parallel to the 1970s —, and arguably contributed to bring low-income
households into paying the income tax and middle-income

households into paying higher rates.

Figure 3. Yearly inflation rate (1900-1960)

Sweden UK us

Sources: Sweden from Statistics Sweden, US and UK from Measuring Worth.
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In this paper we calculate the impact of inflation on the distribution
of the income tax payments. Effects will take place through various
channels, as inflation reduces the real value of several elements of
the tax which were established in nominal terms: exemption
thresholds, family allowances, and bracket limits. Reductions in the
first two will push previously excluded individuals into being
taxpayers, thus directly increasing the tax burden for those affected
(which might be found at the top, the middle, or the bottom of the
income distribution, depending on the point of departure).
Allowances were deducted from gross income in order to obtain
taxable income, so their effect is equivalent to that of the exemption
threshold — except when they were restricted to incomes below a
given level, in which case their reduction will be more regressive (this
was so in the UK and Sweden during World War I). Finally, the
reduction in the real value of bracket limits will push taxpayers into
facing higher rates (given increases in their nominal incomes), thus
affecting as well those who were already paying the tax.’

The impact of these changes on progressivily is not clear-cut,
since it depends on the income tax structure in terms of bracket
thresholds and rates. On the one hand, higher taxes could fall upon
low and middle incomes, which would point towards lower levels of
progressivity. But, in combination with a skewed distribution of tax
brackets towards the upper side of the income distribution, inflation
could also increase more strongly the payments made by those with
high incomes; this effect is however limited by the fact that the super-
rich at the top bracket do not face such potential increases.

We expect the regressive effects to prevail based on the results
of previous literature on other contexts with both modern and
historical data. For instance, Smith (2001) argues that the decline in
income tax progressivity during the 1950s and 196os in Australia was
the result of rising nominal incomes in the context of an unchanged
tax rate schedule. In this regard, the Australian Committee of Inquiry
into Inflation and Taxation lamented in 1975 that “inflation results in a
violation of legislated horizontal and vertical equity prescriptions... it is
unlikely that the personal tax redistributions caused by inflation are those

intended or preferred by society” (quoted in Smith, 2001, p. 274).

7 We take gross incomes as given and do not attempt to measure the potential impact of inflation on them.
Our results therefore do not cover, for example, the differential effects of inflation on debtors and
creditors.
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Immervoll (2005) reaches similar conclusions when simulating a
range of inflation scenarios for Germany, the Netherlands and the
United Kingdom based on a multi-country tax-benefit model for a
baseline year (1998). Even if the inflation-induced erosion of certain
deductions might affect high-income taxpayers, the overall impact
appears to be clearly regressive (mainly due to the erosion of tax-
bracket limits and the ensuing effect of pushing low-income tax units
—who did not pay taxes before inflation — into paying the tax).

Bracket creep will also potentially have an impact on the
redistributive effects of the income tax, i.e. on the difference between
before and after-tax Gini coefficients. For instance, Steiner and Haan
(2004) find that the German fiscal reform of 2000 would have exerted
alower negative redistributive impact if the government had adjusted
the income tax for bracket creep; similarly Immervoll (2005)
concludes that the growth in the size of the tax after inflation in his
sample of countries was large enough to offset the aforementioned
regressive lax effect. Even if inflation reduces the progressivity of the
income tax, the growth in the size of the tax increases its overall
redistributive impact.

In the light of these previous studies, we hypothesise that during
the two World Wars inflation had a regressive impact on the
progressivity of the income tax, although it could have led to
increases in redistribution via growth in tax revenue. We expect
higher prices to translate into lower real exemption limits and higher
effective tax rates for low and middle income groups, reinforcing
regulatory changes in the same direction. Even if we do not dispute
the overall progressive impact of the normative changes affecting the
top of the distribution, we argue that the often overlooked effect of
inflation needs to be taken into account in order to assess the real
impact of wartime fiscal policies. The fiscal history of the two World
Wars has already acknowledged the impact of inflation on the tax
systems; for instance, Broadberry and Howlett (1998, 2005) mention
its role in expanding the British number of taxpayers during the two
World Wars, while Brownlee (1996, p. 147) alludes to wartime
inflation as one of the factors leading to increases in effective tax rates

in the United States during the 1940s.® To the best of our knowledge,

8 > Income tax revenue was boosted by raising the rate of tax and by pulling more people into the tax net,
either directly by lowering the exemption limit or indirectly via inflation” (Broadberry and Howlett, 2005,
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however, the topic has not yet been approached empirically, nor with
consideration of the impacts of inflation on progressivity and

redistribution.

