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Chapterﬁi{'
THE SCOPE OF INCIDENCE ANALYSIS
The Area of Incidence Analysis,

A study of theishifting»and incidence of income taxa-
tion is a part or'the broader study of the'shifting and'in-
Lcidence or taxation in general. Hence the scope. ‘of this
treatise, which deals with this particular type ‘of levy, '
is necessarily confined within the same overall boundaries'
which- delimit the entire rield As ‘a- consequence specific
-rererence to income taxation is unnecessary when we ' stake
out the outer limits of our analysis.“ S i ;UEYﬁ
A Interest in the consequences occasioned by the imposi- .
tion of taxation is by no ‘means of recent origin. Although .
'wconjecture as to these matters probably accompanied the
" exaction or the firet levies,\incidence theory,'as we know |
- 1t, 1is a part of modern economics and its evolution has o
| paralleled the growth of understanding in this area.’ Ad-.
mittedly it would be. both interesting and intormative .%o
trace development of the subject through the writings of
- the Mercantillists, Physiocrats, and the’ Classical School
‘of Smith Ricardo, and Mill This however, is not essen-
tial in order to comprehend current incidence analysis whichﬁi‘J
is formulated in terms of neo-classical price theory. Con-<‘f

sequently our attention will focus on more recent treatments“

s
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‘the works: or Alfred Marshall., Further the historical Job

'.‘Qhaﬂ already been done in such a scholarly manner by SeligmanviTI

e~,~e

: that little of worth could be realized by attempting to im- -l

édprove upon his erforts.l

-

k-

o As currently conceived the area or incidence analysis -
-includes those economic consequences which ensue as the re-"

sult .of the imposition of taxation. Among these the distri-vply"'u=

bution of losses or ”burdens“ the influence upon the vol-~»1i;;%}f5”

fi{.'x;_ ume’ and composition of production, the effect upon prices
o and consumption, and the variations in the supplies and
utilization of productive resources, are most important. )
5However, there ‘are some phenomena related to taxation which -
;:}are usually excluded ~Two’ or these, administrative consid—.f;;77 i
J‘erations and the results or the expenditure of tax proceeds,ffii“uf?’
’are or surricient importance that their exclusion requires »i
L Justirication. | ” | A
‘.'jThe°Exclusion of’Adminiétr4£iveibonsiderAtioné';'a‘

The field of tax administration embodies the tech-
f:niques of assessment collection, and enforcement, employed’ ﬂjg
'f‘v, to convert the intent to extract revenue into an operating¢:l7r;'

eality.‘ The importance of a study of such matters is un-fg;;;f;ff:~

‘;Hf?aquestionably SreatrzfAdam Smith's famous ”Cannons of Taxa—f;igi

.lutions“, which still enjoy almost universal acceptance’ re—ff“'

R v Seligman, Eawin K. A., The. SRTrEiae ad Incidence ot A
‘ QjTaxation, ch edition revised 1921.: See Part . ir;;ﬂf

..;‘,",-b.~,.-~,




o ilate more to the administrative aspects of taxation than to

\iilsthe broader economic problems which taxes engender., Never- *"““*f‘

&5theless, the approach and methods utilized to study adminis-zvéf
witrative problems are so different from those or incidence‘
;ffanalysis that it is advantageous to discuss them separately. S

| In addition the type or problems dealt with are usually

o -rundamentally dirferent in kind The importance or adminis- ‘>‘

'trative practice to our subJect however, must not be ror-eﬁ?“”

,1gotten. Taxes are not mere prescriptions of statute; but

jrerlect in many respects the influence of the administrator.s'&”

It would be futile to base conclusions regarding the eco-gk”‘sﬂ

:alnomic consequence of a tax on a rigorous and literal 1nter";;2{f~§f:
_A;pretation of a tax 1aw if in ract many or the legislative’a%f&fﬁf§

"’stipulations were either ignored or. perverted by those re-'?fﬂféh G

:'?ﬁgsponsible for their execution.~ Consequently, the incidencer?wu"'

~"analyst must take as his starting point the taxes as they ‘
*fireally are, the product or legislation and administration.iéxpgﬂaii

S ,.Tné - Exclusi'o_n _‘ , e: f-_the‘_ ’ Ei'r_ec _t.ja' : dﬁ,i»'--l?)@bendi’tures‘;,_

A more difficult problem of demarcation or scope pre-fffﬁﬁ

'sents itself when we consider the issue of whether to in-:'j§w;7f3~

.clude the results rlowing from the expenditure or tax pro_%lgs;_j;ﬁ

eeds. Although most writers, rollowing traditional lines’pmxauga,

1fhave considered the analysis of expenditures and their ef-,:g,‘

f“frects to belong in a dirferent division of public rinance,"“?"
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strong and well reasoned opposition to this exclusion has

developed in some quarters.2

.The Case for the Incluaionfof the Effects of Expenditures.,

Duncan Black devotes an entire chapter detailing the
objections which have been made Yo this omission, tracing the
‘views of several famous writers who contend that the expendi-
itures of tax proceeds engender signiricant effects which can-
v‘not be disregarded if.the-distribution of the tax burden is
tto be assayed properly.s_ He pointsﬁout that expenditures
will influence supply and demand schedules for products,

’ i saving, accumulation and maintenance of . capital, and other
important variables. Even if the expenditures erfects are
spread thinly over a wide fleld, as in the case of a commod—
efity tax, ‘he still maintains - "It is wrong, however, ‘even in
”an instance of this sort not to point out that effects will

Jbe produced by the expenditure of" the revenue which has been'

dz“,raised by means of ‘the tax, ‘both in this and in outside in- B

fdustries. These effects will be more important the larger

'.the total revenue_which the government collects by means or

s R T
K A

L L U UV

..2. _Schultz; W, .J., and Harris, C L., .in their American .
/Public Finance: exempliry the traditional ¥iewpoint, ,“Three
basic divisions in:the subject matter of ‘Public Finance are .
- generally recognized, :(1) The. study of governmental functions
and expenditures, (2) the study -of governmental borrowing and
. indebtedness, and (3) .the ‘study of current sources of govern-

”'Wi{mental revenue, " of which" ‘the .most important is taxation“, p. li.

L Be Black Duncan, Incidence or Income Taxes Ch X..
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the tax“.4 His position 1s well summarized when he says

"If the imposition of a tax gives rise to an increase in
governmental revenue, then the eqonogic effects produced
when this revenue is spent ought to be taken into account
in investigating the incldence of the tax".® He exempli-
fles this position by citing Wicksell's distinction between
two types of tax énalysxs; “if it 18 a question of levylng,
elther one tax or another téx, each with the same yield,
public expenditures will bg left unchanged whichever 1is
levied; and in this case we hay logically inquire what the
economic effects of either tax will be, ifrespective of how
the tax proceeds are expended. If, alternatively, the prob-
lem we are dealing with is one where, if a tax be imposed,
at the same time the expenditure of the State will be in-
creased by an amount equal to the yleld of the tax, then in
this case oﬁr treatmént of incldence must take the expendi-
ture of the tax proceeds into account",® Professor Kendrick
takes a similar view if the expenditure is clearly a func-
tion of the tax revenue,'ae for example the proceeds of

the gasoline tax being expended on public roads.7 In es-
sence; therefore, these writers would indite the tradition-
al apﬁ?bééh on the grounds that 1ts analysis 1is 1nadequaté;‘

treating only a fraction of the lncidence problem.

Z, Op.cit,, p. 135.
5. Op. cit., p. 137.

6., Op. cit., p. 142. ‘ . N
7. Kendrick, M, Slade, "Incidence and Effects of Taxation
Theoretical Aspects", American Economic Revue, Dec. 1937.
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Professor Holden apparently criticizes the classical
posltion on similar grounds.8 He points out that during the
period when the classical incidence approach was formulated
the financial outlays of government were largely composed of
war expenditure and service on public debt. This type of
lontlay wag subject to very little discretionarx variation
by fiscal policy makers, since military expenditurea were
dictated by exigencies of war and public debt was a given
quantity. Thus the conditions of Wicksell'!s first case
were reallized, and 1ncidence'analysis 1ndependent of expendi-
ture was Justified. This he poilnts out is no longer the
typical situation® since wide fluctuations in expenditure
may result from the pursuance of various soclal welfare.ob-
Jectives. However, he appears to be tninking along differ-
ent lines than Black and Wicksell, in that he suggestis that
tne incidence theorist concentrate hiseefforts in the area
”or 1ncome and expenditure analysis. .Thus his position not
Aonly agrees with. Black and Wicksell that the traditional
'approach is inadequate, but goes rarther by suggesting that
the direction of 1nquiry 1s not productive and should be di-
verted toward the "new economics" of the- Keynsian School.
These. potent arguments demand evaluation. Holden 8 will be

S

‘vconsidered rlrst4¢ B

]‘ A-

. ; 5‘“ ,

- B. Holden, Greenville, "Incidence ‘of Taxation as an Analytical
. Concept", American Economic Revue, Dec. 1940,
9, He wrote prior to our entry 1nto World War II

e
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Analysis of Holden's Income Approach Argument. Should in-

cidence theory be 1ncbrporated into 1ncohe and employment
analysis, or at least should its main emphasis be polinted in
that direction? There can be no doubt that this new type of
investigation is of great importance in modern economics,
Further, few would question the critical role of taxation in
the picture. Therefore, at a minimum it must be admitted
that incidence theory should, if possible, contribute analyt-
ical tools and conclusioné?uaeful to income and employment
analysis., But here the question must be asked as to how
best this édntribution may be made? Should the incidence
theorist, disregarding most of his traditional techniques,
employ those of the income analyst and turn out income models
for individual taxes, groups of taxes, or tax systems? Would
he by becoming merely a»epéc;alist on one phaee'or income
theory, and in reality belng‘nothipg more than an income
theorist, hake his maximum cohtribution? The answer would
seem to be negatlive. Studies offéltered,patterne of demand
and supply of both érbducts and factors and their resultant
varia%iona‘in price pétterns, should, if meaningful conciu—
sions can be reached, provide moreiuserul information for the
income analyst than a‘localizéd épplication of his own tools,
The issue, at heart, is mereiy a part .of the broader issue

of the relationship between macro and  micro economics. Most

writers now agree that these general approaches, rather than
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being competitive, can and should be complementary. The same
reasonlng can be applied to incidence theory. Instead of
being absorbed by income anaiysisAit should complement 1it,
supplying useful tools of analysis and conclusions, the
divislon of study being a useful breakdown of the fleld. This
position possesses the further merit that the micro type of
incldence analysis can answer many important questions wlth
which income analysis 1s unequipped to deal. For example,
the location of burdens on individuals or groups of individ-
uals, changes in the prices of particular products or groups
of products, altered supplies of productive factors, not to
mention the critical control effects many taxes are expect-

ed to produce.

Analysis of the Inadequacy Argument of Black and Wicksell.
Superficlally their acceptance of the classical ap-

proach, where the issue 18 one tax or another with yield and
expendlture unchanged, seems tenable. Obvlously with one
variable (expeqd;t&re) held constant, study can be confined
to the other (tyée of tax). But what of their argument

that if the'iéﬁositibn of the tax increases expehditure both
must be 1nclﬁded? The distinction, although apparently sat-
1efy1ng,-ofr§rs ﬁo adequate solution. In their first case
expenditures are not really disregarded, but merely assumed
" to be fixed. Their effecté are already incorporated within

the existing economic pattern and thus require no further
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study. Hence their position basically remains that expendi-
tures always must be considered; but, if constant, may be
relegated to a passive role in the analysis,

The central theme of the "include expenditures" school
of incidence theorists is well summarized by Black. "There
1s, therefore, a double aspect of every tax; collectlion of
the tax on one hand, which inflicts a burden on the tax-
payers, and the disbursement of the proceeds on the other.
Prima facie there 1s no reason to expect that one of these
aspects, in the economic effects it produces, should be
more important than the other. Yet, only one of these as-
pects, that connected with collection of the tax proceeds,
has received consideration in the theory of incidence®,10

This raises the critical question - are the expendi-
tures of tax proceeds an aspect of the tax 1tself? Let us
consider for a moment a state expenditure on the construct-
ion of new school bulldings, Obviously this not only ef-
fects the educational facilities of the communities in
which they are located, but also the suppliers of the
materials and labor utilized and many other parties more or
less proximate to the construction project. But, it is im-
portant to note that these influences result from the ex-

penditure as such. When we lnquire concerning the source

10, Black, op, cit., p. 134,
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or sources of the funds so expended we might find them

to be numerous and diverse. Perhaps they were obtained
from a real property tax, perhaps a sales or income tax,
They could have been supplied by the proceeds of a bond
issue, or by the creation of new money elther by sale of
bonds to banks, or by literally rolling the printing
presses, Any one, or combination, of the weapons in the
arsenal of public fund raising devices might have been
employed. Bearing this in mind, it would seem a little
foolish to ascribe results of expenditure to the particu-
lar fund ralsing technique which was used; when any other,
or combination of others, would have produced identlcal
expenditure effects as long as the amount raised and
expended was the same, Admittedly the combined effects
of both expenditures and the financing technique employed
will vary with the different fund ralsing devices which
may be used., Thus, borrowing or printing money will be
inflationary while taxation will not., However, such
results are the effects of the combination not the ex-
penditure itself., Hence, it would seem only logical to
confine our consideration of the consequences of a par-
ticular financing device to those results which flow from

the individual characteristics of said financing devlce,



and not to ascribe to it the consequences of the fact
that financing as such, regardless of type, has taken
place. In regard to taxation as & financing device Alba
Lerner contends "that taxing is never to be undertaken
merely because the government needs to make money pay-
ments. According to the principles of Functional Finance,
taxation must be judged only by its effects. It's main
effects are two: the taxpayer has less money left to
spend and the government has more money. The second ef-
fect can be brought about so much more easily by print-
ing the money that only the first is significant",ll
Even without holding such an extreme view of the fiscal
significance of taxation one can easlly appreciate that
the connection between particular taxes and expenditures
is very tenuous.

Our position is reinforced when we reflect that the
proceeds of a tax may be directed into any of the multitu-
dinous channels of government outlay. What the particular

direction of expenditure may be is not controlled by the

11, Lerner, Alba P., "Functional Finance and the Federal
Debt", Social Research, February, 1943.
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nature of the tax, but by the decision of officlals regard-
ing the use to which public funds should be put.l® At the
present time a majority of tax revenues go into general
treasury funds to be allocated as legislators and adminis-
trators see fit. The'consequences of expenditures flow
from direction of the expendltures themselves, and could
easlly change if current need and public policy should so
dictate. In addition, financing programs frequently re-
late only to the magnitude rather than the composition of
the expenditure. Where tax and expenditure are Jjointly
considered, it is only bgcause lawmakers choose to do so -
not because they have to.“fThis is especlally true when
we consider that the hisfdrical evolution from "sound |
finance' to “fﬁﬂétional~t1nance“'makes separate considera-
tion of taxation and exﬁenditurea not oply theoretically
desirable, but plaqsiyle;rromta political and practical
point of view. : |

It should be clear by this point that the effects of
expenditure are notvtﬂé éffecfs'btlfhe‘tax providing the

12, Officials may try to link expenditures to taxes in
the same economic sphere, for example, gasoline taxes and
road construction,  This, however, 1s not a necessary re-
sult of the nature of the gasoline tax, but an attempt by
the lawmakers to allocate tax burdens in proportion to
benefits received. Obviously this type of tax expenditure
combination may produce different comblned effects than
those which would result were some other tax employed.
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fevenue, but are the consequences of the particular expendi-
ture itself. It 1is neither logical nor useful to attempt
to combine both into the incidence concept. What is need-
ed, however, 1s a theory of the effects of expenditures,
which as a separate part of the study of public finance,
could well supply us with useful analytical tools apd con-
c:lt.xsj.ons.l;5 As mentioned above the effects of tax~expendi-
ture combinations will vary with the combinations. There;
fore, in the solution of many problems the expenditure
theory and incidence theory could both be employed profit-
ably. This, however, is quite different from contehding
that they are the same. Somers accepts this technique as
a possibility. "Finally, the use of the tax revenues, 1i.e.
government expenditures, may b; bonsidered in deciding
whether any particuiar‘tax.is 'good or bad' in those cases
where expenditures and revenues are closely interwined.

But 1n order to take account’of expenditures it 1s neces-

sary to break up the problem into two parts: (1) The ef-

13. Although, as Von Mering polnts out, no momentous re-
sults have as yet been forthcoming, this direction of en-
deavor is of importance to public finance, -Von Mering,
Otto, The Shifting and Incidence of Taxatlion, p. 6.

A highly abstract approach is attempted by M, Kaleeki in
his article "A Theory of Commodity, Income and Capital
Taxation®, Economic Journal, Vo. 37, 1937. We can only
hope that in the future signiricant progress may be

made in this area,



fect of an acqulisition of pge revenue, i.,e, the tax itself,
and (2) effect of spendingwthe revenue, i.e. the expendi-
tures",t* v o

In regard to these combined study cases Von Mering
holds: "All one.can do is to base the argument on the total
change in taxation during éneﬁyear and the total change in
expenditure during the same year, Now, the changes in tax-
ation are usually heterogeneous, as are the changes in ex-
penditure, so that, since 1nductive'reasoning is impractical,
almost every examination of the effects ‘'of taxation and ex-
penditure combined 18 necessarily very unrealistic, It may
be admitted, however, that the discussion of some highly
abstract assumptions is of theoretical interest, "0

The fundamental point at issue in this controversy
should now be clear to the reader. The position of Black,
Wicksell, and others who employ the same line of reason-
ing, is that the total consequences of the fiscal opera-
tions, of which, taxes are a part, are not disclosed un-
t1l the effects of expendlitures are combined with.thd re-
sults of the texes, With this conclusion no reasonable
person can disagree. The error in thelr reasoning lles

in their holding that incidence conclusions cannot be

14, Somers, Harold M,, Public Finance and National Income,
1949, pp. 163 - 164.
15, Op. cit., pp. 134 -~ 135,
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effectively separated from the effects of expenditures. The
foregoing analysis demonstrates that this i1s not the case,
Should expenditures and total tax revenue remain unchanged
and the type of tax be altered, incidence would vary. On
the other hand, should the tax structure be constant while
the composition of expenditures alters, the results would
differ. Thus the results of taxation and the effects of
expenditure, elthough closely related, are by no means un-
separable, but are merely two aspects of the overall prob-
lem., It seems only logical to explore the ramifications of
each separately before attempting the more complex task of
synthesls., It is with the tax aspect of the problem that

this treatise 1s concerned.
SUMMARY

The incidence of the income tax i1s part of the
broader study of the incidence and shifting of taxes. This
area of lnvestigation embraces the economic consequences oc-
casloned by taxation. Administrative considerations are not
included since the tax as administered 1s the starting
point of incidence analysis, and because the type of prob-
lems consldered are usually very different. The effects of
expenditures are excluged because their study constitutes a
separate, though closely related, part of the overall result
of the fiscal operations of the étate@.
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Chapter 11[’
DEFINITION OF TERMS
éhduld Incidence and Effects be Distinguished

Having outlined the scope of this study, attention
can now be d;rected to the problem of defining terﬁa. Al-
tnough most of the nomenclature of incidence analysis 1is

several centuriee 0ld, unanimity of professicnal opinion

a8 to its utility and precise meaning hae not as yet been

- achieved. As a result eerioua-dirrerencea of interpre-

tation still exist,. Of these the'contfeierey over the

theoretical possibility &nd the practical importance of

a cenceptual breakdown of the results of taxation is prob-

ably the most important.
The consequencee of the imposition of a tax are
numerous and diverse, pervading the entire economy. Prices

of many producte and ractors may be changed quantities

,zproduced and conaumed may vary, patterne of consumption

and inopme distribution may well be altered,zauet to cite
a few examplee.. Many writera prerer to treat these con-

sequences 1in whole or 1n part as a aingle oategory in

 their tax analyais.‘ For example, Edgeworth in hie paper

on Urban Ratea eaye that- “1nc1dence here denotes all those

effects or taxation with which the economist ia concerned. 1

-

1. Edéeworth;’F.,Y., Pa ers;VVo;, II, p. 151,
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Black follows the same line. ‘The incidence of a tax 18
the group of economic effects, which it brings into ex—
istence,? |
Other writers break down the consequences into a:
number of categories, The heart of this breakdown is ‘
found when they demarcate those consequences which they
call "incidence" and those which are termed “erfects' 5

The usual distinction ie that money burden on the ultimate

taxpayer.is called incidence, while other. conaequences are igwfva't

called effects. This dirferentiation or coneequences is
* usually Justiried as a “demarcation of the eubject' 4 or ‘m\i
a division for analytical purposes, or merely as a 'first
approximation". 5 ) R .
Regardless of the rerinemente which particular o
writers make in their derinitione the issue remaine whetherf”r
or not to subdivide the consequence of taxation. This 4
question resolVes itselt into two others. Is the break—
down feasible and 1s 1t useful? ' | |
In the more extreme cases, naturally, a distinctlon.
between incidence and errect 18 not difricult Obviously

: changes in the capital structuresOf“corporations occasion—

2. Black,; cit., p. 123,

3. The terms, impact shifting, etc. deal with the procees
by which the consequences unfold, ‘the incidence - effects
division treats the- consequences themselves.,f L

4. Von Mering, op. cit., p.:3.-.

5. Somere, og. cit., p. 148,
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ed by corporate income taxation should be copsidered effects,
whereas the burden of a poll tax would be identifiable as
incidence. This, however,kis not helpful in the more common
cases where both issues of burden and effects are to be
found. Even Sommers, who adopts the distinction and approxi-
mation, points out that "there is almost complete overlapplng
between these two aspects of the problems since it is im-
possible to decide where the tax rests without knowlng 1lts
effects on such items as production, consumption, saving,
etc,, and it is impossible to know what the effects are
without knowing something of the shifting of the tax. As
a result the term, ‘incidence', 1s broadly defined. In a
broad definition of this sort, the definition of economic
effects becomes practicélly identical with that of inci-
dence. "6

While reserving detailed discussion of partlicular def-
initions to a later point in the analysis, it should be
noted that most concepts of incidence and effects are quite
broad and vague. Thus substantlal overlapping, resulting
in confusion, occurs when any application 1s attempted.
Hence, it is hard to disagree with those who feel that
sharp distinctions as usually drawn cannot do other than

hinder clear thinking,7 However, the reluctant acceptance

6. Somers, Op, Cit., pp. 147 - 148,
7. Somers cites Benham to this effect, op. cit., p. 148,
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of such a viewpoint does not answer the question, is the
breakdown feaslble? The inadequacies of past definitions,
which attempted the incidence-effects distiﬁotion, do not
';proVe that they lacked utility nor that refomulations would °
be inoufrioient to overoooe theirushortcomings. Whiie
broad and fuzzy definitions may lead to overlapping and ob-
ocurity, more precisely delineated oonoepte might not. Be-
"rore dwelling further on this possioility let us consider
;nwhether the search for a reasonable breakdown 18 of suffi-
© clent utility to Justify the effort, |

| Cannon holds that the .use of the term 1incidence as
‘distinguished from effects is definitely harmful. "I have
no doubt that it is desirable to eschew the use of the
term ‘'incidence’ ofktaxation. It unduly restricts 1nqu1rff
‘1es into the‘Justioo and expediency of tokes, since it 15
always held that the real incidence of a tax is upon the
persons who ultimately pay or provide the money for the
tax. But, persona who pay a tax are often less inJjured by
its imposition than those who pay no portion of 1t. The
man who goes two miles out or his way daily to avoid a
bridge toll would be more benerited by the rreeing of the
x;bridge than most or those .who pay the toll. It 13, there-
fore, far better to conslder the errects of taxation", 3

Even 1f Cannon,werevoorrect in contending that excessive

B RS T

8. Clted from Black, og,‘cit,, p. 123.
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attention had been directed toward the analysis of money
burdens with a consequent neglect of significant effects,
such as the two mile hike to avoid the toll, this does not
condemn the use of the term, "incidence", as distinguished
from effects, It merely reprimands unbalance in the em-
phasis accorded the various aspects of the problem. A
thorough analysls of the consequences of a tax would cer-
talnly consider important effects along with money burden
problems,

The foregoing argument supports the conclusion that
the wisdom of any incidence-effects breakdown depends on
the purposes for which the concepts are to be used, Are
the probleme of those interested in tax matters of such a
nature that two analytical tools would be more useful than
one? The answer to this question can only be found in a
consideration of the nature of these problems,

Of central importance in considering any tax is the
lssue of how the economic position of those upon whom it
is levied or to whom it is shifted is altéred. It is to
these alterationsa of economic position that primary refer-
ence is made when the great moral issue of Justice in tax-
atlion is discussed, Conélusions pertalning to the Justice
of a tax, whether predicated on an "ability to pay" or
"benefits receiveq“ standard almost invariably are applied
to what 1s referred to as the "money- burden" or incidence

of a tax. Since no general textbook on :taxation would be



complete without considering the issue of Justice, and since
none, to this writer's knowledge, has ever omitted it, ob-
viously the concept of incidence has beep employed as an
important educational device. By simllar token, since al-
most all specialized treaties on Justice in taxation employ
it also, it is apparent that an academic function has been
perrormed Most statistical 1nvestigatione in this area
have been incldence oriented and the conacientioua citizen

or legialator seeking an equitable distribution of taxation

cannot rail to rocus his attention in this direction.