IV Data and methods

We study the operation of the income tax in three Western countries,
two involved in the World Wars (United Kingdom and United States)
and one neutral (Sweden). We quantify the consequences of bracket
creep in terms of the additional number of taxpayers and revenue
brought into the tax system, differentiating the shares paid by new
and old taxpayers in this additional revenue. We additionally
decompose the results by isolating the impact of inflation from the
impact of legislative changes. Finally, we calculate the effective tax
rates by percentiles of the income distribution and synthetic
measures of tax progressivity and redistribution under different
inflation scenarios.

We follow the methodology developed by Torregrosa-IHetland
and Sabaté (2019) to calculate effective tax rates by percentiles of the
income distribution based on the tax statistics compiled by tax
administrations and statistical agencies. The original data provide us
with the distributions of taxpayers, reported income and tax paid for
selected years. This information is grouped by specific income levels
that generally do not coincide with those of the brackets in the tax
schedules, and also change over the years. In order to make
calculations comparable across countries and over time we adapt
these numbers to a permille distribution following the method and
software provided by Blanchet et al. (2017). The resulting synthetic
sample is consistent in mean and distribution with the original
grouped information.

Once the synthetic sample has been generated, we estimate the
tax payments and effective tax rates corresponding to each permille,
following Piketty (2001, annex B.3) in micro-simulating the tax
regulations. To do so we first deduct family allowances (basic

deductions for the taxpayer, and his spouse and children when

p- 217). The chapter on World War II also mentions the inflation mechanism when referring to the
extension of the British income tax in 1940-41.



present) from gross income, thus obtaining taxable income. Since
these allowances depend on the family circumstances, we generate
eight synthetic taxpayers for each income permille: singles and
couples with zero, one, two, or three children. After this, we apply
the corresponding marginal tax rates to each synthetic taxpayer type.
When we have obtained the tax due paid by each of them, we
calculate the tax due for each permille as a weighted average (using
the distribution over family types). Average effective tax rates are
then obtained by dividing the tax due over gross income.’

With this information we can calculate progressivity and
redistribution indices using the ‘progres’ stata module developed by
Peichl and van Kerm (2007). For progressivity we use the Kakwani
index, which is obtained as the difference between the concentration

of tax payments Cr and the Gini of gross incomes Gy:
K=Cr-Gy (1)

The index would be o for a proportional tax (i.e., where tax payments
were concentrated to the same extent as incomes), and gets positive
values when the tax is progressive.

Redistribution is measured with the Reynolds-Smolensky index,
which corresponds to the difference between the Gini indices of

gross and net incomes (i.e., before and after tax):
RS = Gy - Gyr )
A tax is redistributive if RS > 0.

The relationship between these two indices 1s given by the

expression:

aetr
(1—aetr)

RS =] K] - RR 3)

° The methodology is described in greater detail in the methodological appendix of Torregrosa-Hetland
and Sabaté (2019), where we also go through some country-specific calculations. This document is
available in the authors’ webpages.
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where RR is the effect of re-ranking between tax units. Redistribution
by the income tax is thus positively affected both by progressivity (K)
and the average effective tax rate (aetr).

We estimate the aforementioned effective tax rates and indices
of progressivily and redistribution for the first post-war year where
data is available.!® We simulate two alternative inflation scenarios:
scenario 1 depicts the operation of the income tax under the
assumption of no inflation since the pre-war years (1913 and 1938 are
taken as a reference for WWI and WWII respectively), whereas
scenario 2 considers what would have happened if yearly inflation
during wartimes would have been situated at the level of its average
in the five preceding years (19og-13 and 1934-38 respectively). These
two scenarios allow us to estimate the tax that each permille of the
income distribution would have paid if we took out purely nominal
growth in incomes.