This 1nterest is not conrined to those who are peraon-
ally detached from the gconomic influence of the tax or
taxes in question, Tho#e groups upon whom the "incidence"
falls or might fa11~exh1b1t most profound 6oncern, and this
concern relates most frequently to specific ﬁﬁxes levied
upon them or shifted in their direction, rather than more
remoté consequences, It is by no means uncommon to find
assoclations of property owners motiiated to actlive oppo-
sition By proposals to finance‘municipal~improvements by
increaéing real estate taxes. Congréasional hearings on
important tax legislation, such as an excess profits tax
b}ll, bring to light a most widespread pre-occupation with
incldence or burden. Representatives of business pressure
groups are, to put it mildly, vocal in thelr den&nciation
and prolific in thelr suggestions .for substitute taxes, the



"incidence" of which they believe would not fall upon their
clients, Organized labor strongly favor an excess profits
tax, as a source of public revenue, since they feel certaln
that the burden falls on business rather than labor; and al-
ternative sources of revenue might be 1owef personal income
tax exemptions, increased sales taxes or excises which labor
would have to bear in the first instance at least. Small
business is present to argue that exemptions be sufficlently
large so that its interests be unaffected, while agricul-
ture maintains a constant vigil lest tax burden be imposed
in 1ts direction., Thus it 1s clear that in actual use a
concept of burden enjoys wide popularity. Admittedly at
many points, "effects" considerations are collaterally or
simultaneously employed. Thus the incidence concept act-
ually is diluted and its use becomes confusing. However,
as ordinarily encountered, two questions are paramount:
"Who'pays the tax?" and "What other things result?" An
incidence concept'is the working tool, however crude, em-
ployed in answering the former,

In regard to the latter question pertaining to other
consequences of taxation, what things are of importance?
The reply could be phrased generally as the effects on the
economy other than the incidence 1tself, This would inciude
changes in prices, costs, production, consumption, resource

utilization and conservation, and in fact any other signifi-



cant alteration in the economic pattern,

These consequences could be claseified as intended and
unintended, By intended consequences 1s meant the results
of effective utilization of téxatibn:for purposes of soclal
control.® Although employing taxation in this manner 1s by
no means new, 1t has galned stature in recent years., This
is especially true of the expanslon of federal police pow-
er. Even though the Federal Government has no pollice pow-
er as such, 1t can use 1ts express powers, such as the tax
power, for policing purposes. An.importdht early example
is found in the tax on state bank notes which accompanied
and made effective the improvements 1in bank note issue con-
templated in the National Banking Act, More recently a
payroll tax, ninety percent of which is rebated to the
States, compels state compliance to the Federél standards
in the flield of unemployment compensation., Luxury ex-
clses can seek the restriction of superfluous consumption
patterns, especlially in war time, as well as fulfilling
revenue objectives., Although not necessarily in the police
power area, protective or equalizing tariffs obviously look
to control in addition to, or instead of, revenue. Since
taxes are frequently used to achieve soclal control ob-

jectives, 1t is of importance to those who sought their im-

9, Groves rerers"td this as taxation for non-fiscal pur-
poses, Op, cit., p. 37.
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position, regardless of thelr selfishness or benevolence of
motive, to evaluate the way in which they perform. Thus the
control effects of taxation should be analyzed so as to un-
derstand and improve taxes as regulatory devices,
Unfortunately, control effects are not confined to
taxes intended to control, and the effects of the latter
type of tax are not limited to the desired controls. Tax-
es levied for revenue purposes only can, nevertheless, be
profound directive forces in the economy. The community
may drastically rqduce“its consumption of a highly taxed
comquity;,thus 1njhring thbsé:whofmanufacture and dis-
tribute it even though the advocates of the tax nelther
sought to curfail its sales ﬁorfihjnre those who earn thelr
livelihood thererfom. A propert&Atax on standing timber
may cause premature and otherwise uneconomic cutting, thus
wasting a vital natural resource,;eventthough no such re-
sult was contemplated,l© " An overly burdensome business
tax structure may.discourage new concerns from enterling an
area and even induce established firms to migrate elsewhere,
despite the fact that only a deranged mentality would de-
sire such an eventuality. Excessive surtax rates may dis-
courage risk taking, depressing the level of economic activ-
ity and thwarting progress although few except Communists

and other enemies of the nation would derive satisfaction

10. Natlonal Lumber Bulletin, June 7, 1925.




in the process., A liberal, supporting what he thought to
be an equalitarian tax measure, might in reality be lend-
ing comfort to monopoly if the tax bore more heavily on
small than large business,

It is gpparent that all taxes control with what
Commons calls "the most pervasive and privileged exercise
of the police power".ll Some of these regulatory effects
are intended and should be analyzed as such, as recommend-
ed above, while those which are unintended cannot be rele-
gated to a secondary position without running serious risk
of major inadequacy of treatment,

Thus 1t 1s easlly demonstrated that the effects,
both intended and unintended, of taxation in addition to
incidence or burden considerations are of vital moment in
tax analysis. Further it is clear that they deal with the
lssue of "what happens, what things are changed", rather
than “who pays or suffers®., It follows, that the effects
concept i1s oriented toward answering somewhat different
types of questions than is incidence, although both are
interwoven in the reality of any real tax situation.
Hence, when the consideration of common usage of incidence
is welghed, the utility of the‘incidence-errect breakdown,
if feaslble, becomes apparent. The breakdown i1s a logical

II,” Commons, John R., Institutional Economics, p. 820,
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division of the subject adapted to clarify the way in which
this area of analysis 1s or can profitably be employed,

Were only a single concept utilized it would be con-
duclve to lmproper placing of emphasis on the different as-
pects of the tax problem. Those primarily interested in
burden mighf relegate the effects aspect to an unjustifiably
secondary role, while those concentrating on effects might

12 Thus

all but ignore consideration of burden and Justice,
the breakdown possesses the additional merit of pointing up
both aspects of the problem, _

It 1is hoped that definitions of incidence and effects
can be developed which may’realize the advantages of this
breakdown without beiﬁé gullty of excessive overlapping and
obscurity which would viciate their utility. Perhaps as
Von Mering suggests "unequivocal definition is necessary
only in order to clarify concepts which are to be used as
tools of analyais".l3 Howevey in the light of what has
already been sald it would be very useful to have our tools
cut as cleanly as possible when employed by the practition-
ers of public finance. One would expect that in a field

which has commanded professional attention for so many

years a:set of unequivocal analytical tools would by now

12, Somers holds that considering only effects would be
“like discussing the effects of an operation without know-
ing Jjust what part of the body- has been operated on". Op.
cit., p. 103. .

13. Op, cit., p. 2.
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have been developed, or be well on their way to development.
Unfortunately this 1s not the case, Even though most writ-
ers disregard expenditures and employ the incidence-effects
breakdown, their definitions of analytical tools are usual-
ly either vague, scanty, or ambiguous, This would not be
serious if there were substantial agreement, except in a
more general sense, regarding what was really meant. But
this, too, is not the case,
As a first step toward a formulation which will be

satisfactory for the purpose at hand, leading definitions

now in use will be reviewed,
Analysis of Popular Definitions

The Definition of Impact. Seligman defines impact as "the

immediate result of the imposition of the tax on the per-

e".l4 He stressed the

son who pays 1t in the first instanc
impinging of the tax on somebody or something. Thinking
along the same line Von Mering cites Pantalepni's defini-
tion "If there 18 no evasion, the tax will be collected

from those upon whom it 1s levied. By impact effect is

meant the 41r¢ct and immediate effect upon those who are
legally reSponslble for the payment of the tax".15 Both

of these definitions indicate the polnt of impact as the

14, Seligman, Edwln R, A,, op, cit., p. 2.
15.2 Von Mering, Otto, The Shifting Incidence of Taxation,
Pe. . ‘
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point of payment of money to the government. Pantaleoni's
words "legally reoponaible for the payment" indicates that
they (he and Von Mering) implicitly assume the person upon
whom the tax is levied and the peroon who turns over to the
government to be the same. Although over most of the his-
tory of texation this condition was realized in fact, re-
cent developments in the field of tax collection render it
frequently invalid. Today the employers are required to
deduct income and social security taxes, 1egally imposed
upon the employee, from the employee's pay. Many sales
and exclse taxes levied upon the consumer are collected by
the seller acting as a collecting agent for the government.
In these lnstances, obviously, the party who makes remit-
tance to the government is not the one against whom the
taxes are asseaaed. Fon the above reason Somers defines
impact as “tho pointﬁwhene~the tax is imposed by law,16
thus avoiding*anyrdoubf i instances of the ‘type Just
mentioned, Choosing the point of legal imposition rather
than payment of funda has ‘the merit of eliminating such
phenomena as payroll tax withholding and charging for

sales tax stamps rrom the analysis of shifting.
It is this derinition of impact which shall be

employed in the rollowing analysia. Although it is prob-

ably obvious, the amount of impact is the amount of the

em—a———

16. Somers, Harold M., op. cit., pp. 149 - 150,
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tax, For reasons detailed in an earlier section any ad-
ministrative costs connected with process of tax collection,
whether by government or private parties, are excluded from

the analysis.

The Definition of Incidence The Colwyn Committee felt

that incidence meant to the economist "the more immediate
burden of the tax as a tax rests®,l” This definition
seems to establish a most equivocal time rule for classi-
fying the consequences of taxation.la Seligman looks to
no particular time period but to terminal burden as the
standard. "There is but one kind of incidence, which
emerges only when the tax finally settles, or comes %o

rest, on the person who bears 10,19

Von Mering in cit-
ing Pantaleonl takes the same position, "Incidence of
tax - this 1s the final burden".>® This is, of course,
essentially a long run viewpoint, incidence thus belng
the burden as distributed after all shifting (which may

well involve re-allocation of productive resources) has

taken place,

Somers breaks down the shifting and incldence ocon-

T7. HReport of the Commitiee on National Debt and Tax-
ation, p. 106,

18. Black points out the deficiencies of this definition,
both in conception and application, and spells out what he
thought the Committee really meant. Black, o cit., pp.
31 - 55. .

19, Seligman, op, cit., p. 2.

20, Von Mering, op. cit., p. 3.




cepts along Marshallian lines. He distinguishes market
period incidence, short-run incidence, and long-run inci-
dence, pointing out that it is of interest to know who pays
a tax on goods on a merchant'!s shelves or on the variable
output of a given plant as well as those who pay after all
ad justments have been mad.e."al
The attractiveness of this proposition is apparent
when we consider that a great many important problems in
the field of public finance are of a market or short run
character, and that the ever changing variables of the
real world compel us to confine our long run ad justments
to the role of tendencies. The utility of his position
is reinforced when we consider that market or short run
incidence is really final incidence for the period in-
volved, The merchant, who because of market conditions
cannot ralse his price when a tax i1s imposed upon some of
hls wares, shifts the tax by reducing his subsequent pur-
chases and/or buying prices of those goods, But he bears
the burden of the tax on stock goods on hand., Similarly
the producer whose output has been restricted by a tax on
his product bears the burden until plant capacities or

number of participants in the industry have been ail.'(:ered.?'2

21, Somers, op. cit., p. 155.

22, This, of course, assumes competitlive conditions,

- Should oligopollistic or monopolistic conditions prevalil
shifting could be immediate.



Thus in either market or short run the period incidence
may be final, An unrecoﬁpable loss is suffered which per-
818ts until shifting takes place, Shifting does not elim-
inate the losses which have been sustained, it preventé
the bearing of future burdens. Shou}d a monopolistic
firm fail to maximize profits before the levying of a tax
for policy reasons, 1t might raise prices subsequent to
the tax sufficiently to recoup‘the short run or market
loss,

Thus we see that incidence usually means the burden
of the tax upon those who actually pay, and is referred to
over various time periods. But to what burden does incl-
dence pertain? Here almost unanimous voices of tradition-
al writers respond “money burden",25 and this money bur-~
den is considered to be equal to the tax proceeds accru-
ing to the government.24 Seligman is clear on this 1la-
sue. "As Natoll well points out, there can be no incidence
wlthout a corresponding revenue to the treasury'.25 He
develops the concept "pressure® of taxation to cover ad-

ditlional losses to parties 1nvolved.26 - Von Mering appar-

23, For example, Groves defines incidence as the "ulti-
mate money burden of a tax", op, cit., p. 102,

24, Obviously this is not the case of those who, such
as Black, include all of the consequences of taxation
under the term -incidence.

25. Op. cit,, footnote 2, p. 12.

26, Op, cit., p. 11
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ently takes the same view when he considers the excise tax
losses over govérnment revenue in a chapter entitled *Prob-
lems of General Repercussions of 'I.‘axa'c.'mon".z'7 Although other
writers typically do not deal directly with this point, ap-
parently their thinking runs along the same lines,

The degree of remoteness from the impact point of
those sustaining the "money burden" does not seem to 1limit
the incidence concept. Since almost all writers consider
forward, backward, and/or onward shifting, and since usual-
ly no 1limit is imposed upon the number of shifts which may
take place, the final point of incidence may be quite dis-
tant from the polint of limpact.

The traditional view can be fairly well summarized

as money burden, equal in amount to government receipts,

considered over relevant time”ger;ods, and not limited by

remoteness from impact,

The Definition of Shifting There Ia substantial agree-

ment as to what is meant by shifting. Selligman defines it
as "the process of the transfer or a tax"28 Von Mering
again cites Pantaleoni' “Shifting of the, tax: ‘through suit-

able price changes the payer;gucqeeQQ.in avoiding all or

27. Von Mering, op. cit,, Ch, VI ViI, pp. 12% - 126.
28, Op, cit., p. 1



part of the tax burden".29 Somers calls it "the process
of forcing someone else to pay the tax".so

The extent of shifting 1s measured in terms of price
changes, This is implicit in Von Mering concept and appli-
catlon. Seligman in considering a tax between buyer and
seller contends: "If the price 1s raised, we say that the
tax is to that extent shirted“.al He amplifies this posi-
tion: "whatever these relations may be, the essence of the
inquiry is are prices ralsed, and if so, to what extent are
they raised? Whether we deal with the prices of consumable
commoditles, of capital, or of labor, this is always the
nature of the problem".32

There is agreement that shifting may go both forward,
toward the consumer, from the impact point and backward,
toward the agents of production., Seligman employs the
terms, forward, backward, and onward,53 the latter refer-
ring to successive shifts toward the consumer., Most writ-
ers confine their classification to forward and backward
shifting, including thereunder successive shifts in elther
direction.34

Shifting i1s envisioned as taking place through the

29. Op, cit., p. 3.
30, Op, cit., p. 150,

31. Op. cit,, p. 11,
32. Op. cit., p. 219.

33, Op., cit., p. 3.
34, See Groves, op, cit.,, p, 151.



various periods of the process of economic adjustment, mar-
ket, short run and long run., This sequential analysis was
emphasized by Fagan and Jastram and is currently in general
use,5°

The reason shifting can occur is explained in terms of
altered variables in the pricing mechanism, Seligman holds
¥that the theory of the shifting of taxation 1s a part of
the wlder theory of value".56 von Mering states his reason-
ing in more explicit language "With some diffidence, I sub-
mit the following proposlition as & common denominator for
all processes of tax shifting: whether and to what extent
taxes may be shifted depends on the degree to which supply
and demand may be restricted with advantage".57 Whether
or not shifting is intentional or consclious 1s not material.
If an individual reacts to a tax by altering prices, he 1is
shifting regardless of his motives or awareness, 0

Finally there is agreement that capitalization or
amortization, although closely related to shifting, is not
part of the shifting proceas.ag

In summary, we can describe the traditional view of

35, See Groves, op, cit., pp. 108 - 114,

36, Somers, op. cit., pp. 151 - 154,

37. Op. cit., p. 21.

38. ee Von Mering, op. cit., p. 4.
Groves, op. cit., p. 101,

39, See Seligman, op, cit., p. 5.

Groves, op. cit., p. 103.
Von Mering, op. cit., p. 95.
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shifting as the transfer of the tax burden, by means of
price changes which are advantageous, and which are the
measure of the extent of the shift. Shifting may be for-
ward or backward, and successive shifts are quite possible.
Shiftlng must be analyzed in terms of market, short run,
and long run. Intent is not relevant and capitalization

is not shifting.

The Definition of Effects Sellgman saye that by effects

of taxation we may mean two things. "In the narrower sense,
i1t denotes the immediate consequence of each of the above
mentioned steps. Thus shifting is an effect of impact,
incidence is an effect of shifting, and the pressure of a
tax is an effect, in turn, of the impact and of the shift-
ing as well as the incidence. In the wider sense, effect
denotes any of the subsequent results of taxation. A tax
may have a great many effects. It may diminish industry
and impoverish individuals; it may stimulate production
and enrich individuals; it may be an unmitigated curse to
socliety; 1t may be a necessary evil; it may be an unquali-
flied boon to the community r;garded as a whole".40 Op-
viously it is the latter sense in‘;hich he desires to em—

ploy the term, and he means consequences other than shift-

.

30. Op. oit., p. 14.
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ing and incidence. However, Seligman, more than any other
wrlter specifically categorizes many particular types of
effects, The list includes capitalization, transformation,
evasion, pressure of the impact, pressure of shifting, and
pressure of the incldence, all which leaves the word effects,
'when used alone, to refer to remote results.41

Von Méring considers all consequences of taxation un-
der the term effects and subdivides these effects into im-
pact, shifting, incidence and further erfects.42 The latter,
of course, refers to effects in the sense implied in the
incidence-effects breakdown., These further effects are
"thpse which follow the placing of the ultimate burden on
certailn persons or groups“.‘l:5 Since he is not attempting
tightvdefinition, it must not be assumed that he is ex-
cluding cqnseduencea collateral to impact and shifting.
Nevertheless, his statement that "the effects which follow
from the moment of impact of a tax until the ultimate in-
cldence of that tax constitute the subject matter of the
theory‘o: tax shifting",44 is confusing in view of his
previous use of the tgrm effects to cover impact, shifting
and 1ncidén¢e. However, it is evident that he means to

use thg term effects as distinguished from incidence in

31, Op, oit.; pp. 5 - 12,
42. 02: clt., ppo 2 “,<.3.

43, Op. cit., p. 3.
44, Op. cit., p. B.
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approximately the same manner as Seligman.45

Somers follows Silverman viewing effects as "the ulti-
mate economic condition to which a tax gives rise".%6 A1l-
though tight construction might lead us to believe that he
would exclude transitional consequences other than inci-
dence and shifting, his development of the subject indicates
that this i1s not the case., As has already been noted,
Somers 1s not attempting rigorous definitions but rather
approximations for purpose of analysis,

Groves views an effect as "an economic consequence
collateral to the incidence or too remote from the imposi-
tion to be rated as a part of the money burden of the
tax®, %7 He, too, 1is thinking along the same lines as the
other writers, although the "too remote® point would re-
quire qualification if precision were attempted.

Both Seligman and Von Mering, while admitting their
general importance, consider the problem of effects as
secondary in this type of analysis., Seligman contends,
"They can, however, not be successfully attacked unless we
previously solve the question of shifting and incidence,
the problem par excellence is that of shifting and inci-

dence".48 This conclusion seems unjustified in view of

45. Hls chapter on Problem of General Repercussion of Tax-
ation relnforces this view.

46, 0Op, cit., p. 147,

47, Op, cit.,, p. 102,

48. Op. cit., p. 14.
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what has been said above regarding the regulatory effectis
of taxation. Von Mering holds that further effects (those
beyond incidence) are no part of the thedry of shifting,
but this does not, ‘in his opinion, prevent their consider-
ation if the occasion demands,%S '

Although more recent writers qgually attempt concur-
rent;anglysis, ir pqssib;e, shirt;ng'énd incidence still
hold star billing. This is probably‘because‘or the higher
degree of development of shifting and incidence theory.

Despite minor- variations and discrepancies the same
_}‘idea emerges 1n all. of the writinga. Efrects of taxation
| are those consequences other than 1nc1dence, and they are

uaually accorded less comprphensiveztpeatpent.

*

Summary of Popular Definitions Before proceeding to the

definitions to be ehﬁ}oyed'in'this'study, it would be help-
ful to‘remindkthé feadei or tp§ consensus of currently pop-
ular‘definiiions. ‘Impact 1s usually defined as the direct
and immedlate effect upon those who are legally responsible
for the payment of the tax. Incidence“ordinarily_heans
money burden, equél/in~amount to government recelpts, con-
sidefed over relevant time périods, and not limited by
remoteness from 1mpact Shirting"rerers to the transfer

. of. the tax burden, by means of price changes which are

49, Op. cit., pp. 3 - 4.
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advantageous, and which are the measure of the extent of

the shift., Shifting may be forward or backward, and suc=-
cesslve shifts are qulite possible, It also must be analyzed
in terms of relevant time periods., Finally effects are
customarily viewed as consequence other than impact, shift-

ing, and incidence.
Definitions Emplbyed in this Analysis

Statement of Definitions It can now be:seen how the terms

incldence, shifting and effects are employed by leading
writers of the traditional school i.e., (those who diare-
gard expenditures and employ the incidence-effects break-
down). The time has come to state the way in which these
terms will be used in this dissertation. Our objective is
to retain that which is useful from current usage, but
strive for greater precision and usefulness., Hence, the
analysis will not be confined to a mere statement of
definitions, but will discuss in detail exactly what 1is

meant by each concept., The definitions are as follows:

I. 1Incldence - the economic loss, not necessarlly
equal to governmqntai receiﬁts,:sﬁff&red by those upon
whom a tax is levied or to whom it i1s shifted.

II. Shifting - that part of the process of adjust-
ment to the imbos}tion br;g t&# whgréby Phe“loas occasion-

ed by the tax is diatrib@%&d among those who will bear 1t,
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Thls process of loss distribution is confined to the pro-
ductive process. The consequences of altered consumption
expenditures by tax bearers are excluded from this shifting
concept,

III. Effects - all other economic consequences of &

tax with the exception of incidence and shifting,

To elucidate the intended meaning of these concepts
a serles of important issues wlll be dlscussed, Most of
the 1llustrations will pertain to more than one concept.
Therefore, we shall proceed by issues rather than develop-

ing each successive definition separately.

The Issue of Proximity The point, or points, of incidence

of a tax may be colncident with, proximate to, or remote
from the point of impact. This 1s the same as saying that
a tax may be unshiftable, shifted only once or a few times,
or shifted many times before 1t reaches those who finally
bear the incidence. Thus our concepts impose no theoret-
ical 1limit on the number of times a tax may be shifted,
nor on the degree of remoteness of the incidence from the
impact. 1In actual application this imposes no difficult-
ies as long as the succession of shifts can be traced with
reasonable accuracy. However, 1f series of shifts becomes
very extended, and the burdens widely diffused, this may

not be feasible. Under such circumstances expediency



might dictate that exceedingly remote and diverse conse-
quences, although theoretical, still lnclidence and shift-
ing, must be considered as effects, if they are discernable
at all, Such an approach would be a concession to prac-
tical difficulties, not an attempt to evade the analytical
problem, Groves probably had this in mind when as part of
his definlition of effects he includes consequences too re-
mote to be considered as 1nc1dencé.5°‘ Needless to say the
shifting process may go both forward from the‘impact toward

the consumer or backward toward the agents.

The Issue of Time Periods Our dnalysis will foliow the

traditional Marshallian pattern;‘coneldéring shifting and
incidence in the market period, short run and long run,
This procedure takes on added"significance in the light of

what has been sald above on this point.51

The Issue of the Extent of Incidence Natoli says "“there

can be no incidence without a corpesponding revenue to the
government"., Seligman explicitly agrees and calls other
losses "pressures".%2 vVon Mering, as has been noted above,
implicitly concurs, as apparently do most other writers,
This is purely a matter of definition and must be resolved
by the test of utility,

50, Op. cit,, p. 102,
51. ee p. ’

52, Op. cit., p. 12.
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In Figure 1, D, M R and M C, represent the demand,
m;rginal revenue, and marginal cost schedules of a monop-
olist. Under these circumstances the price will be M P and
the output O M. The monopolist's profit is EF C and the
consumer's surplus is E P B.53 Now let a tax of T'd per
unit of output be imposed upon the prodhct. The marginal
cost-schedule'incldding the tax now become M CY., Price
becomes N P¥ and output O N, Profit becomes E G T and con-
sumer surplus E PV A, T CH G is the revenue collected by
the government, Since price has risen by half the amount
of the tax°%, Seligman whq:measurés th§‘extent‘or the
shift by the amount of the price‘.raises5 would concludeA
that half of the incidence (T C H G.the tax take) is upon
the consumer, and halrgupon'the monopolist;“;

Yet the loss to consumers, A Pt P B is gréater than
fhe incidence Seligﬁan wbyld impute to them by PP J

(25% as the exémple 18;cansffﬁcteq), and the monopolist's

53. The measurement of consumer surplus concept has been
the subject of considerable controversy. There are many
who contend that it cannot be.measured at all, while others
advance certain particular techniques which they feel have
exclusive claim to. correctness, nThe method here employed,
area under the demand curve and above :the price line, 1s
the most widely used, but i1t could be subjected to much
criticism., It is employed solely because 1t serves well as
a demonstrative device, not because of any great theoret-
ical merit it might or might not possess.

54, This 1s occasioned by the way in which the curves are
drawn in this.example{lineal demand and constant cost functions).
55. Op. cit,, p. 11,
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loss T G F C, much greater (150%) than the incidence
Seligman says he bears, The total loss 1s almost twice
(1 7/8) the amount of the tax revenue produced. These ex-
tra losses Seligman calls "pressure of taxation“.56
In Figure 2, D represents the deman and S o the long
run optimun costs schedules for a decreasing cost industry
operating under perfectly competitive conditions, Price 1s
M P and output O M. If a per unit output tax of BCis im-
posed upon the product, the long run cost schedule becomes
S ot, and after all adjustments price becomes Pt and output
O N. The government collects C D E B which is considerably
less than the loss of consumer surplus, A B P PY, because
price has risen by more than the amount of the tax.57
This extra loss Seligman also considers "pressure of the
incidence! and chides Bastable for including it under in-
cidence.58 Although even more dramatic examples of extra
loss could be adduced, especlally in cases of backward
shifting, the issue is abundantly clear, Losses occasion-

ed by taxes are frequently greater than tax recelpts and

their classification is at issue, Seligman contends "That

56, Op, cit., p. 1ll.
57. Use of measurements of consumer surplus do not de-

tract from the validity of the argument at this polnt
since the same conclusions can be reached through the
use of indifference curves, See Joseph, F, M,, "The Ex-
cess Burden of Excise Taxation", Review of Economic

Vol, VI, 1939,

Studles
58. Op. oit., p. 12.
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there 1s a distinction between the incldence of a tax and
the pressure of the incidence is obvious., The incldence
of a tax marks thg final payment by the tax bearer. Or-
dinarily, the burden upon the tax bearer 1s equal to, or
measured by, the amount of tax he is called upon to pay."
In regard to the latter statement, Sellgman assumes
a heavy burden of proof which he does not attempt to sus-
fain, 1In fact in the field of income taxes, as we shall
develop more fully later, an exact correspondence of eco-
nomic loss and government receipts would be the exception
rather than the rule. The onlyvthing obvious in the
area of Seligman's distinctioh between incidence and pres-
sure of incidence is that receipts of government and total
loss frequently do not coincide. Of what use 18 such a
distinction of incidence and pressure of incidence? Cer-
talnly to the bearer of the tax burden, if he were céh—
scious of 1t at all, there would be little consolation
in knowing that part of his loss was incidence, related to
price change times post tax volume, and the rest some ex-
cess,ogcaeloned by the tax. In our monopoly example, the
proportion of what Seligman calls incidence %o total loss

was substantially higher for the consumer. than for the

59, Op, cit., p. 1ll.

59
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monopolist. But only a spiteful soul would derive comfort
from this since the division of Seligman®s incidence de-
pends upon an arbitrary definition. From the point of
'view of the policy maker excesses of losses over receipts
are of significance both from;the point of view of non-{
wasteful rihancing and efficient social control., But it

is the relation of losses to receipts, not the names giien
various parts of the logses, which is crucial, 60 Only in
statistical 1nvesﬁigations, which try to discover the
broad allocations of tax burden séonomy is the incidence-
equals-receipfﬁ formula necessarily employed, and here only
because methods are not sufficiently developed to measure
excess losses, necessitating their exclusion,

It should be apparent by now that no valuable pur-
pose 1ls served by restricting the incidence concept to the
amount of government revenue, Therefore no such restric-
tion 1s made in the definition of incldence employed in
this study. Incidence is the total economic loss, whether
its monetary value coincides with the tax take or not,

The search for that will-o'-the-wisp concept, "money

burden" equal to tax revenue, which has diverted tradi-

60. The breakdown of these losses into two categories
would, for those uninitiated into the technicalitles of
public finance, only make understanding more difficult
while making no contribution to elther layman or spe-
clalist,



tional thinking from the central issue for so long, will

not be continued here.61

The Nature and Limitations of the Shifting Process Modern

writers usually associate shifting with the pricing process,
It has already been pointed out that Seligman conslders this
to be the core of the problem, and that he develops hls

analysis in the manner of the classical tradition.62 Von

1. 1t 18 not diffiocult to understand why the traditional
"money burden" concept has enjoyed such wildespread popu-
larity. It has already been pointed out that the incidence
concept 18 employed to answer the question, who pays the
tax? It is quite natural that the quantitative ansver
should be phrased in terms to the amount paid to government,
But as we have demonstrated in the last few paragraphs, in
many instances (almost all of which involve shifting) a
demarcation of "money burden", so defined, from total tax
losses is possible only 1f arblitrary and useless rules of
classification are employed. An interesting problem in
the application of our definition presents itself in the
case of a worker who loses his Job as a result of a tax,

Is hie loss of income part of the tax lncldence? Here

two possibilities must be examined, If the man is re-em-
ployed at a lower wage, then the wage differential which
he loses is part of the incidence. In fact, this result
is to be expected if-backward shifting occurs. Ir, on

the other hand, he remains unemployed, his total income
loss 18 not part of incidence because the reason for his
inability.to obtain re-employment is not occasioned by

the tax but by other economic facts such as rigidities or
monetary disturbances. Therefore only the wage loss

which would be suffered 1f he were re-employed, the rig-
jdities and monetary disturbances belng absent, would be

a part of incldence. ' L e

62. He did, however, qualify the conclusions of pure
theory when making application to the affairs of real life,

0P, cito_, Pe. 220.
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Mering, in search for a "common denominator* for all pro-
cesses of tax shifting, looks within the pricing mechan-
icsm when he proposes the criteria, "whether and to what ex-
tent taxes may be shifted depends on the degree to which
supply and demand may be restricted with advantage. Such
a statement would include the monopoly case since supply
may be elastic while at the same time it would not be to
the advantage of the monopolist to restrict aupply".65

With the validity of both of these essentially simi-
lar approaches it is difficuit to really quarrel. That
prices and profitable restriction of supply and demand are
involved is beyond question, In fact a sequential relation-
ship exists between them. Prices change in response to a
téx because 1t is advantagequsvand possible to alter (not
just restrict) supply and demand, But why is it advan-
tageous to alter supply-and demand? ,T§ answer this ques-
tion attention must be directed toward the forces which
determine the equilibrium ot=thé economic unit.

ahen a tax is levied upon an individual or business,
a new variable enters into the determination of economic
equilibrium of that individual or business. As a result
the new equilibrium differs from the old. This can mani-

fest itself through either an alteration of the supply of

63. Op. cit., p. 21.
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commodities or productive services offered, or by a change
in the demand of the individual or of a busiﬂ;ss for com-
moditles and services, or both, These changes may be elther
qualitative or quantitive. For example, an individual
subjected to a tax may not only reduce his overall demand
for goods, but may also change the composition or pattern
of hls demand. The new equilibrium of the unit, subject
to tax, changes the conditions of equilibrium for other
units, thus altering thelr equilibrii., It is by this
process of successive adaptation to the new variable, im-
posed by the tax, that the consequences of the tax spread
throughout the economy.

An example should help clarify this point. 1In the
monopoly case, illustrated in Figure 1, the per unit of
output tax adds a new varlable cost directly proportional
to the amount produced. As a consequence the conditions
of equilibrium are altered. M P is no longer to most ad-
vantageous price, and O M ceases to be the most proflitable
output."Thus, with the tax imposed, the monopolist max~
imizes h;s galn by restricting his putput to O N and
ralsing his pricé to N Pt. Tb the buyers of the product
the increased price represents a new condition in their
equlilibrating process so that they in part q1scont1nue
consumption of the monopolist's product. Since the elas-

ticlity of demand in the relevant range of our example is
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greater than unity, total expendltures on the tax product

are reduced, which means increased expenditures elsewhere.
Thus the qualitative pattern has changed. Through a suc-

cession of altered conditions of equilibrium and the max-

imizing reponses, the consequences of the tax are diffused
and spread through the system,

Obviously what has just been described is the entire
process of adaptation, the core of which 1s altered con-
ditions of equilibrium, However, if we were to consider
shifting to be coincldent with it, in many instances no
distinction between incidence and effects would be possible.
Therefore, we must inquire as to what part of this process
it is worthwhile to consider as shifting, Von Mering
criteria, profitable restriction of supply or demand,is
of 1little help since supplies and/or demands of the new
(after tax) equilibrium are necessarlly more advantageous
than the supplies and demands of the pre-tax situation
would be after the tax is imposed. Thls is inherent in
the new condition being one of equilibrlum.e4

Since no other analytically pure criterion suggests

64. In our monopoly example Fig, 1 the monopolist is not
as well off with the price N PV and output O N after the
tax as he was with price M P and output O M before., But -
after the tax he is much better off with N P” and O N than
he would be with M P and O M or any other price or output,
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1tself we are compelled to distingulsh shifting by defini-
tion., Here agaln usefulness must govern our choice,

Two bases of distinction appear to possess signifi-
cant utility. In the first place the concept of shifting
should be confined to the productive process., As econom-
ic losses move throughout the system those who bear the
losses as individual lncome reciplents elther reduce their
consumption of alter its pattérn. This naturally influ-
ences the indugtflea supplying them with consumer goods,
Some are benefited but most are adversely effected, How=-
ever, 1f the tax is not large, the magnitude of the chang-
es 80 induced is likely to be so slight as to make these
influences unidentifiable. This i1s primarily due to the
wide dispersion of consumer expendlitures. Further un-
less the tax bears chiefly upon a group with a unique
consumption pattern, the little overall change in the
composition of consumptlon can be anticipated.65 The
tax woqld merely exert a gene?ally depressing influence.
Since theipﬁrpose of our incidence and shifting conéepts,
as distinet from the effeétsfcdncépts, is to locate bur-
den, it 1s:only logicalgto terﬁinéte the shlfting con-

cept at the point where the consequences emerge from the

65. ohould the tax bear heavily on one group, such as
high income tax rates on the wealthy, the important con- .
sequences upon industries supplying the group could well
be considered as effects,
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productive process andAconfér loss on participants therein.
That incidence wlll produce further consequences 1s ob-
vious, but to use the term shlifting to deslignate the se-
quence of events responding to altered consumption would
only serve to create confusion,

.However, if a 1loss bearer in the productive process
should also diminish the amount of his savings this would
fall within our definition. A decrease in the supply of
saving tends to ihcrease the rate of interest thus reduc-
ing the 1088.66 While changes in consumption deal with
consumption rather than production, varliations in saving
refer to variations to productive agents supplied and
thus are within the productlve process,

It is evident that an arbitrary line of distinction
between those reactions which are deslgnated as shifting
and those which are not has been drawn. In some problems
of classification this line willl seem tenuous and at
times outright unsatisfactory. At such times some other

basis of demarcation might seem better adapted to the

66, 1t might be argued that reducing overall consumption
would tend to reduce the prices of consumers'! goods thus
Wehifting® part of the burden onto their suppliers. This
contention, of course, possesses valldity. But to include
this sort of phenomenon in the shifting concept would blur
the meaning to a point where it would lose its usefulness,
Therefore, we cannot adhere to a universal distribution
of loss concept, but must categorize thls type of conse-
quence as an effect, This does not mean, however, thgt
such an eventuality, if significant, would be relegated.
quantatively to a position of secondary importance,
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problems under coneideration. Nevertheless, two polnts
must be emphasized. If the advantages of the incidence
and effects breakdown are to be realized, the shifting con-
cept must be limited, Otherwise incidence would be trans-
ferred as long as the entire process of adaptation con-
tinued, and would at many points become indistingulshable
from effects, To eliminate such overlapping in border-
line cases, & rule of classification, admittedly somewhat
arbitrary is indispensable . Second, after the line has
been drawn it must be rigorously observed lest the rule
of classlfication be subject to the same vagueness and
amblguity which has limited the usefulness of earlier def-
initions. Limliting shifting to producer reactions makes
the basis of the rule of classification analytically
simple and understandable, That it is the most useful
line of demarcation has been demonstrated above.67

The second basis for the distinction of shifting
from entire process of adaptation is that only the dis-
tribution of losses be considered as shifting. There are

many cases in which an adjustment to the lmposition of

67. As polnted out above this definition might be chal-
lenged by some theoretical objections. Were a complete
general equilibrium approach either theoretically or
practically applicable to incldence analysis’ the defini-
tion would include all pricing reactions. However, the
tools of analysis which can be used in a study of this
sort are limited, Hence, a useful definition must also
be confined within these limitatlons,
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tax confers benefit to participants in the economic pro-
cess, For example, if a tax is shifted backward onto the
agents of production employed in the industry producing
the taxed product, this may very well reduce the rate of
renumeration, not only of the agents employed in the
taxed industry, but also throughout the entire markets for
these agents. This would confer benefit upon other em-
ployers of the agents and/or the consumers of their
products.68 Although such cases are frequent and can oc-
cur quite close to the impact point, to include them un-
der the shifting and incidence concepts would do gross |
violence to the way in which these terms are customarily
used. Throughout its history incidence has referred to
losé or burden, not benefit or gain, and shifting has
connoted the transfer of loss, not the conferring of
bonanzas, No purpose of clarification or simplification
would be served by bringing into our terminology & cate-
gory of posltive or gainful incldence which the inclu-
slion of such cases would require, .Such phenomena are

better treated as effects of taxation.

68. Marshall cites a case of this sort "if a tax be put
on factories used in one industry, some of them will be
diverted to other industries, and consequently the mar-
ginal costs and therefore values of the products in

those industries will fall", Marshall, Alfred, Principles,
8th Ed., p. 438.
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This very necessary rule, nevertheless, forces us
to classify essentially similar phenomena at one time as
shifting and at another as outside the shifting process.
For example, the individual in determining the amount of
productive effort he will supply, if he is in a control-
ling position, will equate the marginal disutility of ad-
ditional effort with the marginal utility gained by an
addition to his money income. When a tax is imposed the
marginal utility of money income is altered, and the
equilibrium therefore changed. Depending on the shapes
of the functions and the nature of the tax, productive
effort supplied will elther increase or decrease, If
the supply 1s reduced, the price of the agent will rise
thus shifting part of the burden onto those who employ
the agent. On the other hand, if the supply is increased,
the price of the agent will fall thus conferring a bene-
fit upon its users. Obviously the latter result is an
effect and not shifting in a way in which most economlsts
use the term. Here the réaction of those bearing the
tax does not shift it, but rather intensifies it's inci-
dence upon them,

If a producer reorganizes his plant as a result of
a tax and thereby reduces his demand for an agent thus re-
ducing 1its price, he has shifted., But should his demand

for an agent ihcrease, the benefit to 1t occasioned by a
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rise in its price would be an effect. Here again, the
same genus of action at one time is shifting, at another

an effect.
Speclal Problems of Classification

Before turning to the analysis'or income taxes, cer—
tain problems of classification, not as yet discussed,
which might cause doubt or confusion must be clarified.
The next few paragraphs are devoted to a resolution of

these issues,

The Problem of Unexpected Reactions Seligman cites the
case in which a producer, spurred by a tax, 1ﬁproves his
technique of productibn and recoups all or part of the tax
loss. This he calls "Traneformation”,69 which he distin-
guishes from shifting. Obviously no transfer of a loss
is involved, and we must concur with Sellgman and classi-
fy such consequences as effects. |

This case, however, brings up an intriguing problem.
The situation implies that the producer failed to maxi-
mize his position prior to the tax and is induced by the
tax to act in a rational manner, For example, federal

regulation of minimum wage levels is said to have had such

69, Op, cit., pPpP. 5 = 7 .



an effect upon the efficiency of southern manufacturers.7°

Von Mering decided that such non-economic behavior should
not be called tax shifting in the proper sense of the
word, slince general principles to cover them cannot be
c3.eveloped.'71 Obviously unknown and probably unknowable
varlables, non-economic in character, are of importance
in determining the equilibrium of the economic unit under
conslderation. Nevertheless, if the adjustment to the
new equilibrium results in the transfer of losses, 1t
does fall within the category of shifting. The fact

that other than economic conslderations may enter in
should not govern our definition even though the tools

of preclse economic analysis may be inadequate to cope
with them. Monopolists who were not maximizing profit
before the imposition of a tax, elther because of fear
or regulation, will often feel justified (or be permitted
to do 8o by the utilities commission) in increasing
prices to recoup the tax loss; Such information, though
devoild of the elegance of rigorous theorizing, is very
useful, and is employed in the same way as other tax
shifting conclusions, Further, in most inductive stud-
ies i1t would be impossible to distinguish shifts, wholly

economic in character, from those embodying non-economic

70, Cf. Shister, Joseph, The Economics of the Labor
Market, p. 328,

71. Op. cit., p. 119.
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varlables,

Closely related to thils broblem, although not neces-
sarily the same, 1s the case of oligoply. Here estimates
and predictions of” the policies of rivals play a crucial
role. Taxes add further variables to an already complex
sltuation, Td exclude the transrersvor burden 1in such
cases from the éhifting concépt merely because of the in-
adequacies of current techniques of analysis would not
only be foolish, but would preclude the use of the concept
in the very large and important areas of manufacturing,

merchandising and mining,

The Problem of Capitalization Most recent writers ex-

clude the capitalization (or amortization) of taxation
from their conéepts of shifting, Seligman contends

"There 1s, therefore, a marked difference between shift-
ing and capitalization, If a tax is shifted it cannot be
capitalized; if a tax is capitalized, 1t cannot be shifted.
Shifting and capitalization are in reality opposite, not
complementary conceptions".”2 Although he admits that
capitalization might be considered a form of backward
shifting, he holds "The difference between his (the one
who capitalizes) case, however, and that of the dealer

who shifts a tax on commodities back to the producer: 1s

72, Op. cit., p. 5.
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that, in the latter case, the tax 1s levied only once on
a commodity destined to immediate consumption, while in
the former case a whole serlies of payments is levied on
& durable commodity. In the one case we have the shift-
ing back of a single tax; in the other case we have the
throwing back at once of a whole series of taxes", 79
Von Mering obJjects to "series of taxes" standard and
points out that "It is sufficient that payment is still
tb be_made and that the obligation to pay rests with the
owner".74 He then adds non-shiftability as an addition-
al criterion for capitalization. This, however, does not
tell us why capitalization is not shifting.

| Although we agree that capitalization is an effect
and should not be incorporated into the shifting concept,
our reasoning is somewhat difrerent. A producer who at-
tempts to shift a commodity tax to the consumer is fre-
quently restricted in his abllity to do so by the de-
crease in effective demand as price rises. 1In effect,
the refusal of some concumers to pay a higher price ii
in reality a refusal to have the tax shifted onto them.
This consideration applies with equal force in the case
of capltalization. The buyer or‘a plece of land who re-
duces his demand price by the amount of the capitallzed

75. _Op. cit., p. 225,
74, _Op, cit., p. 98,
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value of the "tax 1s refusing to have the tax burden
transferred tc him when title to the property passes.
Thus capitalization is a result of the unwillingness of
buyers to permit a shift; it is not shifting. Conse-
quently it is quite true that a tax will be capitalized
only to the extent that it is not shifted.