In order to do so, we deflate incomes to 1913
dollars/pounds/kronor in the first scenario (1938 in the case of World
War 1I), and in the second we use a price deflator constructed only
taking into account the “excess inflation” of the war years. For the
first scenario we begin by estimating the price deflator following the

usual equation:

PD_WWI, = PD_WWI,_, * (I, + 1) (4)
PD_WWII, = PD.WWIl,_y * (I, + 1) (5)

where PD_WWI: stands for “price deflator for World War I” at time t,
PD_WWI1 represents the same deflator at time t-1, and I: stands for
inflation at time t, with PD_WWIas equal to 1 (the same applies to
PD_WWIL, with PD_WWIsss equal to 1). We then use this price index

to adjust nominal incomes to their 1913 values:

RGI, = GI,/PD_WWI, (6)
RGI, = GI,/PD_WWII, 7)

10We use 1919 for World War I in the United Kingdom and the United States, but 1920 for Sweden.
Regarding World War II, 1946 for Sweden and the United States but 1949 in the United Kingdom. In this
last case, similar data was available in 1948, but we deem the 1949 benchmark more reliable due to the
Survey of Personal Incomes conducted that year. Additionally, Scott and Walker (2018) provide some
corrections to the original income distribution based on posterior official sources which improve the overall
accuracy of the exercise.
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where RGI stands for “real gross income” at time t, GI: for “nominal
gross income” at time t, and PD_WWI: and PD_WWIL reflect the
aforementioned price deflators. As for the second scenario, we first
calculate the price deflators by taking into account only the wartime

“excess inflation”:

EPD_WWI, = EPD_WWI,_, * (I, — PWWI + 1) (8)
EPD_WWII, = EPD_WWII,_, * (I, — PWWII + 1) 9)

where EPD_WWI: stands for “excess price deflator for World War 17
at time t, EPD_WWI:1 represents the same deflator at time t-1, I stands
for inflation at time t, and PWWI reflects the average pre-war inflation
(1909-1913), with EPD_WWIas equal to 1. The same applies to equation
(9), with the pre-war inflation based on the period 1934-1938 and
EPD_WWIlsss equal to 1.

V Results

Lffects on number of taxpayers and income tax revenue

Inflation was a powerful mechanism for the downward extension of
the tax. Our calculations show that, in 1919, 28.2% of US taxpayers
would not have come into the rolls in absence of inflation (see Table
1). The corresponding number for 1946 is 6.9%, which amounts to 3.1
million new taxpayers, versus 1.25 in World War . The incorporation
of new taxpayers, together with bracket creeping, had a significant
impact on revenue. In 1919, as much as 66% of the total income tax
revenue can be attributed to the effect of cumulative inflation since
1913. At the end of World War 11, in 1946, the corresponding figure
is 42% (referring to cumulative inflation since 1938)."" Similarly, 66%
of Swedish taxpayers in 1920 fell under the income tax due to the
bracket creep (accounting for about 988,000 additional taxpayers),
while the impact of inflation on revenue summed 82%. These impacts
were considerably lower during World War 11, with 5% of additional
taxpayers (155,000) and 44% of revenue. In the United Kingdom, our

data for 1949 point to 33 percent of taxpayers brought in by inflation,

"' Tn our second scenario, if the point of comparison is the pre-war inflation level, the numbers would be
61 and 28% respectively.
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and an effect on revenue of 68% — but in this case we are three years
further from the pre-war point of reference because of data
availability. In all these senses, the effects of inflation on the income

tax were far from negligible.?

Table 1. Additional taxpayers and income tax revenue brought in by

inflation
Inflation taxpayers Inflation tax revenue
Country | Year | Scenario | Absolute Absolute

number Percent number Percent
1920 1 988,185 65.8% 175 82%
1920 2 910,252 60.7% 171 81%
Sweden ™56 1 155447 |  5.1% 584 44%
1946 2 81,425 2.7% 389 29%
1919 1 6,568,778 84.2% 220 69%
United 1919 2 6,545,064 82.4% 209 66%
Kingdom | 19492 1 6,656,300 32.6% 873 68%
1949- 2 3,626,000 17.8% 640 50%
1919 1 1,253,981 28.2% 763 66%
United 1919 2 1,051,726 23.6% 698 60%
States 1946 1 3,126,841 6.9% 8 620 42%
1946 2 1,769,910 3.9% 5620 27%

Source: authors’ calculations with tax data from Taxeringen till inkomst...,

Skattetaxeringarna..., Report of the Commissioners..., Statistics of Income...; inflation from

Measuring Worth and Statistics Sweden; and total income controls from Atkinson (2007),
Piketty and Saez (2007b), and Roine and Waldenstrom (2010).