Conclusion

In concluéion let us briefly review the definitions
which will be employed in this study. In the £irst place
the consequences of taxation are not considered as a
single category, but the usual incidence-effect break-
down is employed, This will contribute to an effective
adaptation of the tools of analysis to the uses, both
educational, academic, and practical, toward which this
type of inquiry is directed. Departing from traditional
lines, our definition of incldence does not confine the
extent of the incidence concept to the amount of revenue
realized by the treasury, but includes all economic loss
suffered by those upon whom the tax is levied or onto
whom 1t is shifted. In order to make the distinction be-
tween incidence and effects meaningful, that part of the
total process of adaptation of the economy to the im-
position of a tax which 18 to be considered shifting was
demarcated. This was done by limiting the shifting pro-

cess to producer reactions, and to the distribution of
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losses. Therefore, consequences flowing from the altered
consumption expenditures of tax bearers and benefits en-
Joyed by some on account of the tax are considered effects,
not part of shifting and incidence. Thus, the incidence
concept emerges as the total economic losses of those
upon whom a tax is levied or onto whom it has been trans-
ferred by adjustments within the process of production,
The mechanics of these adjustments constitute the concept
of shifting. Effects designate all other consequences of
taxation including the results of altered consumption
patterns of tax bearers and any benefits which a tax

might confer,



Chapter III

THE CONCEPTS AND METHODS OF PERSONAL INCOME TAX
INCIDENCE ANALYSIS

At the present time the theory of the incidence of
a personal income tax 1s in a state of transition. Re-
cent contributions to the literature of this field have
made the older view, that such a tax could not be shift-
ed, untenable, Nevertheless, their implications have not
as yet been fully appreciated, and their content has not
been integrated into a new comprehensive theory. As a
result most current treatments of this subject are inde-
cisive and equivocal, Statements to the effect that this
tax offers great reslistance to shifting, or that the tax
is usually unshiftable, except under some special circum-
stance, are now common, It 1s, therefore, clear that a
reformulation predicated on a fundamental understanding
of the nature and consequences of the income tax would
be desirable. A convenient starting point in the quest
for this objective is to be found in a brief critical re-
view of the traditlonal thebry. In the process avenues
to a new and more comprehensive theory will become

apparent,
The Traditional Theory of Income Tax Incidence

The traditional theory held that an income tax, un-



less 1t reduced living standards below & minimum, could
not be shifted. This conclusion was based upon two prop-
ositions, First, it was assumed that no forward shifting
was possible because the tax levies upon consumers who,
eince they are not at the end of the chain of business
transactions and have no one at a further stage onto whom
the burden might be transferred, must bear the tax.
Second, it assumed that personal income, above a minlmum,
is an economic surplus. Hence a diminution of inconme,
occasioned by the tax would not alter the supply of pro-
ductive agents offered by the taxpayer, and, therefore,

no backward shifting possibilities could exist.l

1. Seligman, who wrote before general income taxation
had taken on great fiscal significance, and who did not
conslder most exlsting income tax statutes as taxing
pure income, expounded the traditional position. "In
those cases, indeed, where the tax is levied on pure in-
come in the strict economic sense,the tax 1s substantial-
ly a tax on economic rent, plus a tax on proflt, plus &
tax on wages. Now, the tax on economic rent and on net
profits cannot be shifted; and, therefore, &s regards all
members of the community except wage earners, a tax lev-
ied on pure income tends to stay where it 1s imposed. So
far as the lowest incomes are exempted from the tax, the
tendency would also. be for the income tax on the laborers
to stay where it is put., But, even in such cases, there
is no absolute certainty that the income tax will not be
shifted. In actual life, of course, as we very rarely
find a pure income tax or an equal income tax, we cannot
safely rely on the complete non-transferability of the
tax., Nevertheless, to the extent that the tax may be
considered one on surplus, rather than on margin, the
chances are that the tax will remalin where it is origi-
nally placed,* Seligman, op, cit., pp. 386 - 387.
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With the first assumption little objection can be
raised. Although altéred.consumer expenditures produce
effects which might be termed shifting, the definitions

employed in’this study and the majorlity of those used in

1. Although Seligman equivocates somewhat because of
his doubt that there can be a real income tax, the posi-
tion is clear, Personal:‘income, excepting the subsis-
tence minimum, is a surplus. This surplus 1s in the
hands of the consumer. When 1t is taxed, the levy 1is
upon consumers who are at the end of the chain of busi-
ness transactions and have no one at a further stage on-
to whom the burden might be transferred, They, there-
fore, must bear the tax. This position has for many
years enjoyed widespread acceptance. The following cita-
tions are typical., Kiekhofer, Willliam H,, Economic
Principles, Problems and Policies, 3rd Edition, 1946,

P. 792; Knight, Bruce W., Economic Principles in Practice,
Rev. Ed., 1942, p., 526; Meyers, Albert L., Modern Eco-
nomic Problems, 1939, p. 52; and Bye, R, T., and Hewett,
W. W., The Economic Process, 1952, p. 891, Further as
long as the tax rates are not confiscatory (100% or
over on the increment), the taxpayer will continue to
strive for his money income since income net of tax
will be maximized by maximizing income before taxes.
This latter proposition 1s inherent in the former.

Were the taxpayer to alter his income plans (by varying
the supplies of an agent under his control) on account
of the tax, then his income could not be correctly con-
sidered to be a surplus, since a surplus is viewed as

an excess over the payments necessary to bring forth

the product or service. Thus, the contention that per-
sonal income is a surplus in the hands of the consumer
necesgltates the assumption that the taxpayer will at-
tempt to reallze the same gross income as before the
tax, Few traditional writers explicitly state this is
an assumption, Most mention it as an obvious truth,
while still others are silent on the issue, thus making
the assumption implicitly.
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other yorka 1n‘the area do not consider reactions of
this type dg part of the shirting'procesa.2

The sééond assumption, that income is a surplus
and, therefore, that no aiterétion in the supply of pro-
ductive agents can be expected to take place, is, on the
other hand, not above criticism, Were this surplus con-
cept defined in a,surficientlyibroad manner, and were the
tax to impinge on the surplus so defined, then the trédi-
tional assumption would be satisfactory. Such a defini-
tion would necessarily conceive of the surplus as the
difference between the total want gratification received
by an individual and the total disutility incurred in
acquiring this want gratification, Th;e want gratifi-
cation, as will be more fully developed later, includes
in addition to the things money can buy such elements as
leisure, securlty, social prestige, and power, Just to
mention a few. Obviously it is this total net want
gratification which a rational individual will attempt to
maximlze, and a tax induced diminution thereof would not
reduce his incentive to continue this maximlzation. But
the surplus concept of the traditional theorist and the
income concept of the tax statute, 18 not co-extensive

with this total net want satisfaction, Rather it is

2. See Seligman, op, cit., pp. 387 - 388, on this point,



money lilncome, or money income plus any payments in kind
which might be rébeivea. Thus the usual concept of sur-
plus depicts only part of the total want satisfaction.
Moreover the disutility elements incurred in realizing
money income are completely ignored. Certain‘aSpects of
want satlisfaction not purchased directly with money, for
example 1eisure; securlty, and pleasant working conditions,
also receilved no consideration from either the traditional
theorlst or tax collector. It is clear, therefore, that
only some of the many elements which an individual will
weigh in determining the disposition of productive re-
sources under hls contfol are given recognition., As a
- consequence of this partial analysis the older theory can
no laénger make claim to general applicability,

The income tax reduces only the money income ele-
ments in the total net want satisfaction picture. As a
consequence, the elements not procured directly with
money income become cheaper in the relation to the things
which money income makes available. Further, since total
net want satisfaction, broadly concelved, would embrace
cdnsiderations involving the distribution of want satis-
faction between current and future time periods, these
relationships, too, ¢ould well be altered by an income
tax. Therefore, if the relationship between parts of net

want éatisfaction are changed by the tax, the possibility
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of a change in the individual's pattern of maximization
present itself, This could easily involve alterations
in the amounts of productive resources which he supplies,
Changes in the supplies of these resources which are agents
of production could bring about alteration in their prices
and the prices of things they produce. These price: chang-
es could well transfer all, or part, of the burden of the
tax. In other words such a process would be shifting,
made possible by the non-monetary net real income elements
and the time distribution of income factors. Although
these non-monetary elements and time factors are not in
themselves shifting, they are avenues to shifting until
recently neglected in the theory of income tax incidence.
Where does this leave the traditional surplus con-
cept and its conclusion of non-shiftability? What was
formerly a general theory now becomes only a special
case in the new theory. If on account of rigidities in
the individual's preference pattern, the post tax eqhi-
librium would result in the same gross money lncome, then
his supply of productive resourcée would remain unchanged.
This case may frequently be'encountefed in real life, es~
pecially in the .short run and in instances of pure econom-
ic rent, ‘However, 1t is sufficlent for our purpose to
point out that this is but one poss;bility among many,

On the other hand, it 18 mandatory that the proponents



of the traditional school, if they desire to claim general
validity for their conclusion, prove that this 1s the only
possible situation, Such-a proof has nqvefrbeen attempted,
and, if 1t were, ﬁdﬁld undoubtédly meet with.failure, For
this condition to be general the supplies or'éll:agents
both in the short run'add the long runkwbuid’have to be
perfectl& inelastic. Therefore, the traditidnal doctrine
can be seen to rest on an absurd aasumption. )

This entire diacussion can be resolved into one ~,;._
simple point, Even the t:aditional writers freely ad-
mitted that an income tax'which discriminated by taxing
income in some occupations more heavily than in othere
could be shifted. What they falled to see was the gen-
eral income tax, with ldentical :ates‘fpr all sources of
income, also discriminates because the*impqrtande of
money income in the want‘satisraction“pidtdres of differ-
ent 1ﬁdiv;duals varies. Thus the tax discriminates ..
against those who assign greater imporﬁance to money in-
come and the things 1t will buy, and in favor of thoss
who emphéeize non—mdnetary factors more hé&vily."Fof ex— . .
ample, let us assume that two individuale have the same
net want satisfaction. One earns one hundred dollars peri’
week and works rofty hours, The other earns»seventy—five
dollars, but works bnly thlrty hours. The additional ten

hours of leisure compeneate him for the twenty—rive dol—
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lar per week less money income, The income tax will levy
more heavily upon the man earning one hundred dollars,
desplte the fdct that the net want satisfaction of the two
prior to the tax is identical. It might, therefore en-
courage an alteration of the number of hours worked and‘
thereby induce shifting. In addition, and even more im-
portant, the tax most certainly discriminates against the
money income portion of total want satisfaction. Thus
even though it d4id not dlscriminate as between individuals,
1% would alter their resource subply decislons and in-
duce shifting. Hence, the income tax discriminates 1in

two directions; between individuals with differing want
satlisfaction pétterna, and between the components of net

want satiafaétion itself,

The Basis of a New Theory of Income Tax Incidence

[}

Becausé it discriminates against money income and
in favor of income elements not procured with money, and
because it may alter timing relationships, anylincome
tax which uses as 1ts measure the flow of money or money
and commodities and services received in kind, may be
ehifted’ It is through a study of the altered relation-
ships which this dlscrimination produces, that the new
theory will be developed. The basis of this theory will

neceesarily be those elements in the total net want satis-
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faction picture which stand as alternatives to current
money income. To non~-monetary elements already mentioned
one further category should be added because of the na-
ture of most income tax laws., This category includes
sources of real income (commodities and services) which
are tax free. Although this category might be considered
merely a speclal class of non-monetary elements it is
treated separately for two reasons. First, the qualita-
tive characteristics of the tax free real income sources
are drastically different from what we previously have
called non-monetary elements of want satisfaction., Sec-
ond, while the tax free real income sources might prac-
tically be subject to income taxation, our non-monetary
elements would present formidable obstacles to the tax
collector. Although a tightly constructed tax statute
could eliminate the great majority of these elements,

S Thus there are

leglslators have not chosen to do so.
three basis of shifting; (1) the non-monetary elements
of total want satisfaction, (2) the timing factors, and

(3 ) the untaxed sources of real income,
.The Non-Monetary Elements .

The non-monetary elements of total want satisfac-

tion are alternatives to money income which maj be sub-

5. The traditional theory would admit diserimination
and, therefore, the possibility of shifting here.
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stituted for money income should realizable money income
vary, If net money income declines because of tax, the
individual might choose to substitute more of these non-
monetary elements in place of part of money income, or

visa versa, The non-monetary factors are as follows:

Leisure If a man works, time is consumed - time which
otherwise could be devoted to whatever enjoyment he
might select, Herworks in order to obtain the money in-
come and the thinéé it ﬁill buy, but in the process fore-
goes the want sapisfaction,yhich leisure could provide,
In maximizing his total net want satisfaction he strives
to achleve a optimum balance between leisure and the in-
come derived from labor. Theoretically he would so dis-—
tribute his time that thevmarginal utilities of the last
increment of leisure and the money income derived from
the last increment of working time would be equal, An

income tax, obviously will influence thils relatlonship.4

Favorable Conditions of Employment Usually within the

same non-competing group of those occupations which offer
more favorable conditions of employment pay less than

those which are not so favorable., The higher wages in

4, Many recent writers including Von Mering, Boulding,
Groves and Black have recognized the importance of the
alternative relationshlp between lelsure and money
income,
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the latter case are viewed as a compensaﬁion for the less
proplitious conditions of labor.® Thus the individual may
forego favorable working conditions for money income, or
he may elect favorable working conditions in place of
money. The two are alternatives and the individual chooses
between them, Among these favorable conditions the follow-
ing are examples; a ciean and physically attractive work
place, physical safety on the Job, good possibilities of
advancement, proximity to business, shopping, or recrea-
tlonal centers, congenlal fellow-workers, security and

stability of employment,

Financial Flexibility Lord Keynes has pointed out the

investor's desire to hold assets in liquid form, and,
therefore, interest 1s pald, in part at least, to induce
them to forego liquidity. The advantages of liquidity
are those of freedom of financial movement on quick notice
without a loss on the disposition of currently held as-
sets, and avoldance of declines in the value of assets
held due to increases in the interest rate. At the pres-
ent time higher rates of return are paid on less liquid
investments to compensate the loss of liqulidity. Thus

liquidity and income from investment are substlitutes, and

5., oSome writers refer to these differentials as appar-
ent rather than real,
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the individual seeks the best possible balance between the
two. Agalin the tax may upset the balance by reducing the
net compensation received for foregoing liquidity.

Financial Security Closely akin to and at times indis-
tingulshable from the desire for liquidity is the desire
for safety of invested funds,® Higher monetary compensa-—
tion 18 received for foregoing safety when funds are in-—
vested. This is ncessary to induce investors to give up
the peace of mind and sense of well being that a secure
portfolio provides. Therefore, safety and money income
from invested funds are alternatives and the investor will
balance these elements in formulating his portfolio policy.
The income tax which levies upon the return from risk
bearing and not upon safety can quite easily upset this

balance,

6. ©Some obJection might be ralsed to the distinction be-
tween lliquidity factors and risk elements. Admittedly they
are closely interrelated since risk in part accounts for
the desire for liquidity. The danger of ultimate loss of
principle and non-receipt of income is not the same as
the possibility of suffering a loss due to forced sale
under unfavorable circumstances or temporary value de-
clines occasioned by increased interest rates. A secur-
ity may be entirely safe and yet not liquid in the tech-
nical sense. For example 3% government bonds might fall
to 95.because market rates have advanced to 4%, The bond
is then not liquid since it cannot be sold at acquisition
cost. Nevertheless, 1t is entirely safe in that there is
no danger whatsoever that the government will fail to
meet interest payments .or repay principal at maturity.
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The Timing Factors

A reasonably mature individual's conception of total
net want satisfaction would not be limited to the immediate
present. Neilther would it be confined to the calendar or
fiscal year of the tax collector, As a consequence the
individual balances current against future want satisfac-

tion. Two aspects of this problem are important,

Consumptign Versus Future Money Income One of the reasons
for foregoing curgent'éqﬁsumption is to realize interest
from the investment of savings. In balancing the distri-
bution of current income (after tax, should an income tax
be in éfféct) the want'éapisraction to be derived from
expenditures;oh consumers goods 1s welghed against the
advantages of future income. The income tax will not
bear upon the consumption expenditures but will reduce

the net return anticipated from invested savings. Hence
the tax may alter the manner in which current net income

will be distributed between consumption and saving.

The Utilization of Exhaustible Resources Some individ-

uals own exhaustible natural resources., Frequently they
can control the rate at which these resources are de-
pleted. This rate of depletion determines the distribu-

" tion of their 1ncomes over time. On the basis of their



valuations of present, near future, and more remote future
income this distribution and, therefore, the rate of de-
pletion will be determined, Income taxation, both current
and levies expected in the future, are necessarlily taken
into consideration in formulating the resource utiliza-
tion plan. That the presence of taxation might induce a
plan different from that which would be formulated in the

absence of the tax is apparent,
Untaxed Income Sources

As pointed out above income tax statutes usually
levy only upon money income or money income plus payments
in kind, Obviously other sources of real income are
available. A man can raise a garden, repalr his house,
and wash his car, and in so doing receive real income not
subjJect to tax. His wife can work as & housewlfe or make
clothing for the family and pay no tax on these import-
ant real income servicea.7 In addition some pensions are
tax exempt. Thus untaxed sources of real lncome &are
available as alternatives to earned money lncome which is
subject to tax, ‘

Thus 1t is: evident that the standard of living,

total net want satisfaction, is composed of may elements.

7. Kuznets has estimated that the services performed in
the home 'by housewives in 1929 was worth twenty-three
billion dollars. National Income and Its Composition,
1919-1939, II, p. 433. '

-
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Money income plays but a partial role in the total plcture.
The other elements which are not subject to income taxa-
tion stand as alternatives to money income. Since the
income tax upsets the pre-tax balance between these other
elements and money income, the possibility and probability
of shifting is clear.

Types of Reactions to Income Taxation

In the description of the basis of the new theory
1t was pointed out that the tax would alter the prevall-
ing optimum balances between money income, on the one
hand, and the other elements of total net want satlsfac-
tion, on the other. The difference between the pre-tax
and the post tax positions of equilibrium, it was indi-
cated, could entail alterations in the quantities of pro-
ductive resources supplied, thus creating the possibility
of shifting. Three possible reactions can be distinguished.

The Rent Case As has been pointed out above, rigiditles

in the individual's want satisfaction pattern may result
in no change in the supply of productive agents offered
in response to a tax occasioned in reduction money income,
This would occur if the individual's resource allocation
plan were fixed over the range orvincome influenced by

the tax. This fixity could be psychological in origin,
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or could occur because the individual cannot control the
amount of resources which he will offer. For example,

he might have decided to work so many hours, no more no
less, or employment might be offered in fixed amounts,
Situations of these kinds are more likely to be short run
phenomena than long run, Over a perliod of time the |
psychological rigidity might break down, or a job requir-
ing a different quantity of work might be chosen. Over
the long period this case would probably  be encountered
only in instances of natural fixity of suﬁply.

The Income Effect An income tax reduces the amount of

money 1income which an individual retains, thus reducing
the quantity of goods which he can buy. The law of
diminishing marginal utility tells us that if the supply
of goods declines the marginal utility of these goods
rises, For this reason Professor Knight concluded that
the individual would offer more productive resources in
order to get more gooda.8 This 18 a very possible re-
action, If the tax so reduces money income as to
Jeopardize the standard of 1living, an individual will be
motivated to forego other elements of total net want

satisfaction in order to restore money income, This

8, Knight, Frank H., Risk, Uncertainty and Profit,
pp. 117 - 118,
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reaction shall be called, using the terminology of J. R.

Hicks, the "income erfect",”

The Substitution Effect A reduction of money income not

only entalls less command over goods in the exchange pro-
cess, 1t reduces the cost of enjoying the other elements
of net want satisfaction., Since, in effect, the prices
of these other elements have fallen, there will be a
tendency to substitute them in place of the commodities
and services which money income can command, Agaln, fol-
lowing Hicks, this shall be called the "substitution ef-
fect", These two effects are operating in different di-
rections, the income effect to lncrease the supply of re-
sources, the substitution effect to increase the enjoy-
ment of other elements thus decreasing the supply of re-
sources. The influence of an income tax on the individ-
ual's supply of productive resources will, therefore, de-

pend upon which of these effects predominates,lo

9,  Hicks, J. R., Value and Capital, See Ch, 1l. Note
that the term “income effect", as employed in this study,
refers to money income and not total want satisfaction.
10, Lest there be any confusion as to the types of re-
actions described by the terms income effect and substi-
tution effect. Let us recaplitulate exactly what 1is
meant. The income effect describes the reaction of an
individual who increases the amount of resources offer—
ed when net return for supplying them declines, For ex-
ample in response to lower net wages a worker may attempt
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An answer to this critical question can be framed in
terms of relative marginal utilities, If in the post tax
sltuation the marginal utility or.an increment of money
income after tax, expended as the individual sees fit, ex-
ceeds the marginal utility of the corresponding increment
of other want satisfying elements, then he will increase
his supply of resources, If, on the other hand, the mar-
ginal utility of the increment of the other elements
should be greater, then money income will be foregone and
they will be enjoyed. But under what circumstances might
each of these conditions be expected to obtain.

Employing the diminishing utility principle, broad-
ly, l.e. as income rises the marginal utility of goods
acquired will fall, tentative conclusions can be reached.
Among lower income groups, whose expendltures are largely
directed to necessitles or near necessities, the marginal
utility of increments of money income will be high, while
that of other elements will be relatively low. As we

10. to work longer hours in order to restore his money
income. By the same token, an individual whose reactions
are dominated by income effect considerations will supply
less resources at higher rates of renumeration, Thus in-
come effect dominance indicates negatively inclined factor
supply schedules for the individuals in question,

The substitution erffect describes exactly the opposite
reaction pattern. More resources will be supplied at higher
net rates of return, less at lower. It therefore indicates
positively inclined individual supply schedules,
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move on to higher 1ncohe‘lévels, the marginal utility of
money income would be expected to fall at the same time
that the means of enjoying one's leisure and other want
satisfying elements become more plentiful. Hence the sug-
gestion can be proffered that at low income levels the in-
come effect will dominate, and that as higher income levels
are considered the substitution effect will become lncreas-
ingly important, finally becoming the controlling factor.ll
Little inductive evidence is available on this subject but
that little supports our conclusion., Senator Douglas
found the supply curve of industrial workers to be nega-

tively inclined, which means more labor supplied at lower

wages.lz This is, of course, the income effect,

Shifting Possibilities Conclusion regarding shifting

are now possible. Should the entire market for an agent
of production be comprised of individuals behaving in the
manner depicted in the rent case, or should the income and
substitution effects perfectly offset each other no change
in the supply of the agent would occur and no shifting
would be possible. Should income effects dominate substi-

tution effects, the supply of the agent would increase and,

11, This generalization does not preclude substitution
effects at low income levels and income effects at higher
levels. It merely indicates the most proba&ble pattern,
12. Douglas, Paul, The Theory of Wages, Ch. XII.
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under free market conditions, its price would fall. Not
only there would be no shifting but the incidence upon the
group would be reinforced. Should substitution effects
dominate income effects in the market for the agent, then
the supply would fall and price would rise. Thus substi-
tution effect dominance is the shifting case., It must be
emphasized that the presence in the market of individuals
who do not vary the amount of productive agents they sup-
ply does not preclude shifting. As long as substitution
effects dominate income effects there will be a net

diminution in the supply of the agent.

Offsets to Shifting Throughout the subsequent discussion

the term, offsets to shifting, will be employed. Since
shifting is occasioned by a decrease in supply, offsets

to shifting necessarily refer to alternate sources of sup-
ply which can counteract the tax occasioned reduction,
Thue an income effect which increases supply can "offset®
the tendency to shifting which can be expected should a
substitution effect be presént.

The Method of Analysis '

The Indifference Curve Technique The énalysis of the

inclidence of the income tax presented to this study will
employ the indifference curve technique as the primary

device of exposition, Aé‘is customarlily the case curves
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will be drawn which depict eduivalent combinations of two
variables. In Figure 3 (page 85) lelsure, which in the sub-
sequéhce discussion shall be used as the example of the
elements of total net want satisfaction other than money
income, 1s measured along the Y axis. Money income, which
basically should be interpreted as representing the things
which can be procured with money, is measured along X.
Each indifference curve represent & series of combinations
of lelsure and money income which yield the same gratifi-
cation to the individual, The curves are necessarily con-
vex to the origin. Were they drawn in any other manner no
combination of leisure and income would be preferable to
all leisure or all income. Such a condition would not
only be unrealistic; it would in the lelsure-income case
be impossible.

Each negatively inclined straight line showe all of
the possible combinations of leisure and income at a given
rate of pay. At higher rates of pay the income possibility
lines will be less steeply inclined since more income will
be realized for the same amount of work, There will be an
indifference curve which»will be tangent to each of these

1ines.l® This will be the highest iﬁdifference curve at-—

13. This assumes & regular indifference curve pattern.
Although S~shaped convolutions of the indifference map are
possible, their occurrence 1s likely to be so rare and oc-
casioned by such odd behavior pattern that such cases are
not considered. .



tainable at that wage rate, hence the tangency polnt depicts
the individual's distribufioh of choice between lelsure and
income. It wé connect thé tangency points éorresponding

to various net rates of renumeration, we devglop the Lels-
ure- Income Relation line which shows the-distribution
between income and leisure at a series of wage levels.

While the income effect dominates the curve rises ghowlng
more leisure 1s preferred at higher pay lévels; when the
substitution effect 1s étroﬁger the curve falls deplctling

less lelsure at higher rates.14‘

Possible Indifference Patterns The Lelsure-~Income Line

drawn in Figure 3 shows an inltial lincome effect followed
by & substitution effect. Although such a pattern 1s
probably typical of an individual of mature tastes, 1t
may not apply to those with a less well developed appre-
ciation of the means of enjoying life, In the latter
case an income effect could prevail throughout, or the
curve could flatten at higher wage levels. But in all
cases an income effect will dominate at low income levels.

There i1s some level below which lncome cannot fall if the

14. 1This curve 18 in effect the price consumption curve
of leisure. It is by no means to be considered an in-
come consumption curve since lncome and leisure are di-
rectly related, i.e., the price of leisure is the amount
of income foregone.
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individual is to survive, and some amount of leisure
which is indispensable. In Figure 3 this is assumed to be
$1000 of income and four hours of leisure, and is called
the irreducible minimum. At these mihima, depicted by I1,
lelsure and income are no longer substitutes, but comple-
mentary, At levels of income and leilsure close to the
irreducible minimum this complementarity will continue

to dominate the pattern; thus the curves will be shaped
like the letter V with a slightly rounded point, As can
easily be seen from Figuré 3, such an indifference pat-
tern will yield a rising income leisure line,

A higher.income and lelsure levels the element of
substitutibility plays a more important role, and the
income~leisure line may fall, This would indicate a wider
apprecliation of the things money can buy, and can be ex-
pected to be found among those of higher income and ed-
ucation, Althéugh the validity of this conclusion may
not be apparent at first glance, it rests upon sound anal-
ysis., As income rises the price of leisure in relation
to other goods also rises, Once the pressure on living
standards if off, a substitution of the relatively cheap-
er goods which money can buy for the relatively more ex-
pensive leisure would loglcally follow, assuming the in-
‘dividual knows how to make this substitution. Those of

higher income and education are usually more familiar
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with the varied opbortunities for expending money income,
and, therefore, can be expected to make the substitution.
Needless to say this cannot continue indefinitely because
there is some minimum of leisure, not necessarily the
physical irreducible minimum, below which they will not
go. At this leisure level the curve would become flat and
thereafter might even rise, The individual of restricted
tastes, usually.found in the lower lncome brackets, may
not know how to effectively substitute the things money
can buy for leisure., Therefore his income leisure curve
may continuously rise or rise to a certain level and then
become horizontal,

This income-leisure curve, naturally, will not be
the same for all individuals, Those who have become ac-
customed to higher living standards will consider a wider
range of goods to be necessities., Thus their curves will
not reach a peak at incomes as low as those who have not
80 developed their consumption habits. Any individual'ls
curve can change with the paessage of time, depending how
his concept of necessity matures. Some curves might
have more than one rising or falling phase, which would
indicate that the individual would be able to simultane-

ously contemplate more than one range of living standards, 1%

15. Somers implicitly assumes this when he draws a double
reversing supply curve for individual labor, op., cit., p.177,
Figure 4, He does not employ the indifference curve tech-
nique.
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This, however, seems more likely to be the exception rather
than the rule, since most people tend to reason ln terms of
their existing experience and living standards, thelr ideas
of projected behavior at other levels being more fanciful
than concrete. Should a new level be realized, then 1%
is much more likely that a new pattern would be established
rather than adherence to some preconcelved rorhulation.
Only in instances where rapid transitions of living stand-
ards had recently transpired could this dual contemplatlon
be anticipated. Therefore, we will consider the curve with
the single rising and a single declining phas to be typical,
Certain Specialists have pointed out that a bias in
favor of a fixed Quantity of leisure exists, If the usual
working day is eight hours many, 80 this line of reason-
ing goes, workers will want to work eight hours, no more
no less, an@xehjoy sixteen hours leiéure.l6 This would
be depicted graphically by angular indifference curves
and a flattening of the income leisure line, Although
this biés undouﬁtedly does exlst for some individuals, it
is probably not as widespreéd as some might believe, Most
people, who db so, work eight houré per day because employ-

ment is offered in eight hour packages. Absenteelsm,

16. Schwartz, Ell, and Moore, Donald A., "The Distorting
Effects of Direct Taxation - A Revolution', American
Economic Review, March, 1951, pp. 142 - 143,
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tardiness, and desire for overtime, testify to frequent re-
sistance to the size of the package by the more bold dis-
sidents. Further more real substantive lelsure does not
begin when the formal working period ends, but rather when
the worker arrives home or wherever he goes after work,
Thus fhe leisure preference may be expressed through seek-
ing proximate rather than remote employment., Hence the
typical individual shall be considered as one who will at-
tempt to vary his hours of leisure in response to income
changes,

Although not specifically included in the subsequent
discussion, intensity or'effort while on the Job could
similarly be apalyzed, and cpmpgrable conclusion should
be attainab;e.i“This would be particularly true of workers
paid on a piéce rate or bonus basié; or those who might
securefpromotion'or salary advancehenté as a consequence
of increased pfdductivity. Thi; reasoning would only lose
_ forceu;n_tposg instance§ in which g;eater-on—the-Job—output
involves AO'undué extra strain or dispieasure for the

worker.

Time Periods and the Indifference Pattern The individual

may well have a different indifference pattern in the long
run than in the short run., In the short run existlng con-
ditions, imposed by past developments, would be an import-

ant determinant, whereas in the long run the individual's
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basic preferences would dominate. For example, the individ-
ual in the short run may be in debt or have a son in school,
He would, therefore, have to bear these obligations in

mind in making his immediate or near future decislions. Over
the longer period these temporary problems wlill be passed

and more basic preference will come to the fore.

The Diagramatic Depictation of Income Taxation It has al-

ready been demonstrated that a negatively inclined straight
line designates the income possibilities avallable to an
individual at given rateé of pay. Income taxatlion reduces
the net income possibilities. Therefore, the net income
possibility line, ohce an income tax is imposed, will lie
to the left of the pre-tax line. The poéition and contour
of the post tax line will depend upon the aqount and type

of tax,

Proportional Income Taxation A proportional income tax

reduces net income by a constant pefcentage amount, If the
tax be 25%, the individual recei%es ohlyléeventy—rive cents
out of each dollar that he earns. Therefore, hls income
possibility curve after tax will be a straight line occupy-
ing the position of a line which would represent 75% of his
pre-tax rate of pay. In Figure 4, K L deplcts the individ-
ual'’s gross earning power, K A shows hls net income pos—

sibilities with a 25% proportional income tax, K B and K C



-90-

indicate the same with tax rates of 50% and 75% respective-
ly. If is clear that it is the income possibility curve
net of tax that is of importance to the individual.l? The
distribution of money income and leisure, our example of
elements other than money income, which he will choose will
be determined by the tangency of the net income line with

an indifference curve,

Progressive Income Taxation A progressive income tax 1ln-

creases in rate as incomerises. Therefore, the realizable
net income per increment of money income declines as income
increases. Typically, progressive tax statutes provide for
bracketing and allow some amount of lncome to be exempt
from taxation. Figure 5 depicts such a tax. 'O A income is
assumed to be exempt from taxation. Therefore, over the
range of income from O to A the after tax line coincides
with K L the gross earning line. Income increments from

A to B are subject to tax at a given rate, Hence the after
tax line departs from K L and slopes downward more steeply
-than K L. In the B to C bracket the increment rate is
higher, and the realizable income line slopes even more
steeply. In the bracket of income over C, which is the
highest bracket this individual could enter, the increment

17. An exception to this conclusion is found where income
before tax is used as a measure of soclal prestige or
power,
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rate is still higher and, therefore, the slope of realizable
income curve is greater than in the B to C bracket. Were
the tax of a continuously progressive type, rather than a
bracketed tax, the after tax income curve would be smooth
in contour and concave to the origin, Because of adminis~
trative difficulties such & tax is of theoretical interest

only.

Regressive Income Taxation A regressive income tax levies

upon successlives, or bracketed, increments at successively
lower rates. Therefore, the after tax income curve would
become less steeply 1ncliped as income rises. In Figure 6
such a tax is 1llustrated. The O A 5racket is most heavi-
ly taxed. From A to B a lower rate prevails, and from B

to C a still lower rate is in force.
The. Measurement of Income Tax Incidence

Beforé.proceedingAto analyze the shifting and in-
cldence of the income tax, it is advisable to specify how
our concept of incidence applies to the taxpayer. It will
be recalled that the definition employed in this study em-
braces total losses and is not limited by governmental re-
celpts., Although not specifically pointed to this defini-
tion, attempts have been made to determine the "excess bur-
den" of certain taxes. Following Marshall's suggestion

that commodity taxation reduces consumer's surplus by more
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than gross tax yield,l8 M. F. W. Joseph formulated a graph-
ic presentation to measure this extra loss.l9 Her technique
was to show that a greater yield to government could have
been realized with no more loss to the taxpayer if an in-
come tax had been levied instead of the commodity tax. This
extra amount is the excess burden., Haskell P, Weld employs
the same approach to demonstrate an excess burden of income
taxation as contrasted with poll taxes.zo His reasoning

is as follows:

In Figure 7, (his diagram) O K represents the maximum
number of hours of leisure an individual might enjoy, and
OL thevlargeat income he could earn. He will select to
earn K F income because K L is tangent to an indifference
curve at P, Should & proportional income tax be levied,
the income after tax possibilities are now measured along
K Q. He will now earn K E dollars and keep K A dollars,
because K Q is tangent to an indifference curve at Q. The
government will A E Q R dollars. If the same amount of
money were taken from him by means of a poll (fixed amount)
tax, income after tax possibilities would be measured along

M Q. M Q is tangent to an indifference curve at S, This

18, Marshall, op. cit., p. 467.

19. Joseph, M. F. W., "The Excess Burden of Indirect Tax-
ation", The Review of Economic Studles, June, 1939.

20, Wald, Art., cit., pp. 582 - 587.
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is a higher indifference curve than the one K Q touches

at Q. Thus the poll tax would be less burdensome. If the
taxpayer were to suffer the same real loss as with the in-
come tax, V W could be ralsed by a poll tax because the
line N U is drawn parallel to K L and is tangent to the
same indifference curve as KX Q. Since V W is equal to

Q R, the tax take of the income tax, U V 1s the excess bur-
den. Waldfg v, which equals tax take plus excess burden,
does give us a money measure of the incidence of the tax.
The real incidence, of coufsgilis the difference in want
satisfaction of thg pogt tax indifrerenqe curve as con-
trasted with the pre-tax cufve{ Tﬁé problem is to trans~
laté thié real difference into money térms. Wald does

this by dréwing‘N U parallel to K L tangent to the post
’tax curve, In other words he measures the money differ-
ence between the curves under conditions of the pre-tax in-
=éome—1eisure price relationéhip. This is in the finest
Hicksisn tradition, in that Hicks employs this technlque

to demonstrate that commodity price changes are tantamount

to income variationé.zl

However, this procedure which is
based upoh the pre-tax relationships and applies them to
the post tax aituatibn,'is but one of several possible

means of measurement. The money difference between the

-

21. Hicks, op. cit., p. 3l.
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5

curves at any 1eisure'1eve1 might be measured, or the money
difference between palrs of llke sloped tangents of any
slope might be determined. The 1ssue of which device to
employ becomes one of utility and'reasonablenees.

~ In Figure 8, after the imposition of the proportion-
val income tax the individual is in equilibrium at Q. He
now elects oG houre of leisure and O E income -of which
he retains O D. This is,in ‘contrast with the pre—tax
equilibrium‘at P with O B leisure and O A income. Obvious-
ly a new 1eisure income prilce relationehip exists, Where
Wald draws (Figure 7) a parallel to K L tangent to Io, we
'could Just as eaeily draw a paraliel to K Q tangent to
Iy, and take our incohe reedihg. Thus, rether than extra-
polating the pre-tax relationship'into the post tax situ-
ation, we would be impounding the post tax relationshlp

7,.upon the pre-tax situation. Little basis of preference

between these two techpiques exists, except that the post
tax relationship 1s ﬁore current. However, the choice is
not restricted to these two alternatives.

7 After the tax O C of lelsure is being enjoyed and
only C Q net lincome ie being received This is the reality
.of the situation. 4The incidence of‘thentak would best be
viewed as such a figore~ﬁhat when added -to C Q the total

“'fwill lie on I;. In other words . the question.is asked,

how much more net income in the poet tax situation would

;be required to regenerate the pre-tax want satisfaction.

SN e
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If we extend C Q to I1, we find this amount to be Q S,
whlch exceeds the tax receipts, Q R by R S.22 fThis meas-
urement is decldedly superior to Wald's income parallel
technique. The latter is satisfactory in examining in-
come commodity relationship since both variables may pre-
sumably assume any value, and are not totally casually
related. But leisure and income are completely inter-re-
lated, and only certain leisure values are possible. Fur-
ther only incidence so designated, when added to post tax
income will invarliably yleld the want satisfaction depict-
ed by Il. To have an incidence value, that when added to
post tax income would fall on some other indifference,

would seemingly defeat the purpose of exact measurement,
- Alternative Techniques of Presentation

In this analysis of the influence of income taxation
upon the individual's distribution of choice between in-
come and other elements of total net want satisfaction,
of which lelsure is our example, the indifference curve
technique shall be employed. As pointed out above the
graphlic presentation will follow the form of Figure 3,
where lelsure is measured vertically and income horizon-
tally. Needless to say, other devices of demonstration

exist and have been profitably employed.

22, Hicks employs precisely this technique when measur-
ing consumer surplus, op, cit., p. 31l.
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‘Figure 9 illustrates the presentation of Von Mering.23
O U is. the ‘curve of. total utility derived from eoney in-
come; O D measure the total disutility;oi earning this.
money income. The equilibrium'of;the individual is realiz-
ed where the slope of O U equals the slope of O D. -The '
influence of the tax is ehown_bj a movement’of’o U. Figure
10 illustratee ajsimilarkpresentation,‘ekcept that the
. runotions depict marginal utility and dieutility rather
 then total utility and disutility. The latter has the ad-
vantage of wider populerﬂunderstanding ahd " easier visual
interpretation, since equilibrium is designated by the
interseotion of lines rather than equality of s8lope. ]
Neither of these techniques was selected for the rollowing
reasons. The utilitarian;approach has been aubjeoted to
serious criticism in recent years. Without going 1nto the
merits of this controversy it is sufficient to indicate
divided opinion does exist and, therefore, a less disputed
approach is to be preferred unless real value of expoei-
tion is lost.24 Secondly, the conclusions in regard to
work—leieure determination must be inrerred from the amount
of money inoome. " Direct presentation is preferable. Third’
‘the way in which taxation alters the utility of income

PR

runction must be independently determined and then super-

o
Ny

3. Von Mering, op, oit., PP. 102 = 111

24, 1In a later sectlon we do employ the utility approach
when 1t is felt that i1t does contribute significantly to
understanding the. issues involved. S ) _
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 imposed upon the graphs. Again direcﬁ'exposition would be
superior. Figure 11 illustrates thevpresentation of -

Somers,25

He merely draws a curve describing the amount
of labor an 1nd1§idua1:will'qupply at different wage rates.
The negatively inclined section of the Curve>1hdicatéé the
dominance of the income effect while the positively sloped
part depicts. .superiority of phe substithtion effect, Al-
though this approach is free 6f most of the objections
detalled against the utility technique it suffers from two
shortcomings. In the first place the work-wage choices
are assumed and not derived. Second, it is not well
adapted to considering pthér than proportional 1ncome
taxes, , | |

This rejection of alternativevtechniqueé-leaves us
with the indifference presentation which circunvents the
aforementioned difficulties. Here,khbwever, a number,ofb
possibllities present themselves. Figure 12 indicateé the
type of,indifrerehce map employed by Boulding for pur-
poses or'tax analysis.zs”"ﬁblreai objection can bé ralsed
agalnst his gfaphics, and they possess the merit of direct-
ly pres?nt;ng the work variéble. Mild objection might be

ralsed to the lessﬂépnvéntional form the indifference

55. Somers, Op. git.,‘pp. 172 ~ 178, :
26. Boulding, Kenneth, E,, Economio Analysls, Rev, Ed,
pp. 773 - 775, ; o
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curves assume, and the fact that some lines might extend
into the fourth guadrant, Figure 13 indicates the income-
lelsure graph with lelsure measured on X and income oan.
The income-leisure graph with leisure on Y and income on
X is adopted for but one reason, Of all the indifference
presentations on this issue it is by far the most widely
used, 27 Therefore, since little or no advanatage can be

gained by deviating, the welght precedent is followed.
Conclusion

In this chapter the theoretical bases of the new
theory of income tax incidence were presented, These
bases were found to be those elements of total net want
satlisfaction which wereVOVerlooked by the proponents of
the traditional theor&. These bases were categorized as
non-monetary elements, timing factors, and tax exempt
real income sources. Lelsure, pleasantness of employment,
liquidity, and financial safety, were cited'as non-mone-
tary elements; consumption—savings and resource depletion
decisions were enumerated as timing ractore, while work

as a housewife.or home gardener were examples of untaxed

27, For example, Von Mering, op. cit., pp. 111l - 114;
Wald, Haskell, P., "The Classical Indictment of Indirect
Taxation” QLarterly Journal of Economics, Aug. 1945;
Henderson, A., "The Case. for Indirect Taxation" Economic
Journal, Sept. 1945, -
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sources of real income. Since the income tax levies only
upon money income, & discrimination against money income
and the things it will buy and in favor of the other ele-
ments of want satisfaction arises. This could cause the
quantity of productive resources supplied to vary. Three
types of reactions were considered; the rent case where

no change in the supply of resources occurs, the income
effect which causes an increase in supply, and the sub-
stitution effect which decreases supply and thereby causes
shifting.

The technique of analysis to be employed in this
study relies primarily upon the use of indifference curves.
These curves, and the assumptlons underlyling them, were
explained as was the graphic portrayal of income taxes
upon the indifference diagram, The incidence definition,
developed in Chapter 1II, was given specific content as
the money difference between the pre and post tax indif-
ference curves measured at the post tax level of the non-
monetary element. It was pointed out that only such an
amount of money could restore the pre-~tax want satisfac-
tion. Finﬁlly alternative techniques of presentation
were reviewed, and the reasons for the selection of the

technique employed in this work were stated.
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Chapter 1IV.

PERSONAL INCOME TAXATION AND THE SUPPLY OF
PRODUCTIVE EFFORT

Having established the conceptual and methodological
framework of the analysis, attention is now directed to the
consequences of the personal income tax in relation to the
supply of productive effort (labor). A competitive factor
market 1s assumed except where a contrary assumption is ex-
plicitly stated. The analysis will be phrased in both short
and long run time periods, and shall proceed from individ-

ual to group conclusions,
The Self-Reinforcing Incidence of the Income Tax

Market The first case to be considered deals with an
individual whose earning powers are such that his income-
lelsure line is positively inclined throuéhout the rele-
vant income range, in other words the income effect is
dominant, As shown in Figure 14, wﬁere K L represent his
income pdssibilities at his current wage, he will earn O A
income and enjoy O M hours of lelsure since K L is tangent
to I at a point indicating these quantities, Assume that
a proportional 1ncomé:tax (graphed at 50%) is levied. 1In
the market perlod, described in Figure 11, he will copt1n~
ue to earn O A, but will only retain O B, A B, which equals
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the tax receipts, will be the market period incidence upon
him,

The Short Run However, this situation is not stable. K T,

the income possibility after tax line, 1s not tangent to an
indifference curve at X, Therefore, he will attempt to re-
adjust his post tax income lelsure proportions so as to
maximize his position. This will be realized at the point
Y in Figure 15 where K T is tangent to an indifference
curve, Io, This point represents O N leisure and O G in-
come of which O C 1s retained. - Under these clrcumstances
the tax receipts of the government would be C G and the in-
cidence C H, which exceeds d G by G H.