Notes: inflation tax revenue is given in millions of current krs / S / €. a) The inflation tax
revenue brought in by the bracket creep is calculated taking into account the original
income tax due reported in the original sources (Inland Revenue, 1952), whereas the number

of inflation taxpayers uses the extension provided by Scott and Walker (2018).

At the same time as inflation was making nominal incomes soar, the
three countries enacted tax reforms meant to increase revenue. How
important was the impact of the legislative changes compared to that
of inflation? We should start by saying that both elements reinforced
each other. The effect of inflation was bigger under the new
legislation than it would have been if the states had kept the

regulations from 1913; increased marginal tax rates and a higher

12 1f we consider total tax revenue as a reference (and not just income tax revenue), the additional tax
revenue brought in by inflation represented 14% in the US, around 10% in Sweden, and around 15% in
the UK, in all cases at similar levels in both wars. These numbers correspond to scenario 2, that with
“normal inflation”.
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number of tax brackets intensified the impact that bracket creep had
on the revenue collected through the income tax. Similarly, the
revenue effect of, for example, reducing the exemption limit, was
higher when combined with generalized income growth pushed by
war inflation.

Having this in mind, we have estimated the impact of the
legislative changes by calculating how much the income tax would
have risen in each country if the pre-war regulations had been kept
in place (1913 and 1938 respectively for the two wars). The difference
with the actual personal income tax revenue, expressed as a
percentage of the latter, gives us the effect of legislative change. This
effect is estimated leaving other aspects unchanged, and thus
includes extraordinary inflation: in other words, the impacts of
inflation and legislative change are not the result of decomposing the
overall effects of the two wars (and therefore sum more than 100
percent).

In most cases the revenue effects of tax reform were higher than
those of inflation: in the US wartime legislative changes accounted
for g4% of the total income tax revenue in 1919 and 82% in 1946, which
clearly exceeded the corresponding 66% and 43% associated with
bracket creep. 61% in Sweden in 1946 and 80% in UK in 1919 also
stand out as particularly relevant effects. Sweden in 1920 was an
exception, since inflation attained extraordinary levels and the tax
reform included increased personal and family allowances: here,
without regulation changes the income tax revenue would have been
36% lower (versus 81% if inflation was taken out), which is
nonetheless very significant.

We can also go one step further: apart from identifying how
important bracket creep was in general terms, we can explore w/ho
paid this inflation-related income tax revenue. Was the majority of
the additional tax paid by the new taxpayers, who wouldn’t have paid
anything in the absence of (extraordinary) inflation? Or was it mostly
those who already were on the rolls? And which percentiles of the
income distribution were bearing most of the cost? The answer to
these questions can be seen in table 2. The majority of this inflation-
related revenue (always over go%) was borne by those who were
already paying the tax before, and who saw their tax dues increase
due to bracket creep. The episodes where new taxpayers paid the
highest share are found in the United Kingdom and Sweden in

World War I, when a huge downward extension of the tax took place.
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The opposite case is found in Sweden during World War II, when
the new taxpayers were almost completely exempted from paying the
tax due to the operation of allowances. In any case, and
unsurprisingly given the progressive tax schedules in place, most of
the increase in absolute tax revenue (due to inflation) fell on the top
percentiles of the population. This effect was particularly acute in the
United States during World War I, when the income tax was mostly
paid by the highest incomes (see below, and also Torregrosa-Hetland
and Sabaté, 201g). The rich paid the majority of this “inflation tax”,
even if for the lower-middle incomes the proportional change in tax
rates — and the qualitative change of becoming taxpayers — were

undoubtedly meaningful.

Table 2. Distribution of the additional revenue caused by inflation

between [dfp(l‘)/(?f’ groups

Country | Year | Scenario Inflation Rest of Top 10% | Top 1%
taxpayers | taxpayers
1920 1 11.07 88.93 79.6 49.7
1920 2 8.63 91.37 79.3 49.4
Sweden
1946 1 0.07 99.93 56.7 27.0
1946 2 0.02 99.98 56.5 26.6
1919 1 8.94 91.06 95.4 74.6
United | 1919 2 8.54 91.46 95.2 74.0
Kingdom | 1949 1 2.92 97.08 64.0 313
1949 2 0.98 99.02 62.0 30.3
1919 1 1.32 98.68 99.9 78.8
United | 1919 2 0.97 99.03 99.9 78.6
States 1946 1 0.27 99.73 54.4 30.6
1946 2 0.13 99.87 54.0 30.5

Source: authors’ calculations with same data as in table 1.