Whether this situation can in reallity exist depends
upon the response of other suppliers of the same productive
service. Should their reacfions be of such a nature as to
leave the wage rate unaffected, which would mean that his
income effect and the income effects of other suppliers |
would be counterbalanced by equal substitution effects,
then C H will be the incidence upon the individual under
consideration. -This would bé‘individualrshqrt run incl-
dence. ‘ ‘ A c

If, on the other hand; the response of .other depli-
ers did affect the wage rate, then further analysis 1s re-
quired. 1In Flgure 16 1t 1s assumed that all suppliers of
this productive service react in exactly the same manner

as our 1ndiv1dual. Theperore,has each tries to recoup in-



-106-

come by working more hours, the overall supply of the ser-
vice increases, and, assuming free market conditions, the
wage rate falls, This is 1ndicated in Figure 16 by a move-
ment from KL to KL', and from K T to K T'. X T' is tan-
gent to Iz at point Z which depicts O P leisure and O D
after tex income. The individual short run incidence an-
der these conditions would be D 8 which now greatly ex-
ceed government recelpts., Thus the group reaction to the
initial individual burden, A B, has been to magnify it by
S A, In order to simplify graphic presentation Figure 16
is drawn under the assumption of unit elasticity of demand
for the service, therefore, because of this assumption
gross income remalns the same as before tax,

To the consumers of this productive service (or its
producté) this reaction is quite fortultous., They gain as
a result of the lower wage. The nature and extent of this
gain can be illucidated by graphic presentation. Figure
17, unlike our income leisure graphs, is drawn to indicate
the individual's pattern of indifference between money in-
come and the productlive service in question. Money income
is measured along the Y axis and units of the service along
X. The line Y P, the slope of which reflects the price of
service, depicts the possible distributions which the in-
dividual consumer can make between income (other goods) and

the service in question., He will elect to consumer O A
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units of the service paying O C dollars therefor, because
of the tangency of Y P and I; at the point F. The imposi-
tion of the income tax upon the suppliers of the service
reduces the wage, and, therefore, the price of the seréice
to the consumer. This price decline is shown by a move-
ment from Y P to ¥ Pt. Because of the simplifying unit
elasticlty of demand assumption, which here is applied to
individual consumers as well as the group, the consumer's
price consumption curve is horizontal. Therefore, Y Pt
is tangent to an indifference curve &%t D, which deplcts
‘the same experiditure, O C, but a greater number, O B, units
of the service. The user has gained A B units, which can
be measured in terms of money as D E. 1

In Figure 18 other demand conditiohs are briefly
dealt with. The price consumption curve P C shows inelas-
ticity of demand. Here obviously, the loss to the supplier
and the gain to the user would be greater than in unity
case (AF A B and D'F 0 C). P C'' shows elasticity
of more than one which shows a reduction in the gain to
the user and the loss to the supplier,

As noted in the previous .chapter this dominance of

income_effectrmight be expected among lower lncome groups

A

1. The same technique of measurement is employed to de-
termine 'the money value of this bonanza as was utilized
to measure incidence, ' L
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whose limited incomes restrict their purchases to necessi-
tles and near necessities, and, who often lack an appreci-
ation of the broad opportunities for expending money income.
They, therefore, exhibit this reaction in order to strive
to maintain their customary mode of living, If the com-
petltive assumption is not realized in fact, they may be
frustrated in their attempts. Strong labor organizations
may prevent them from working more, or might, thr&ugh their
bargaining power, increase wages thus shifting part of the
burden. The latter would be done, except in inflationary
pericds, at the expense of employment, thus transferring

the burden to the unemployed.

The Long Run In the long run a number of possibilities

present themselves, In the first place the indifference
pattern of the individuals might change., After having ac-
climated themselves to a lower living standard the willing-
ness to extend themselves in order to restore a previous
standard might disappear. To the extent t?at this trans-
pired the self-reinforcing aspect of the tax would also
disappear. Second, as will be elaborated in a later sec-
tion, the number offering this particular productive ser-
vice may change., . More members ofvhouaeholds might seek
employment in this or other lines, or indi§iduals might

eilther move into or ou% br>this particular type of endeav~
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or. Black even envisions the possibility of tax induced
population changes over very long periods.2 Nevertheless,
conjecture concerning the latter possibility is beyond the
scope of this study. |

Shifting the Income Tax

The previous section dealt with the influence of the
income tax upon the supply of productive effort when the
income efﬁect is strongest. This condition could be an-
ticipéted were the tax to bear signi{icantly upon the cus-
tomary living stﬁndards Of iow or lower-middle income fam-
ilies. Attention 1s now directed to the case of those at
higher income levels where the brunt of the tax will usual-
ly impingé on elements less essential to exlstence. Here
the substitution effect wlill frequently predominate, which
is graphically depicted by the income leisure line being
negatively inclined as in Figures 19 and 20,

In Figure 19 prior to the imposition of the tax the
1nd1vidugl enjoys O N leisure and earns O A income, Im-
mediately after the tax is assessed he still earnsko A but
keeps only O B. A B is the market period incidence which
~ equals the receipts of the state.

The Short Run The point X on K T, however, is less favor-

‘able than Y. Therefore, the individual will attempt to re-

2. Op. cit., Ch, XIiI.
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duce the amount of service he supplies. If the actions
of other suppliers of the service are such that the wage
rate remains unchanged, he will arrive at the point Y.
Here he will earn O G and keep O C,'the government collect-
ing C G revenue. The short run incidence upon him is C H,
He will now be enjoying N M more hours of leisure. If, on
the other hand, all suppliers of the service react in the
same manner as pur individual, then the overall supply of
the service will decline. Under free market conditions
the wage rate would rise. This i1s deplicted in Figure 20,
where elasticity of demand of unity is once agaln assumed
in order to simplify graphic presentation, by a movement
from K L to K L" and from K T to K T'. X T' is tangent
to Iz at Z. The individual will still earn O A, because
of the unit elasticity assumption, and retain O B, but he
will be enjoying O P hours of lelsure which is M P more
than in the pre~tax equilibrium, but P N less than he
would have if the shift had not taken place. The short
run incidence upon him is B 8 which is slightly more than
the tax revenue but>considerab1y less than the pre-shirt
burden of A B,

The position of the user of the service is pictured
in Figure 21 which like Figure 17 is a product type of
graph. Before the 1mbo;ition of the tax he expended O C

income on O A units of the servibe. The price increase
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occasioned by the reduced supply of effort is indicated by
the movement of the price line from Y P to ¥ Pt. He now
still spends O C but recelved O B units of the service.
The incidence upon him is D E the money difference between
I and Ig at B, The consequence of demand elasticitles
other than unity are suggested in Figure 22, With a neg-
atively inclined price consumption curve, (elasticity of
less than unity) more money income, F D', would have been
expended on less units, O F, than in the unlity case,®
With the positively inclined price consumption curve
(elastic demand) less money, E D'', would have been ex-

pended on more units of the service, O E, than in the

unity case.4

The Long Run The long run consequences are agaln, as in

the case of reinforcing incidence, highly speculative. The
line of work in question may receive transferees from other
less fortunate callings and more than its proportionate

share of new workers. The possibility of this will be

3. Y Pt! indlcates the greater price rise 1f demand 1s
inelastic, and the intersection of P C'! and ¥ Pt'' the
smaller price rise if demand is elastic as contrasted
with the unity case,

4, The foregoing analysis was suggested by many presenta-
tions which appeared previously. Among these Wald, Art.,
cit., Von Mering, op. cit., pp. 111 - 114, and Black, op.
cit., Ch. XII, were most influential, However, all of
these go little beyond demonstrating the changes in the
individual supply of effort in the short run with the
wage rate flxed.
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examined shortly. This would offset part of the short run
shift. Should this not be possible the short run situation
would coincide with the long run., Further acclimation to
the new income-lelisure position could, after a period of

time, alter the entire indifference pattern.
The Influence of Progressive or Regressive Features

Thus far the analysis has dealt only with proportion-
al income taxation., It is, therefore, necessary to consid-
er the way in which progressive or regressive provisions
will influence our conclusions. Let us consider several
situations,

In Figure 23, K T represents the income after tax
possibilities with a proportional income tax, K P and
K R indicate the same for progressive and regressive ﬁax
statutes. It will be noted that the progressive tax is in-
dicated by a line of periodically increasing negative slope,
which depicts the higher increment rates of tax as income
enters successively higher brackets. The regressive tax.
line decreases in slope 1llustrating lower 1lncrement rates
in higher brackets. Figgre 23 18 drawn to indicate a sit-
uation where up until the point Z the rates are identlcal.

After Z the progressive and regressive features set in.5

5. This parallels the presentation employed by Bouldlng
to compare these types of income taxes. Op, cit., pp.
7?3 - 775. As noted above he draws hls graphs somewhat
differently.
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It can easily be seen that K P is tangent to an indiffer-
ence curve at a point C which represents more lelsure
than B, the tangency point of the proportional tax line
with an indifference curve, The point for the regressive
tax D, indicates less leisure. Since points B, C, and D
fall on Q S which is parallel to K L, tax receipts are
the same in each 1nafance. From this we could conclude,
as did Boulding, thaé the progressive tax reduces the sup-
ply of iaﬁbr to a greater extent thaq a proportipnal or
regressive tax.

This presentation is subject to two objections. As
Schwartz and'Moore point out the average rates of tax dif-
fer in each éhse.s This is because the initial rates are
the same over some range of incbme and then diverge,
Second, Boulding's result-depends upon a consistent in-
dirfference curve pattern over the relevant income range,
Should the pattern indicate significant changes 1in the
indifference system or should the comparative range be
wlde the results attalned by Boulding will not be realized.
Figure 24 reproduces the graph employed by Wald to demon-
strate that a progressive tax may eliclt more effort and

be less burdensome than a proportional tax of equal yield.7

6. Art. cit,, p. 144.
7. Wald, Art, cit., footnote pp.588 - 589,
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M N which is parallel to K L is the equal yleld line.
K R S represents the progressive tax and K Q T the pro-
portional tax. R indicates more post tax income and more
productive effort thaen does Q. Observe, however, that
this unusual case involves a freak indifference (greater
willingness to substitute income for leisure when income
is small and leisure large than when lncome is larger and
leisure less) pattern combined with a very oppressive pro-
portional tax, the average rate of which is much higher
than that of the progressive tax. This situation, though
possible, 1is neither theoretlically nor practically likely.‘
The second situation, which is deplcted by Figure
25, shows the comparative result when equal average tax
rates are attempted. To portray this the initial rates
diverge but 1ater'c01n§1de at B, the point of tangency
of the proportional tax line, K T,-with indifference curve
Io. However, since K P and K R have differing slopes at
B than the slope K T; they are not tangent to indiffer-
enée curves at that poipt. KP ié tangent to I3 at C,
showlng more lelsure ahd_less income, while K R is tangent
to I4 at D, indicating less lelsure and greater income.
Thus the conclusion can be reached that the progressive
tax produces greater restriction on the supply of effort
than the proportional tax, while the regressive tax pro-
duces less,

However, it must be noted that while this construct-
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ion attempts equal average tax rates it does not in fact
achieve that objective. To have the same average rates
the equilibrium points for the progressive and regressive
taxes would have to lie on K T, which they do not. Al-
though a graphic demonstration will not be presented, 1t
is apparent. that if C and D were to fall on KX T, C would
depict more leisure and less income than B, while D would
indicate the reverse situation. This would be true, be-
cause, in the absence of a freak indifference pattern, the
slopes of the indifferéngé cu:yés above and to the left of
B are greater than the slopes below and to the right. It
must be pointed out, -however, that if C-and D did fall on
K T, tax yields would differ 1in eacﬁ‘éﬁse. The only point
of equal average‘;éte«and yield‘isiB;'wheré KT and Q S,
the equal yieldriine, ;ntersect; Hence, it is impossible
to have a progressifeftax of the same average rate and
yield as a propqrtional'tax since.the glope of the pro-
gressive tax 1fne af B is necessarily greater than the pro-
portional line.® A regressive tax, starting with an ex-
emption could be tangent at B, although this 1s unlikely..
Figure 26 describes the last situation. Here the con-

8. The only exception to thls proposition would occur if
the indifference curve were kinked at B, showing very high
complementarity at this point., This possibility was point-
ed out by Schwartz and Moore, art. cit., pp. 143 - 144,
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struction shows the three types of income taxes creating
the same real burden upon the taxpayer. This is indicated
by having all three tax lines tangent to the same indif-
ference curve, I2. Once agaln the same results obtain.

C lies above and to the left of B while D lies below and

to the left of B while D lies below and to the right. Con-
sidering these various possible expositlons, the conclusion
must be that the progressive tax is more restrictive upon
income and effort than the proportional tax, while it 1in
turn restricts more than a regressive levy. Therefore, 1t
loglically follows that the tendency to shift 1is enhanced

by progressive tax features while regression increases the

likelihood of reinforcing incldence.
Exemptions and Non-Labor Income

The influence of exempting some income from taxation
is indicated in: Figure 27, If an amount pf income desig-
nated by F E 1s exempt from taxation, then the tax does
not go into effect until that level of income is achieved.
Assuming that the rate be the same as. our proportional
tax deploted by K T, then the tax line, exemption includ-
ed is drewn parallel and to the right of K T, Obviously
K E T' will be tangent to a higher indifference curve
than K T and will leave greater post tax income. The im-

plications of the latter are clear. The larger the after-
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tax income the less the likelihood of the income effect
being superior, and the enhanced probability of the dom-
inance of the substitution effect., Therefore, exemptions
increase the changes bf shifting and reduce the possibility
of reinforcing incidence., It might be argued that those
with larger exemptions due to dependency,'illness, etc.
would exhibit income effect superiority over a wider range
of income than those who do not enjoy this tax relief.
From this 1t could be claimed that the exemptions tend
merely to balance ﬁreference patterhs. Granting that

this line of reasoning 1s probably valid, the fact still
remains that income effect superiority would be greater
without the exemptions than with them.

From all that has gone before it 1s apparent that
the typical income tax statute, which incorporates both
exemptions and sharp progression at higher income level,
will in all probability bear most heavily where the sub-
stitution effect rules thus tending to reduce effort and
encourage shifting.

Figure 28 describes the position of an individual
who receilves some income from sources other than his own
labor, If the amount of this income be K F, then the in-
come possibility line does not become negatively lnclined
until the point F., Should a proportional tax be levied
the after-tax income possibility line becomes K 8 T as-

suming no variation in the non-labor income. Possiblli-



-124-

ties of altered non-labor income will be examined subse-
quently,

- It has been demonstrated thus far that the income
effect, which causes reinforcing incidence, and usually
found in middle or lower lncome families, is intensified
by regressive tax feétures and diminished by progréssion
and exemptions. By the same token the substitution ef-
fect, whi;h causes shifting, 1s intensified by progression

and exemptipn and diluted by regression.
Income Taxation and Job Selection

'.Having“analyzed the way in which income taxes ef-
fect the individualls willingness to supply productive
effort, attention:m;y now be directed to the type of em-
ployment which he will select., By so doing the long run
analysis mentioned in previous sections, will be given
more specific content.

As was pointed out in Chapter III, there are two
aspects to every Jjob, the monetary and the non-monetary.
The monetary, obviously, refers to the amount and method
of renumeration. The non-monetary embodies many diverse
factors. Thé degree of physical hardship or ease, the
relative safety or danger, the absence or presence of
social prestige, the mating possibilities, the pleasant-

ness or distastesfulness of the slte of employment, the
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monotonous or interesting character of the work, all are
examples of the latter.g The choice of employment involves
balancing these non-monetary elements against the monetary
reward each potential Jjob offers. In many instances the
individual will select other than the highest paying posi-
tion. It is by no means uncommon for soldiers to declde
to remain in the ranks when the opportunity to obtain a
commission presentes itself, because they prefer not to
assume the additional responsibility incumbent upon an
officer. Young women from middle class homes typically
shun more lucrative factory employment and take secretari-
al or clerical positions in the business district. Even
unskilled workers may prefer outdoor Jobs at lower pay in
contrast to laboring in close proximity to a blast furnace.
Thus the problem is how the income ta% influences
the balancing of these non-monetary factors with money in-
come possibilities. As has already been seen the key to
its solution lies in the fact that the tax reduces the
monetary reward without, in the first instance at least,

altering the non-monetary element.lo Although, at first

'Y, Marshall calls these elements the net advantages of
the occupation, Principles, 8th Ed., p. 557.

10. Income taxes undoubtedly have exerted some influ-
ence upon employers to improve the non-ponetary aspects
of ‘the jobs they offer. Varlous fringe benefits could
be examples, "
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glance there is a temptation to conclude that workers
would place more emphasis upon non-monetary factors, this
would not invariably follow. True enough, the income tax,
in effect, reduces the price of favorable non-monetary
factors in exactly the same way as it reduces the price of
leisure. But as demonstrated above this produces two ef-
fects, the substitution effect and the income effect,

If the income effect dominates, then the individual
will be motivated to less desirable, but more highly paid,
types of work, because utility of additional money income,
after tax, will exceed the disutlility of the more onorous
employment. As has already been noted this predominance
of the income effect is to be expected more frequently in
lower income brackets, If, on the other hand, the substi-
tution effect is paramount, the dlsutlllity of less deslira-
ble employment will exceed the utility of after tax money
income, and the individual will be motivated to seek more
pleasant types of work,

The free cholce of occupation can be illustrated
graphically. In so doing the indifference curve technique
will not be employed at first, and utility graphs will be
substituted. It is felt that the analysis will be more
easily comprehended if this procedure is followed., In
Figure 29 money income is measured along the X axis, and

utility and disutility along Y. M U represents the mar-



Da
F1G. 29
Db
M £
a—— S
JTTY \ | \
D N Z \\ Mot hg!
C G \
____/ "
v / MU
s B A g G
INCOME
F16.30 .
a
Db
u-rn.rry ]
MU
Myt

INCOME



-128-

ginal utility of money income, before tax, to the individ-
ual, Da and Db depict the marginal disutility of earning
money income in two different occupations, A and B, be-
tweehﬁwﬁich the individual can choose, Occupation A is
more pleasant than B but is limited as to income opportuni-
ties. For this reason after certain levels of income have
been reached the disutility curve rises sharply. This 1is
probably the case in such lines as teaching and other in-
stitutional positions. Occupatioﬁ B, on the other hand,
‘although less desirable is not restricted as to income at
levéls as loy as.A, Therefore, the disutility curve of B
rises less rapidly. This would probably be true of selling.
\:véssuming the worker will work until the marginal utility
of mdneyvincome is equal to the marginal disutility of

' _hgarning additionallincome, the amount of effort he will

supply and the occupation he will choose can be determined.11

. If he were to woék at job B, he would earn O B income, and
the marginal disutility -of the last increment of income
‘would be O D.  Should he change to A his income would be
grcla‘ate.r ((LA greater than O B by A B) and the marginal dis-
utility less (O G less than O D by C D). Obviously oc—
d“cupation:A 1# preferable and will be chosen if our individ-

'ual‘islrational, since the total utility area exceeds the

11. Although our graph indirectly shows the amount of labor
which will be offered, it is not important to this point
‘8ince-1t has been analyzed above,
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dlsutility area in occupation A by r w v, whereas in B this

excess 1s only r t u., Thus A is preferable by t w v u,

Ihe Income Effect If an income tax is levied, the margin-

al utility of money income changes because only a part of
each dollar earned accrues to the worker, In Figure 29

we assume the income effect to be dominant. There the peak
of the after tax utility curve (M U t) shifts to the right,
Under the circumstances depicted occupation B would be
preferable. If the individual stayed in A, his income
would be O E and the marginal disutility O F, If he
switched to B income would be O G and disutility O H., Now
the surplus of utlility over disutility in A is8 S X V and in
B, SYU. S YU 4is greater tha 8 X V since X Y Z 18 great-
er than Z V U, Theréfore, occupation B is now superior,

As a result of the income tax our individual will switch
from the more pleasané.fo the less desirable Job in order
to recoup income., Such phenomena are by no means unknown

when a tax presses hard on the family standard of living,

The Substitution Effect Whereas Flgure 29 depicts the
case of an 1Ad1§idual in which the income effect is strong-
est, Figure 30 indicates the dominance of the substitution
effect, MU t,)here, lies below and to the left of M U.
Prior to the imposition of the tax occupation B would .have
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been preferred. After the tax A becomes more desirable.
Thus a trend to more pleasant work would accompany the im-

position of the tax on those exhibiting substitution effects.

Progression and Regressibn and the Choice of Jobs If the

tax l1ls progressive M U t in all cases will fall more rapid-
ly than if the tax were proportional. If regressive it
would decline less rapidly. In Figure 29 let M U ¢ depict
the pattern of marginal utility with a proportiocnal income
tax. If at some point 1 the tax should become progressive,
the balance of the utility curve could be deplcted by the
dotted line 1 n. Should i1t become regressive at 1, the
curve would follow a pattern such as 1 m. In the case
depicted in Figure 29 (dominance of the income effect) ob-
viously the progressive tax will decrease Z X ¥, while the
regressive tax willl increase it. BSince Z X Y must exceed
Z V U if the individual is to change from occupation A to
B the progressive feature reduces the likelihood of such
a transfer whlle regression encourages it. In the case
1llustrated in Figure 30 (substitution effect superior)
progression encourages the change from B to A while re-
gression discourages. Thus is may be concluded that pro-
gression encourages emphasie.upon non-monetary values
whlle regression stimulates accenting pecuniary gain.,

The following generalizations in regard to shifting are

now .possible., If the tax bears heavily on the lower in-
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come group, i.e. the income  effect is dominant, movement
from more to less desirable employment would be expected.
Pay rateshin the former would risé thus shifting part of
the burden, while rates in the latter would fall intensi-
fying the burden. A reduction in wage differentials oc-
casioned by non-monetary influences would tend to come
about, Should the substitution effect predominate, which
would be expected when exemptions of any size are allowed,
a movement to pleasant employment could be anticipated.
This would reduce pay rates in desirable Jobs, intensify-
ing burden, while increasing them in onorous employment
thus engendering some shifting. The differential between
employments would be expected to widen. As we have ob-
served above, exemptions and tax progression work in the
same directlon as the substitution effect while regression
acts simllarly to the income effect. The consequence of
the typical income tax structure, which embrace both ex-—
emptions and progression, would, therefore, be to discour-

age unpleasant employment and widen wage differentials,

Limlitations of the Analysis The above analysis assumes

that the individual is free to alter his employment. In
any real situation many forces may deter him from doing so,
Long established seniority, group or community ties, or

sheer inertla, among others might be cited. However, the
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applicability of our reasoning need not be confined to
those already in the working force. ' Young people, plan-
ning their careers, or fhose unemplofed and seeking new
positions, can be envisioned as reacting in the manner
this line of reasoning éuggests. For them the restrictions
on free cholces are not nearly so binding as for estab-

lished workers,.

Job Choice Using the Indifference Curve Technigue Our

graphic presentation of the foregoing analysis could easi-
ly come under attack from those who decry the utilitarian
technique. This i1s especially true in this instance be-
cause not only are marginal utility functions employed,
but aiso the reasoning utilizes total utility area compari-
sons. Fortunately, however, the validilty of the conclusions
is not dependent upon the graphic exposition couched 1in
utilitarian terms, The latter was selected only because
it was felt that 1t best portrayed the operative factors
in an understandable manner, not because 1%t was the only
analytical route open. That similar results can be realiz-
ed with an 1nd1fferenceyana1ysts should be clear:

In Figure 51, income in occupation A is meésﬁred
along the horizontal axis while income in oocupafion B 1s
measured vertically. It is assumed that our individual

is capable of performing both Jjobs, but must choose bne
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12 If he

or the other and work exclusively in that calling.
had no reason to prefer eilther occupation, in other words,
non-monetary factors would be of equal value in both Jobs,
the choice would be a matter of indifference as long as
the pay was the same in both callings. Under these cir-
cumstances O N would be the indifference curve and he
would choose that job which offered the highest pay. Should
one occupation be deemed superior, because of more favor-
able non-monetary elements, then the indifference curve
would vary from the 45 equal pay line, O N, R L deplcts
a preference for occupation A so that it takes a larger
income in B to constitute the equivalent of a given income
in A, For him to choose B the point representing the act-
ual incomes in A and B would have to lie above R L, other-
wise he would choose A, S M depicts the indifference curve
if occupation B were preferred.

In Figure 29 we portray the situation of the earlier
anaylsis, Occupation A i1s more pleasant but is limited as

to income possibilities. R L shows a preference for A at

lawer income levels, but declines in slope owing to the

12, The latter is necessary since the usual 1lndifference
presentation where the.curves represent equivalent com-
binations, would have much less realistic significance,
In other words, ordinarily a person must choose one type
of work rather than being free to combine different oc-
cupations in varying proportions.
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difficulty of expanding income, If the rates of pay are
such that O C can be earned in A and O D in B, the point
F lies above R L and occupation B would be elected. The
line O P represents the loci of incomes after tax, if a
proportional income tax were levied. It can be seen 1f
the tax were less than D E divided by O D, then the in-
come after tax point would still lie above R L and no
change of occupation would occur. Were the percentage
greater, the worker would change from occupation B to A,
Since progressive tax bears more heavily on the
higher paid occupation the loci of income after tax polnts
would lie to the right of O P,on our graph indicated by
O P g. It is evident that the possibility of transfer
18 greater under this condition., Since a regressive tax
bears less heavily on the more highly paid occupation our

line becomes O R g and Job transfer less probable.15

Income Taxation and the Decision to Work

Not only will income taxation influence the type of
work selected, i1t may also be of importance in forming the
decision on whether to work or not., This decision is pos-

sible for two reasons., In the first place, if the con-

13. This entire indifference curve assumes that the amount
of work in both lines is out of the individual!s control.
Should he be able to vary the quantity of work in both
occupations our conclusions would not be materially alter-
ed, but graphic presentations would require more than two
dimensions,
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ception of the policy forming unit is expanded to include
the entire family, i1t is clear that the number of members
of the family seeking outside employment is subject to
varliation., Thus the decision may involve whether the wife
or some elder member of the family will work or not. Sec-
ond, if the individual has sources of income other than
wages, he can fall back on those sources should he feel
seeking employment to be 1ll-advised. For example, in-
come from invested savings may be sufficient to maintain
a reasonable standard of living, or unemployment compen-

sation or pensions might also make thls provision,

The Income Effect Should the tax bear heavily upon the

famlly standard of 1living, more members of the famlly may
seek employment, Thus the supply of labor would be in-
oreased. In addition those living on other sources of
income may find that thelr customery way of 1life 1is
Jeopardized by the tex induced reduction of income. There-
fore, they may seek employment rather than living upon in-
vestment income alone., That both of these sltuations

possess reality 1s apparent from current observation.

The Substitution Effect If the standard of living of the

family is not seriously involved, the result of income
taxation may be such as to make outside employment of the

wife inadvisable, This is especlally true since the wife,
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as a housekeeper, may earn real income which 1s not sub-
Ject to income taxation. Further the sources of income
other than wages may be sufficlent after tax to sustain
the individual's livelihood. Consequently, he may elect
not to work and pay more income taxes, For example, in-
dividuals eligible for unemployment compensation have been
known to weigh income after tax against the tex free re-
lief checks in deciding whether to teke a Job. If the
gross salary should be $35.00 per week and the relief
payment $20.00, the individuel would figure that he would
be working for $15,00 per week, Should the income tax

be 20%, then the net wage would be reduced to $28,00, and
the net advantage derived from working would be only
$8.00. This could easily convince the individual to go

on relief rather than working. Both of these substitution
elements are reinforced by progression which would tax the
increment derived from work more heavily than the other
source of income. Here ageain progression 1s conducive to

shifting.
Conclusion

In this chapter the influence of the income tax upon
the supply of productive effort has been analyzed. Domi-
nance of the income effect, which is to be expected pri-

marily among lower income groups whose way of life mlght
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be imperiled, was seen to lncrease the amount of work
which the individual is willing to do, It will also
motivate him to seek more highly paid but less deslrable
employment. Further it could induce people who otherwise
would not seek employment to do so., The substitution ef-
fect, if dominant, would operate in the opposite direct-
ion. Willingness to work would be reduced, more pleasnat
though less highly paid Jobs would be sought, and some
people would be expected to withdraw from the working
force. ©Should an income effect dominate a factor marketl
the incidence of the tax would be reinforced and a bo-
nanza would be conferred upon the consumer. Superiority
of the substitution in the market would reduce the sup-
ply and cause shifting. Progression, exemptions, and un-
taxed income sources were seen to increase the possibil-

ity of substitutlion,
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Chapter V
INCOME TAXATION AND THE SUPPLY OF CAPITAL

Having considered the relationship between income
taxation and the supply of productive human effort, analy-
8ls can now be directed to the manner in which this type
of levy influences the supply and composition of that
group of agents usually categorized under the term capital.
It is with extreme misglvings and a feeling of considerable
humility that one enters into such a confused, controver-
slal, and.abstruse realm of economic theorizing. Never-
theless, no discussion of income taxation could begin to
pretend adequacy were such a vital 1issue omitted or treat-
ed superficially. An attempt will be made to avold en-
gulfment in the arguments and counter-arguments, claims
and counter-claims of those, on the one hand, who eulo-
glze time preference interest theories, and the liquidity
preference school, on the other. It is hoped that thils
difficult objective may be realized by first conslderlng
the consequences of the tax in relation to the supply of
savings, and then evaluating 1ts influence upon liquidity
preference. The implications in regard to shifting and
incidence will be pointed out for both cases. Thereafter,
the analysis will inquire into the qualitative influence
of income taxation upon the existing capital supply, re-

ferring both to loan term factors and to risk elements,
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In this manner conclusions useful to both groups may be

developed.
The Income Tax and the Supply of Savings

Two primary schools of thought concerning the supply
of savings have enjoyed wide popularity in recent years.
The Classicists would have us believe that savings are a
function of the rate of interest, while the followers of
Lord Keynes maintain savings to be a function of 1income.
Since this is not a treatise on interest or income theory,
an evaluation of the relative merits of these widely di-
vergent presentations shall not be attempted, and 1t will
be assumed that both contribute something worthwhile to
an explanation of the savings process, Therefore, consid-
eration will be given to the influence of the income tax
upon savings from both points of view. Further, although
the conclusions may indicate changing levels of national
income in response to the tax, the analysis wlll not be
pursued in that direction. This seems Justlified, as
argued above in Chapter I, since the subject of this dis-
sertation is not national income theory and because that

task has been adequately performed elsewhere.

The Influence of the Tax - Savings Assumed to be a Func-

tion of Income The Keynesian proposition that saving 1s

a function of income, and that the proportion of income
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saved rises with lncreasing income, i1s quite familiar,
A typlcal graphic presentation of the relationship between
lncome and saving for an individual, which assumes the

individual's gross income to be fixed at O A, is given in

Flgure 33,
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where individual income is measured along the X axis and
savings and dls-savings are measured along Y'. The sav-
ings curve S S indicates dis-saving at low income levels

and relatively greater amounts of saving as income increas-

1. The assumption of fixed gross income simplifies graphic
presentation. The possibilities of altered earned income
were conslidered in the previous chapter and need not be
repeated here. In addition, combining those possibilities
with this eanalysis would not alter its conclusion except
in the extreme case where the income effect would be so
powerful that net income after tax would be greater than
untaxed income prior to the imposition of the tax.
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es., Should the individual's income in the absence of in-
come taxation be O A he would then save A C. Should an
income tax of A B be levied upon him then his after tax
income would be ©C B and he would save only B D. Hence the
obvious conclusion 1is reached that income taxation reduces
saving because it reduces net income of which saving is a
function. The typical income tax, embodying both exemp-
tiornis and progression, bears very heavily upon saving, ac-
cording to this line of reasoning, because the tax is as-
sessed primarily upon those who save a large proportion

of incomne.

The Influence of the Tax - Savings Assumed to be a Func-

tion of Interest Although the logic of the Keynesian

argument is convincing as far as i1ts assumptions can be
accepted, this does not preclude valuable analysis along
more conventional lines. Income taxation not only influ-
ences saving because 1t alters the income from which sav-
ing originates, but it also changes the return to be an-
ticipated from the investment of savings. Hence the in-
dividual who contemplates saving as a source of future
income cannot, if the tax is expected to continue, reason
in terms of pre-tax interest or dividend rates, but must
reach his decision in terms of rates of return net of
taxes,

This decision regarding the amount of saving and



-145-

the influence of the tax thereon can be analyzed graphically.
It is assumed that the individual's current net income has
been adjusted to all current conditions, including income
taxation, and is, therefore fixed. The point at issue is
how he will distribute this income between consumption ex-
penditures and savings. Since this analysis assumes that
the amount of savings is a function of the interest rate,
the reason an individual saves 1s to recelve income sav-
ings. Hence he weighs current consumption, on the one
hand, against the income which he expects to receive in
the future as a result of the investment of his current
savings on the other. In Figure 34 first of these vari-
ables, current consumption, is measured along the ¥ axis,
O K is assumed to be the total income of the individual
and, therefore, assuming no deterioration of past savings,
his maximum consumption. Should he consume less than O K,
for example O C, then the difference betweenthis consump-
tion and total income would be his current saving, C K.
The total income anticipated from the investment of cur-
rent savings is measured along the X axis. At a glven
rate of interest the anticipated future income possibili-
ties from different amounts of savings are measured along
a stralght negatively inclined line, which can be called
the substitution line. For example K L shows that if

there were no savings, no future lncome would be expected,



-144-

and that if all income were saved, O L future income would
be anticipated. The varying amounts of expected income
with different quantities of savings are shown along K L.
Were the interest rate lower, then less future income would
be expected at all levels of saving, and the substitution
line would lie to the left of K L. At higher rates 1t
would fall more rapidly than K L, We shall assume that
combinations of current consumption and expected future in-
come are preferable to either consuming or saving all of
current income. Therefore, the indifference curves, which
show equally desirable combinations of current consumption
and future income, are convex to the origin.

If the individual anticipated no reduction of expect-
ed income occasioned by income taxatlion, he would achlieve
the best combination of consumption and future income at
the point x where X L 1s tangent to I;. He would consume
0 C, and save C K, and anticipate O A future income. How-
ever, should he expect a proportlonal income tax to be 1in
effect the future substitution possibilities would be
measured along K T since he could expect to keep only a
part of each dollar of anticipated income. Anticipating
K T he would maximize his position at ¥, consuming O D
and saving D K while expecting O B future net income. In
this instance he increases hls savings by D C because of

the prospect of the tax, lncreaslng thereby both the abso-
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lute amount of saving and the proportion of net lncome
which i1s saved. This is the already familiar income ef-
fect. Such a result is reasonable. If an individual 1s
saving in order to provide income for some future time at
which he will not be working, to make adequate provision
he must think in terms of net reallizable income. If a tax
should decrease this expected net income, then greater ab-
solute amount of saving is required to accomplish his pur-
pose. It is even conceivable, if he were a member of a
"renter" class, that he might save more than he would in
the absence of all income taxes, both present and future,
although this would be unlikely, unless future tax rates
were expected to be considerably higher than current
schedules,

The dashed line, P, tangent to I2 at Z lndicates a
progressive tax of equal real burden. As can be seen Z
lies above Y, thus demonstrating that the progressive fea-
ture tends to offset the result which would be expected
with the proportional tax since less would be saved at 2
than at Y, Although, as graphed, Z lies above X, this need
not always be the case.

The short run anticipated incidence, if the interest
rates should remain unchanged, would be B H, If reactlons
of the type illustrated in Figure 34 were general, a fall

in interest rates might be expected, and the phenomenon of
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reinforcing incidence might appear. This, however, is un-
likely since the supply of money savings comes from many
different types of individuals whose reactions could well
be expected to differ. Also, although it shall not be con-
sldered at length here, changes in national income might
well occur, Further, a contraction of credit might act as
an additional offset. At best it can be concluded that
this reaction creates a tendency toward reinforcing inci-
dence, which tendency may well be offset,

Flgure 35 illustrates dominance of the substitution
effect. Here the indifference pattern indicates greater
wlllingness to substitute consumption for future income than
that of Figure 34. If no tax were expected, equilibrium
would be realized at X, corresponding to O C consumption,

C K saving, and O A expected income. With the anticipation
of the proportional tax, O D would be consumed and only D K
saved with O B net lncome expected. As a result of the an-
ticipation of the tax, saving would fall by D C, thus creat-
ing a tendency toward shifting. This might be offset by the
action of those who behave in the manner indicated in Figure
34. Unllike the case of the supply a particular type of pro-
ductive effort, where some uniformity of behavior among
those supplying a particular type of labor could be expect-
ed, because of the probability of similarity of backgrounds

and modes of living, as noted above, the sources of mOney
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saving are quite dlverse thus causing the income and substi-
tution effects to meet in the same market and counteract one
another. However, since ours 18 not a soclety of renters
and, therefore, sources other than invested savings are
relied upon for income by most people, there is a strong
presumption in favor of substitution effect dominance.

In Figure 35 an equal burden progressive tax is again
deplcted by a dotted line tangent to Io. This point of
tangency necessarily lies above X and Y, demonstrating that
progression strengthns the substitution reaction. Since
progression also offsets the income reaction, as noted
above, there i1s a strong presumption that ti is definitely
conduclive to shifting. Again, caution is indicated since
this 1s only a tendency which may not in fact reach fruit-
ion. As Somers so well points out, & fall in money sav-
ings need not necessarily result in a decline in capital
formation in an economy with a banking system so amply sup-
plied with credit facilities.2 Nevertheless, this does not
mean that a tendency to shift by reducing voluntary saving,
which has been counteracted by a credit expansion, is unim-
portant. The implication is, of course, that an attempt
to curtail voluntary savings 1s offset by forced savings.

The disequilibrating possibilities of such an eventuallty

2., Somers, op. cit., p. 184,
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are well known to the readers of Hayek and other monetary
emphasis cycle theorists,

The foregoing analysis was graphed for an 1individual
who was relying upon the return from invested savings as
a sole source of future income. Should interest and divi-
dends merely play a supplementary role, then the point of
equilibrium would lie further to the right on our graphs
where the probability of substitution would be greater.
This would obviously be true because income effect pres-
sures are greatest when income is low and living standards
are imperiled. This reinforces rather than modifying of
conclusion of a tendency toward shifting under most sltu-

ations.®

Conclusions Regarding Income Taxation and the Supply of

Savings The influence of lncome taxation upon the supply
of savings has been analyzed from two points of view. As-
suming savings to be a function of income, then lincome tax-
ation, which reduces income, necessarily diminishes the
supply of saving. Considering savings to be a function of
the rate of interest, it was found that savings might

either increase or decrease, because ours 1s a soclety

3. The above analysis was in part suggested by verbal
passages in other works, Von Mering, op. cit., pp. 197 -
199, Black, op. cit., pp. 181 - 183 and Somers, op. cit.,
p. 183.
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where investment income 1s usually a supplementary source
to most individuals and which has progressive taxation.
If the two savings theories are combined, and saving 1ls
considered to be a function of both income and interess,
the presumption in favor of a reduction in supply, and,

therefore, a tendency to shifting, becomes overwhelming.
Income Taxation and Liquidity Preference

Income taxation not only will influence the amount
an individual will save, it will also enter into the de-
termination of the disposition of his savings, both past
and present. As Von Mering points out this influence can
be twofold: it may alter first, the willingness to turn
savings into investment; and second, the distribution of
investment among outlets of varylng risk.4 The former
shall be called the effect upon liquidity preference, and
the latter, which will be consldered in the next section,
the effect upon risk bearing. This may be an over-simpli-
fication in that certain risk factors, such as changes 1in
the interest rate, are included in the liquidity preference
concept. However, as pointed out in Chapter III, the risk
of interest rate changes and the consequent inability to

convert into cash at par is fundamentally different from

%, Von Mering, op. cit., p. 196.
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the possibility of ultimate non-recoupment of principle
and uncertain yield.

It will be assumed that the individual can control
the liquidity of his holdings. This may be accomplished
by varylng the proportion of cash in the portfolio, by
altering the distribution of maturities, or by moving from
securities displaying less stable price patterns to those
which are more consistent or visa versa.

In Figure 36 the non-monetary variable, degree of
liquidity, is measured along the Y axis, and the income
from investment along X. The point K designates the sit-
uation where the individual'!s entire capital is held in
the form of cash, i.e., 100% liquid, and hence no invest-
ment income 1s earned. If the payment for assuming an
11liquid position is fixed, the point L depicts the amount
of income which would be realized by investing all of his
resources in the most 1lliquid manner possible, i.e., O
liquidity. The line K L indicates the substitution possi-
blllitles at various levels of liquidity. By drawing K L
as a stralght line a simple linear relationship between the
degree of 1lliquidity and the compensation for assuming an
111iquid position is assumed. Although this assumption 1s
undoubtedly not precisely valid, since one would expect in-
itial relative increases of return, and then decline, would

cause K L to be concave to the origln, no conclusions are



-152-

in any way altered and graphic presentation is simplified.
Further, it is assumed that combinations of income and
liquidity are preferable to an entirely liquid or an all
income position., Therefore, the indifference curves, which
represent equivalent combinations of liquidity and income,
are convex to the origin. In the absence of an income tax-
ation K L will be tangent to Ig at X, which depicts O C
degree of liquidity and O A income from investment. Should
a proportional income tax be levied, then the income after
tax curve would be K T, K T is tangent to Io at Y, which
indicates O D 1liquidity and O B net income. Incidence, in
the absence of an alteration of the interest rate if B E,

In this case the tax has caused the individual to assume a
less liquid position. The extent of the decrease in liquid-
ity may be measured by D C. This 1s, of course, an instance
of the dominance of the income effect once again. Its real-
ism in many cases is beyond question. If an individual re-
lies exclusively or primarily upon the income from an in-
vestment portfolio, the imposition of lncome taxation may
well impinge seriously upon his mode of living. As a con-
sequence he may be motivated to decrease the liquidity of
his holding in order to restore part of his income. Thus

he may decrease his proportionate cash balance and move

from short into longer term maturities, and even enter 1lnto
speculeative ventures which are highly illiquid in addition

to being risky.
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Should this reaction dominate investors, a reduction
of the compensation to 1lliquid investments would ensue
with consequent intensification of the incidence. This
could be shown by a movement of K L and K T to the left,
However, not all investors will be so dependent upon port-
folio income or have a post tax investment income so small
as to result in the tax Jeopardizing their customary mode
of life. Their reaction might be expected to follow a
materially different course. Figure 37 illustrates the
position of an individual who seeks more liquildity as a
consequence of the tax. His post tax position of equlli-
brium at Y indicates an increase in the liquidity of his
holdings by C D. The substitution effect, so graphed, shows
that the reduced net return causes him to esteem money ln-
come relatively less highly and advantages of liquidity more.
Should this pattern of behavior prevail the renumeration for
the assumption of 1lliquidity would rise and a shif't might
occur, |

The ultimate result would depend upon which of the
two patterns prevailed. The former, income effect, would
probably apply to a rather restricted group composed of
those relying primarily upon an investment income which
barely mainteins their standard of living., This would prob-
ably be characteristic of lower middle class wldows, retired

non-wealthy business and professional people, and the Juve-
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enile beneficiaries of small trusts. Although this group
might seem quite substantial, both numerically and in terms
of the capital involved, it does not ordinarily include the
wealthy who control vast aggregates of capital. Nelther
does 1t embrace the average middle class householder who
1s almost entirely dependent upon wage or salary income,
and who views investment return as something of an accessory
in his income provision picture. Although some members of
this group might be lnduced by the tax to speculate, this
reaction 1s not likely to be general, since smaller gains
from speculation typically result in less speculation if
lncome effect are not present. For both of the latter
groups substitution could play so important a role as to
dominate the entire market.

It must be noted that if shifting tends to occur
by lncreasing the renumeration for the assumption of sub-
stantial 1l1liquidity, a decline in the yield of highly
liquid assets might ensue. This would limit the effect-
iveness of the shifting process, An important effect
would be the increase in the disparity between rates of
return upon investments of differing liquidity. Should
the lncome effect be controlling and the high 1lliquidity
return fall, a rise in the rates on more highly liquid as-
sets and thus a narrowing of the liquidity differential

would be expected.
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In both Figures 36 and 37 the dotted line P has been
drawn to indicate an equal real burden progressive tax.
The tangency of this line with Io 1s in both graphs desig-
nated by the letter Z. It will be noted that in both in-
stances Z indicates a more highly liquid position than Y,
the tangency point of X T, the proportional tax line, with
Io. Thus the progressive feature tends to offset the in-
come effect and reinforce the substitution effect, thus in-

creasing the probablillty of shifting.
Income Taxation and Risk Taklng

Having considered the way in which lncome taxation
influences the individual's cholce between more and less
1iquid investment opportunities, its effect upon his will-
ingness to assume risk shall now be analyzed. The term
risk is here employed in 1ts conventional usage; namely,
danger of loss of all, or part, of principal, and pos-

sible non-receipt of an anticipated investment income,

The No Loss Offset Case In order to avold unnecessary

duplication of graphics, let the measurements along the
Y axis in Figures 36 and 37 now depict the non-monetary
variable, safety of investment, so that O K would repre-
sent one hundred percent safety, and O the maximum degree
of risk which could be assumed, and let anticipated in-

vestment income be measured along X. If interpreted in
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thls manner, these figures can be employed to illucidate
the problem at hand. K L would depict the substitution
possibility curve before income taxation at a fixed rate
of return for assuming risk, and K T the post tax possi-
bilities were a proportional income tex in effect. Again
1t must be pointed out that drawing K L as a straight line
assumes the existence of a linear relationship between the
degree of risk and its compensation. Although this as-
sumption is in all likelihood not entirely valid for the
following reasons, 1t does not alter the nature of the con-
clusions and simplifies graphic presentation, thus making
the analysis more easily understood. In the first place
1t would be mere coincidence were the individual's esti-
mates of the optimum investment combinations, derived from
his appraisal of risk-yield probability distributions, to
be linear. Further, as Musgrave and Domar point out,®

as the portfollio becomes safer the possibility of forced
liquidation under unfavorable circumstances 1is reduced,
because the greater degree of safety would involve a
larger proportion of cash or near cash assets. This would
cause the curve to become concave to the orlgin., These

same authors would also object to drawing K T on an abso-

5. Musgrave, Richard A,, and Domar, Evsey D,, "Propor-
tional Income Taxation and Risk Taking", Quarterly Journal
of Economics, May, 1944, p., 400,
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lute rather than a relative basis.® Notwithstanding these
obJections the employment of straight line income oppor-
tunity lines is felt to be Jjustified as a technique of 1il-
lucidation in this instance, because the graphics are much
more easlly interpreted and no differences in conclusion
would result,

Figure 36 indicates dominance of the income effect.
Here a greater degree of risk would be assumed in order
to recoup part of the income loss occasioned by the tax,
This phenomenon is by no means uncommon., In recent years
there has been a considerable shift in the composition of
many portfolios away from more secure issues such as bonds
and preferred shares toward higher income but less depend-
able common stocks. Although the low yields which senior
obligations have borne until recently, and a deslre to
possess holdings capable of partially withstanding infla-
tionary price movements, have beyond question been influ-
ential in bringing this about, the role of income taxation
has in all probability also been of significance.