Notes: quantiles are defined over the whole population of tax units (not only taxpayers). The
taxpayer groups are defined in permilles. “Inflation taxpayers” refers to taxpayers that would
not have paid income tax in the absence of inflation (scenario 1) or above pre-war average

inflation (scenario 2).

Distribution of the income tax burden

In this section we discuss the impact of inflation on the distribution
of the tax burden. To do so we look at the effective tax rates by
percentiles of the income distribution and the aforementioned

indices of progressivity and redistribution under the two inflation
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scenarios. We compare these estimations with the actual operation
of income taxes to isolate the impact of nominal prices. The results
of the actual operation of income taxes (“baseline” estimation) come
from Torregrosa-Ietland and Sabaté (2019)).

Table 3 displays the average effective tax rates under the three
alternatives. The baseline estimation shows how top marginal tax
rates increased in the post-World War 1l period compared to the
post-World War I benchmark in the three countries of our sample,
particularly in the US (moving from ¢.1% to 37.7% in the highest
percentile). Top effective tax rates attained the highest level in the
UK in 1949 (41.2%), although the World War I levels were already
above those of Sweden and the US (26.1% in the UK compared to
5.7% in Sweden and ¢.1% in the US)."® The income tax also expanded
downwards along the income distribution, with percentile 25 falling
under the income tax system in the three countries after World War
II. Effective tax rates, however, remained fairly low for low and
middle incomes even in the aftermath of the military conflicts.

The deflated scenarios confirm our expectations: the two of them
present lower tax rates compared to the baseline, and the effect
increases (in relative terms) as we move downwards along the income
distribution. For instance, the tax rate imposed upon the top
percentile in the United States would have been 15% lower in the
absence of inflation during World War II, whereas the relative
difference found in the median of the income distribution reached
35%. These results tell us, first of all, that inflation pushed the overall
effect of the tax system up, since tax rates in the absence of nominal
price growth would have been lower across the board. Secondly, low
and middle incomes were more severely hit by the inflation-related
growth of the income tax system than the highest incomes. Even if
absolute differences between the deflated and the baseline scenarios
were higher at the top of the income distribution, the relative

differences in their tax rates were higher for low and middle incomes.

13 It should be noted that, in the case of Sweden, additional income taxes enacted during the war were in
effect in 1919 but not longer in 1920, so these estimates do not represent the maximum progressivity
reached in wartime.
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Table 3. The impact of inflation on average effective tax rates

Sweden, 1920

Percentile | Baseline No Pre-war Rel. Diff. Rel. Diff.
inflation inflation No inflation | Pre-war inflation
60 0.3% 0.0% 0.0% 100% 100%
75 1.0% 0.0% 0.0% 100% 100%
90 2.2% 0.3% 0.3% 88% 85%
95 2.7% 0.6% 0.7% 78% 75%
100 5.7% 3.8% 3.9% 31% 30%
Sweden, 1946
. . No Pre-war Rel. Diff. Rel. Diff.
Percentile | Baseline inflation inflation No inflation | Pre-war inflation
25 1.0% 0.2% 0.5% 79% 51%
50 5.0% 3.2% 3.9% 37% 21%
75 7.7% 6.0% 6.6% 23% 14%
90 10.1% 8.0% 8.8% 20% 12%
95 11.8% 9.6% 10.4% 18% 12%
100 25.7% 21.4% 23.1% 17% 10%
UK, 1919
Percentile | Baseline No Pre-war Rel. Diff. Rel. Diff.
inflation inflation No inflation | Pre-war inflation
75 0.7% 0.0% 0.0% 100% 100%
90 2.4% 0.0% 0.0% 100% 100%
95 4.8% 0.7% 0.8% 85% 83%
100 26.1% 17.6% 18.6% 33% 29%
UK, 1949
. . No Pre-war Rel. Diff. Rel. Diff.
Percentile | Baseline inflation inflation No inflation | Pre-war inflation
25 0.6% 0.0% 0.0% 100% 100%
50 4.3% 0.2% 1.3% 95% 70%
75 8.8% 2.3% 4.6% 74% 48%
90 14.5% 6.2% 8.9% 57.2% 38.6%
95 19.8% 9.8% 13.3% 50.5% 32.8%
100 41.2% 33.4% 36.2% 19% 12%
Us, 1919
Percentile | Baseline No Pre-war Rel. Diff. Rel. Diff.
inflation inflation No inflation | Pre-war inflation
90 0.2% 0.0% 0.0% 100% 100%
95 1.6% 0.5% 0.6% 70% 62%
100 9.1% 5.7% 6.1% 37% 33%
Us, 1946
. . No Pre-war Rel. Diff. Rel. Diff.
Percentile | Baseline inflation inflation No inflation | Pre-war inflation
25 0.8% 0.0% 0.0% 100% 100%
50 7.8% 5.1% 6.2% 35% 20%




75 12.9% 9.7% 11.0% 25% 15%
90 16.2% 13.1% 14.4% 19% 11%
95 17.8% 15.1% 16.2% 15% 9%
100 37.7% 32.2% 34.3% 15% 9%

Source: authors’ calculations with same data as in table 1.

The corresponding estimated indices of progressivity and
redistribution under the three aforementioned scenarios can be seen
in Table 4. In line with our previous results — which pointed towards
a regressive impact of inflation — the Kakwani index increases in the
two alternative scenarios compared to the actual operation of the tax.
The effect is particularly relevant in Sweden during World War 1,
with 19% progressivity loss in the baseline compared to the
alternative scenarios, and in the United Kingdom for World War 11
inflation (21 and 14% with respect to ‘no inflation’ and ‘pre-war
inflation’ respectively). The impact in the United States appears to
be noticeable yet smaller, especially during the first war: even if price
increases were more pronounced, the tax remained very
concentrated at the top of the income distribution due to the
relatively high exemption limits, which constrained the regressive

effect exerted by inflationary pressures.
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Table 4. Progressivity and redistribution under the alternative scenarios

Sweden, 1920

Baseline No inflation | Pre-war inflation

Redistribution 0.86 0.50 0.52

Progressivity 30.75 38.06 37.81

Average effective tax rate 2.72 1.31 1.36

Sweden, 1946

Baseline No inflation | Pre-war inflation

Redistribution 2.83 2.43 2.58

Progressivity 24.17 26.94 25.73

Average effective tax rate 10.48 8.28 9.13
UK, 1919

Baseline No inflation | Pre-war inflation

Redistribution 5.18 3.45 3.60

Progressivity 54.90 56.76 56.72

Average effective tax rate 8.63 5.72 5.96
UK, 1949

Baseline No inflation | Pre-war inflation

Redistribution 6.71 4.63 5.42

Progressivity 38.63 48.89 45.09

Average effective tax rate 14.79 8.64 10.73
Us, 1919

Baseline No inflation | Pre-war inflation

Redistribution 1.76 1.08 1.16

Progressivity 68.84 69.49 69.40

Average effective tax rate 2.49 1.53 1.64
Us, 1946

Baseline No inflation | Pre-war inflation

Redistribution 4.82 4.23 4.48

Progressivity 23.68 26.67 25.40

Average effective tax rate 16.92 13.70 14.98

Source: authors’ calculations with same data as in table 1.
Notes: the redistribution indicator is the Reynolds-Smolensky index (difference between the
Ginis of pre-tax and post-tax incomes). The progressivity index is Kakwani, which measures

the concentration of the tax due with respect to income.

Interestingly, the Reynolds-Smolensky index shows how the impact
on redistribution was actually positive, since the increase in the
average effective tax rate overcame the loss of progressivily. For
instance, the US income tax reduced inequality by a modest amount
in 1919 — below 2 Gini points —, and no less than 39% of this effect
was caused by accumulated inflation since 1913. By 1946, the tax had
become much more redistributive, reducing inequality in near 5 Gini

points, of which 14% were the result of accumulated inflation since
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1938. The mechanism in play is the increase of tax revenue, which
places more income into the redistributive channel '

All in all, we have shown inflation to have ample effects on both
the low/middle- and high-income segments of the population. The
better off faced increasing rates, partly due to bracket creep, and
assumed most of the income tax burden brought in by wartime
inflation. Growth in revenue led to reinforced redistribution, both
directly through the income tax (as net incomes were increasingly
made more equal than gross incomes), and indirectly through the
potential effects of social spending, which became more feasible to
fund after the war.

The low-middle classes paid a small share of the income tax
revenue during the world wars, but they experienced the very
significant qualitative change of becoming taxpayers (in this tax!). In
this way, their tax burden increased relatively more. The importance
of this episode of downward extension of the income tax, and the
contribution of inflaton to it, also lies in administrative
considerations: these taxpayers were already incorporated into the
fiscal net for later periods, when they would be asked to shoulder

greater burdens.

VI Conclusions

Major warfare and mass mobilization during the two World Wars
were associated to increasing top rates in income taxes in most
Western countries, which points towards increases in the
progressivity of the tax systems. We argue that this war-related effect
is less clear-cut than previously thought, as wartime inflation exerted
a counteracting impact by pushing citizens into higher tax brackets
or including new individuals from the bottom of the income
distribution into being taxpayers. In order to address this hypothesis,
we study the operation of the income taxes in three countries, two of
them involved during World War | and World War 1l and one
neutral: Sweden, the United Kingdom, and the United States. We do

so by compiling and analysing new data on tax rates, the distribution

!4 The conceptual distinction between "progressivity” and ‘redistribution” is an important one to keep in
mind. Recall the definitions in page 9.
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of income, and wartime inflation, based on the original tax statistics
compiled by tax administrations and statistical agencies.

Our results show that inflation partially compensated the
progressive effect of increases in top marginal tax rates, by reducing
the real value of the thresholds, family allowances, and bracket limits
in place. The exemption limits were in this way made less restrictive
over time (often reinforcing legislative reforms in the same direction),
which caused a substantial expansion in the number of taxpayers. As
a resull, citizens previously relieved from taxation owing to their low
incomes started paying the tax. On the other hand, inflation also
pushed middle incomes to higher income tax brackets, even without
real increases in their purchasing power. According to our estimates,
tax rates would have been significantly lower across the whole
distribution of income — but particularly for low and middle incomes
— if inflation during the wars had been at similar levels than in the
pre-war years. These two effects shifted the burden of the income tax
from the very top of the income distribution to a broader segment of
the population which, by the end of World War 11, included middle
and low incomes. Consequently, inflation is found to have exerted a
negative impact on the progressivily of the income tax. Interestingly,
though, it had the opposite effect on redistribution, due to the
extension of revenues that it entailed.

Bracket creeping had allegedly other long-term indirect effects:
as new taxpayers were brought into the income tax system, the states
gained the administrative capacity to extract public revenue from
most of their populations (including the large segments of low and
middle incomes). Similarly, the highest effective tax rates resulting
from the combination of wartime inflation and legislative changes
gave governments the opportunity to maintain an unprecedented
level of fiscal revenue by historical standards. Even if progressive
taxation was altenuated soon after the end of the two military
conflicts (e.g., the top marginal rate in the United States decreased
significantly during the 1920s), the two World Wars expanded the
scale and scope of the income tax irreversibly. As has been already
described elsewhere (e.g., Peacock and Wiseman, 1961; Rasler and
Thompson, 1985; Sabaté, 2016), the ensuing public revenues did not
return to pre-war levels in the aftermath of the two military conflicts.

At least three related areas for further research arise. The first is
the political side of the narrative, such as the extent to which

governments and political elites took these effects into account when
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commilting to progressive fiscal reforms. Was inflation overlooked
to expand the income tax without suffering the foreseeable political
cost of such a decision? Secondly, bracket creep had strong revenue
impacts which did not seem to bring about significant negative
effects on legitimacy — in contrast to the experience in the 1970s and
1980s. Exploring the reasons for this, and the extent to which they
are dependent on the war context, would certainly prove interesting.
Finally, as mentioned above, a great deal of research explains the
fiscal reforms of the two World Wars as based on the governments’
need to compensate the war efforts of the poorer social groups by
taxing the rich, but this literature has been mostly based on the
evolution of marginal tax rates, and especially at the top. Our
research agenda includes calculating how the increases in the overall
tax burden where apportioned during wartime, and therefore
ultimately establish the contribution of high, middle and low income

classes to the war effort.
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