B, Musgrave and Domar feel that it is the relative alter-
ation in yield between more or less risky investment which
i1s controlling in the individual's mind. They, therefore,
develop a concept of "tax sensitiveness", which is a func-
tion of risk divided by yield. Art., cit., pp. 404 - 405,
Although this position undoubtedly possessed considerable
merit 1t 1s not altogether certain that relative conslder-
ations are dominant. In reality, probably both relative
and abhsolute variation in yleld play an important role,
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Figure 37 shows the superiority of the substitution
effect. Here safer investment outlets are chosen since
the yleld after tax 1s not considered adequate to Jjustify
the former level of risk bearing. This, of course, would
be anticipated where the post tax investment income would
be more thean sufficient to maintain customary living
standards, or where other income sources make adequate
provision therefor.

In Figures 36 and 37 the dashed lines P, which
deslignate a progressive tax of equal burden, are tangent
to Io at higher safety levels than the proportional tax
lines. Thus, once again 1t i1s evident that the progress-
lve feature offsets the income effect and strengthens
substitution. The implications of this are clear. Sig-
nificant progression would tend to cause shifting in
that yields on more speculative ventures would rise due
to a diminution of the overall willingness to accept in-
vestment of a hazardous type. At the same time movement
to safer securities would reduce their ylelds, thus in-
creasing the differentials between the rates on issues
of varylng degrees of safety.7

One further result of the tax in relation to risk-

7. The above analysis was suggested by Black, op. cit.,
pp. 216 - 222 and Musgrave and Domar, Art., cit p.

388 - 409, EE——
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bearing must not be overlooked. If the tax reduces the
return for assuming risk, and if the individual does not
exhibit an income effect, he may, rather than accept the
lower return on a more secure portfolio, reduce the amount
of his savings and increase his consumption. This speclal
type of substitution effect could be called the consumption
effect.

The Loss Offset Case The foregolng analysis assumed

that the government participates only in the profits de-
rived from the assumption of risk. As Abba P. Lerner has
pointed out this need not necessarily be the case 1f loss-
es can be offset against other income.8® To the extent that
losses may be offset the government is sharling the risk
of investment in addition to its reward. Under such con-
ditions conclusions considerably at variance with those
arrived at under the no offset assumption might be ex-
pected.

Consideration shall first be given to the limiting
case of complete loss offsetting with proportional income
taxation.® Under these assumed conditions there could be

no substitution effect, since the possibility of complete

8. Lerner, art. cit., pp. 43 - 46.
9. The presentation on this point is largely an adapta-
tion of the argument of Musgrave and Domar, art. cit.,
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loss offset reduces risk in exactly the same proportion that
anticipated yield is diminished, leaving the rate of renum-
eration for risk taking unchanged. At the same time, how-
ever, income would be reduced leaving the income effect
operative, which would entail the assumption of a more
speculative portfolio position for purposes of income re-
coupment.

Figure 38 retains the simplifying assumption of a
linear relation between yleld and risk, and depicts same by
the straight line K L. Should a fifty percent proportional
income tax be levied, income possibilities after tax would
8till be measured along K L since the risk yleld relation-
ship 1s unaltered. Before the imposition of the tax, the
individual was in equilibrium at X which depicted O A in-
come, O B safety, and K B degree of risk. After the im-
position of the tax the individual will find not only his
net return but also the degree of risk halved. This posi-
tion is designated by the point Z which 1s necessarlly
located on K L. The individual and the government now
divided both the risk and its renumeration. The polnt Z,
however, i1s not tangent to an 1lndifference curve, since
K L is tangent to I at X, Therefore, to restore income
he will increase the venturesomeness of his holding until
his net tex position is once agaln described by X. He
wlll now expect to receive O C income, A C of which will
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be sustained by the government. His net position will be
identicel with the pre-tax equilibrium, He will bear no
incidence as long as rates of risk renumeration remain un-
altered. Should such a condition be general, however, K L
could be expected to pivot to the left and reinforcing in-
cildence would ensue,

Since the lineal income possibility line was employ-
ed only as a simplification, and since 1t possesses dis-
tinct shortcomings, at this Jjuncture the more probable in-
come function will be depicted in Figure 39. The lncome
after tax curve K T is so drawn that it describes the locus
of points half way between points on K L and K measured
lineally. In other words it depicts our 50% tax with com-
plete loss offset assumption. Y, the point on K T that
corresponds to X on K L, is not tangent to an indifference
curve, Hence the degree of net risk bearing wlll be in-
creased to Z, where K T 1s tangent to Io. This indicates
O A income net of taxes and the same amount of net risk
as in the pre-tex situation, O B. However, total risk
will be K D, of which D B is borne by the government, and
total income will be O C of which the state collects E C.
Here again risk taking is increased substantially. This
will always be the case, since Z must lle below Y because

the slopes of both K T and Ig at Y 1s greater than the
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slope of K L and I at X.10

Should loss offsets be only partial the results would
fall somewhere between the two limiting cases Just presented.
The following summary conclusions can be presented. With
no loss offset eilther the income or substitution may dominate
with a presumption in favor of the latter. When offsets are
incorporated into the tax structure the probability of in-
come effect superiority and the consequent increase in risk
bearing increases as the proportion of offsets increases,
becoming a certainty when complete offset is permitted.

If total offsets were posslble, and if the offsets
were allowed at the same tax rate to which yield would be
subjected, the same pattern of concluslons, with the excep-
tion of a stronger initial presumption in favor of the sub-
stitution effect, could be expected with a progressive tax.
Irregularity and inadequacy of period income make offsetting
less effective with any type of income tax, but particular-
ly so with a progressive tax, unless some elaborate mechan-
ical deduction formula were devised, under a progressive
system, offsets would be allowed agalnst lncome taxed at a
lower rate. Thus the magnitude of offsets must be greater

if the same results are to obtain with the latter type of

10, For a formal geometric proof of this point see Musgrave
and Domar, art. cit., footnote 9, p. 412,
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tax., Proposal for income averaging for tax assessment pur-
poses would, of course, go a long way towards overcomlng
these difficulties under both a proportional and especlally
a progressive system., However, 1t 1s clear that progress-
ion is more conducive to reduced risk taking and requires

more counteracting devices than proportlional taxation.
Conclusion

In this chapter the effect of income taxation upon
the supply of capital was analyzed. If saving 1s consld-
ered a function of income, the tax necessarlly reduces
saving because it reduces income. When saving 1s viewed
as a function of interest, the supply may elther lncrease
or decrease, wlth a strong presumption in favor of the
latter, especially with progressive rates. The tax may
elither increase or reduce the proportion of funds made
available for investment in more 1illiquid lines. Again
the presumption against risk bearing 1s strengthened if
the tax 1s progressive. The same conclusion is reached
in the risk bearing case Af loss offsets, which were seen
to increase the willingness to assume risk, are not avall-
able. It is apparent from what has been said that the
currently popular type of income tax, which embodies steep
progression, exemptions, and only partial loss offsets,

and which bears primarily upon those who rely on other
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than investment income sources, operates to reduce the
supply of capital and thereby encourages shifting. Fur-
ther 1t tends to alter its composition in the direction of
liquidity and safety. All this results from its discrimin-
ation in favor of non-monetary and timing elements of

total net want satisfaction.



-167-
Chapter VI
INCOME TAXATION AND THE SUPPLY OF LAND

The term land is customarily used to categorize those
productive resources which are supplied by nature. Conse-
quently, it includes sub-surface minerals, qualitative soll
characteristics, wild life, timber stands not developed by
man, useful marine products, and many other gifts of nature,
in addition to surface area, In analyzing the influence of
income taxation upon the supply of these agents three cases
will be distingulished; first, the case of fixed supply,
second, the case where supply must be maintained by capital
replacement, and third, where supply is subject to deple-

tion and exhaustion.
Fixed Supply - The Rent Case

The supplies of some natural resources are fixed.
Therefore, no variation in the activity of their owners
can bring about a change in their amounts. As a conse-
quence no possibility of shifting through varying supply
exists. The tax falls upon pure rent and is unshiftable.
One minor exception to the conclusion can be mentioned.

By turning part of his land to untaxed lncome sources such
as gardening for home use or employing 1t for personal

recreation, as opposed to offering it or 1ts products on
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the market, some slight diminution of market supply could

result. Quantitatively this exception is not important.

Supply Requiring Maintenance

To maintain the quality of some land agents capital
must be applied. For example, continued soil fertility
often requires expenditures upon chemical fertilizers, or
the prevention of eroslon may necessitate the construction
of walls or dams, However, such cases really involve two
elements; land fixed in supply, and capital investment,
These two elements are best treated separately. Therefore,
the influence of the income tax would be analyzed first
as a tax upon land fixed in supply. There can be no shift
of the element as seen above. The analysis in regard to

the capital would follow the lines of Chapter V.,

Exhaustible Resources Some resources are exhaustible.

Frequently their owners can control the rate of depletion,
Therefore timing factors maj be influenced by income tax-
ation,

A proportional income tax, if it 1s assumed that it
will continue, and if rates are not expected to change,
should have no effect on timing resource utilization, If
an exhaustible resource is used this year or next, the tax

which will have %o be paid will be the same., The time dls-
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count factor favoring present use will be the same as if

no tax were levied. Although there is a possibility of an
income effect pressuring toward current use, this should be
offset by the certalnty of loss of future income, and hence
an even more severe future income effect. However, the
loss of income, both present and prospective, occasloned

by the tax may lead to more economical resource exploita-
tion. Thus reduced net income might induce the owners of
oll wells to capture and sell thelr natural gas rather than
burning it off.

Should the income tax be regressive, entire differ-
ent results should ensue. It would then be to the ad-
vantage of the resource owner to concentrate as much ex-
ploitation as possible in the current year, or years im-
medliately followling, both because of the lower increment
rates and the consequent highly favorable time discount
factor, Thus the current supply of the resource would be
enhanced at the expense of the future. In addition the
rush to current utilization would militate against econom-
lcal realization of all of the physical potential which
the resource might possess.

A progressive tax, on the other hand, would work in
the opposite direction. Excessive current exploitation
would encounter successlvely higher increment rates thus

leaving progressively smaller net ylelds. Consequently
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the resource owner would be encouraged to distribute his
plan of resource utilization over more tax perlods. This
would usually tend to create a more rational balance of
supply between the present and the future., It is possible
that the period of exploitation might be over-extended,
but considering our history of resource conservatlion thils
would seem unlikely. The extension of the utilizatilon
period along with the pressure of the tax upon income should
be conducive to more efficient and economical exploitation
techniques than could be expected with either proportional
or regressive levies,

In reality, not only existing tax types and rate
structures, but also, and even more important, frequently
anticipated tax changes are of central significance. The
consequence of expected future tax reductlions approximate
the results postulated with a progressive levy which 1is
expected to continue unaltered. Anticipated higher rates

would work in the same manner as regression.l

1. The above analysis was suggested by the elaborate
presentation of S, V., Ciriacy-Wantrup in his article
"Taxation and the Conservation of Resources", Quarterly
Journal of Economics, Nov,, 1943.
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Chapter VII
BUSINESS INCOME TAXATION
The Tradltional Theory

For many years economists believed that general busl-
ness income taxes were unshiftable.l This resulted from
an unfortunate confusion of profit concepts, slince they
implicitly assumed that the accounting concept of net
profit, which usually constitutes the tax base, was coin-
cident with what economists meant by profit.2 Although
recent contributions in the field have rendered this theory
untenable, a revliew of its content and shortcomings will
lend understanding to the newer approach,

Black summarlizes the arguments of the traditional
theory as follows:

"l. An income tax which has been imposed leaves
each producer still a producer in the indus-

try in which he had been to begin with.

2. The number of firms 1n each industry re-

mains constant.’

1. They did, however, recognize that an income tax levied
on one or a few industries could be shifted,

2. The reality of this confusion 1s stlill evident in tax
terminology. A wartime tax on accounting net income over
some base amount (historical income in "normal years' or

a "normal", 6%, return on invested capital) is not re-
ferred to as a profits tax, but as an excess profits tax.
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3. Each firm places the same quantity of goods

on the market as it had done to begin with".d

The reasoning underlying theée arguments 1s qulite simple.
Since the tax falls only upon the difference between cost
and recelpts, only this differential 1s narrowed and price
equllibrium points remaln unchanged. Hence a firm which 1is
operating profitably continues to earn profits of which 1t
keeps only a part. Firms which earn no profit pay no tax,
Therefore no inter-industry reallocation of resources trans-
pires and no retirement from business is to be anticipated.
Unless rates are confiscatory (100% or over) the tax takes
away only a part of the profit on increments of production
and does not bear upon the marginal, or no profit unit,
the amount produced by each firm remains unchanged.

Two assumptions are necessary to these conclusions.
In the first place, when advocates of this position such
as Seligman contend that "The tax on profits is paid only
by the man who makes profits",4 they directly assume that
business income taxation levies upon profits and only
profits, not upon costs of production. Second, they as-
sume that the business enterprises will always attempt to

maximize profits, which is the same as assumlng that the

3. Black, op. cit., p. 5.
4, Seligman, Studies in Public Finance, p. 59.
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supply of the agent business enterprise is perfectly elas-
tic.5 Both of these assumptions are subject to serious
question. Through an analysis of their shortcomings we
shall develop our presentation of the incidence and effects

of buslness income taxation.
COST OF PRODUCTION AS A TAX BASE

It was not until 1927 that it was clearly demonstrat-
ed that, from the polnt of view of the tax statutes, the
no profit firm and Marshall's price determining "represent-
ative firm" were not identical. Robertson in his landmark
article pointed out that the traditional viewpolnts, which
supposedly predicated its reasoning on Marshallian price
doctrine, had gone far wide of the mark in assuming this
identity.6 He demonstrated that elements of cost 1ncluded
in Marshall's definition of the price determining firm,
such as interest, and insurance on all capital, and gross
earnings of management, were lgnored when computing tax-
able profit,

The foregoing analysis clearly demonstrates that it

ls essential that a careful distinction between the concept

5. To my knowledge this point was first made by Boulding,
"The Incldence of a Profits Tax", American Economic Review,
Sept., 1944, p. 564,

6. Robertson, D. H, "The Colwyn Committee, The Income Tax
and the Price Level", Economic Journal, Dec. 1927,
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of profit usually employed by the tax collector and that
which is customary in economic literature be made., Most
business tax statutes define taxable net income as a form
of accounting net income. It is typically the difference
between revenues resulting from the sale of products, ser—
vices, or propertlies, and the cash outlays, either proxi-
mate or remote, involved in earning these revenues.7 In
essence accounting income deals with the differential
between flows to the business from outside parties, on the
one hand, and from the business to outside parties on the
other, No income to owner-supplied agents is imputed into
the accounting of total cost, hence such lncome appears

as part of the net income or profit of the business,

The concept of cost employed by economists in deter-
mining profit is much broader. Since 1t involves the re-
numeration of all agents required in bringing forth the
product, 1t 1s by no means restricted to external payments,
Payments to owner-supplied agents are imputed at the oppor-
tunity cost value of thelr services, It is self-evident
that substantial differences must result between the con-
ceptual content and quantitative amount of these two profit
concepts; the tax collector considers as profit some of the

elements which the economist deems to be cost., Because of

7. Such long term non-current cash charges such as de-
preciation are really an allocation of cash cost over the
life of the assets in question,
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these differences, the reasoning of the traditional school
loses much of its force. Only what 1s now called & profits,
or excess profits, tax could be analyzed along traditional

lines without danger of serious error.

Taxation Falling Upon the Costs of Unincorporated Business

For tax purposes the income of unincorporated business 1is
treated as the personal income of the owner or owners.

The profit of a proprietorship is part of the personal in-
come of the proprietor, and partnership income is allocated
as personal income among the several partners, In this
case fallure to impute renumeration on owner-supplied agents
as business costs makes no real difference. Although such
income 1s taxed as part of business profit, if 1t were
imputed as cost to the business then it would necessarily
also be imputed as other personal income to the owner leav—
ing the tax liability unchanged.® Further, no discrimina-
tion agalinst use of personally owned resources in business
exlsts since were these same resources employed elsewhere
the income earned would be taxed in an ldentical manner,

It 1s quite true that the exlistence of the tax may alter
the willingness of the owner of productive agents to allow

them to enter the productive process. These possibilities

8. This statement would not be valid 1f income from 4if-
fering sources recelved differing tex treatment, but such
1s not the case under the Americean tax system except in
the case of capital gains,
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of the tax producing income or substitution effects, which
would alter the amount of the agents supplied, were examin-
ed in detall in the preceding chapters, Nevertheless, if
earnings are the same, such alterations will occur without
regard to whether these agents are employed in hls own
business or elsewhere. Such phenomena are the result of
the tax bearing upon individual income in general, not busi-
ness income in particular. Thus the traditional viewpolint
1s not invalidated in this case by the tax falling upon
cost, as long as the whole problem 1s viewed in terms of
the post-tax situation.® Therefore, shifting by unincor-
porated business, as an enterprise unit, must be evaluated
in terms of the impact of the tax on economic profit, Dis-
cussion of this point will be deferred until a later sec-

tion of the chapter.
The Corporation Income Tax as a Tax on Cost

American law taxes corporations as entitles in them-
selves and does not integrate this tax with the tax upon
individual income. For this reason a separate level of
policy formation exists, and reactions to the tax occur
on this level as well as the individual level. Thus cor-

porate policles may be altered because of the tax by shift-

9. The post tax situation, because of altered responses
of the owners of the agents, will in all probablility in-
volve changes in both cost and demand. This point Black
makes most emphatically, op. cit., p. 16.
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ting the disposition and utilization of existing resources,
treatment of present or potential share-holders, and shifts
in corporate investments. These possibilities shall be
examined both in terms of shifting and incidence analysls,
and in terms of important effects.

10 the

Although a dissenting voice is sometimes heard,
welght of opinion, expressed in recent presentations, points
to the tax including cost of production elements in its
base, thus creating the possibility of shifting. There is
substantial agreement that the tax impinges upon fixed cost
elements. Richard Goode, in his impressive followup of
Robertson, enumerates non-contractual interest, imputed
rent, and uninsurable risk as of primary importance in this
respect.11 The validity of this position is readily appar-
ent. Take non-contractual interest as an example. If &
corporation is to obtain funds from equity sources, 1t
must offer a return comparable to what can be obtained in
other investment channels of similar risk. If this rate is
assumed to be 5% then, the corporation must hold forth the

prospect in the short run, and must make good in the long

run, of payment of this amount net of corporate income

10, For example, Macy, C. ward, "The Corporate Net Lncome
Tax and the Post Price Structure", Bulletin of the National
Tax Association, May, 1944, and "Incidence or effects of
the Corporation Income Taxﬁ, American Economic Review,

Dec., 1946,

11, Goode, Richard, "The Corporate Income Tax and the
Price Level", American Economic Review, March, 1945,
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% This construction 1s employed by Weston to 1llustrate
the pbint at issue, Weston, J. Fred. "The Incidence and
Effects of the Corporation Income Tax", National Tax
Journal, Dec, 19560,
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taxes. Should the effective rate of such taxes be 50%,
then the corporation would have to earn 10% gross on the
additional investment financed from equity sources., If

in the long run it should fail to do so, the supply of
avallable equity capital would diminish, and if new sources
were not found, shifting via a reduction in the supply of
capital would occur.

Figures 40 and 41 deplict an increase in flxed costs,
occasioned by the tax, being shifted in the long run 1in an
industry operating under conditions of perfect competition
with long run constant costs. The increase in fixed cost
i1s depicted on the individual firm graph by a rlse 1n
average cost from A C to A CY, and on the industry graph
by the movement from So to S o t. Since only fixed costs
are involved in this example, no short run adjustment takes
place. However, the renumeration to invested capital 1is
now inadequate and eventually resources will be wlthdrawn.
Hence the short run schedule (SS) will move to the left
until it ultimately assumes the position S8St where the
necessary rate of net return is realized. In the process
price has risen from P to P! thus shifting the entire bur-
den of the tax (as far as it falls upon cost) forward onto
the consumer. The same line of reasoning could be appllied
to market conditions other than perfect competition to the

extent durable specific factors (factors which cannot be
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transferred to other uses) are not involved.

The foregoing presentation implicitly assumed the
supply of the agents of production to be perfectly elastic.
Were this not the case, which 1s most likely, then some
backward shifting would occur, and the degree of forward
shif ting would be lessened. Nevertheless the extent of
overall shifting would remain unchanged.

The above analysis rests on the assumption that there
are some uses of funds which will be free of the corporate
tax burden, A universal tax, falling equally upon the in-
come from all forme of investment (and also on the satis-
faction of liquidity preference in the case of hoarding)
would render this assumption invalid. Obviously under cur-
rent law these alternatives for investment are quite num-
crous, Funds could be held idle, thus satisfying liquidity
preference, or consumed thereby placating time preference.
Although there are limitations as to how far this could go,
some movement in this direction is quite possible., Invest-
ment channels not subject to corporate income taxation
could be chosen. Among these, unincorporated busliness
investment, private bonds and public debt are of importance.
With the exception of private bonds there are serious ob-
stacles that would impede the use of these alternative
channels to replace the funds withdrawn on account of the

tax, Typically unincorporated business and government are

not adapted to the type of operation carried on by business
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corporations. The alternate source of funds from private
bonds would be at best partial, since many industries pos-
sess characteristics which make heavy funded debt not only
undesirable, but outright dangerous both from the point

of view of the corporation and the 1nves‘cor.12 Therefore,
shifting can be expected.

The same line of reasoning employed in an analysis
of contractual interest could be applied to imputed rents
and unlnsurable risks, the other fixed cost elements upon
which Goode feels the tax burden falls. Land and other
fixed properties would tend to be withdrawn from the cor-
porate ownership in the imputed rent caée. This move could
be partially offset by the supplying of these same agents
to corporations on a lease basis, but we have no grounds
for assuming that the offset would be complete, since not
all fixed assets are of such a nature, either physically
or financially, as to be convenlently subject to lease,
Nevertheless the growing importance of the "sale and lease-
back" arrangements in recent years testifies to the change
from ownership to lease of fixed assets by corporation
for tax reasons.

To the extent that the tax bears upon uninsurable

12. The replacement of agents withdrawn on account of the
tax by agents from other sources could be called an "off-
set" to shifting.
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risks the supply of venture capital would be reduced,ls
which would lead to shifting in areas where this type of
investment plays an important role, Bowen feels that for
this reason the entire supply of capital will be reduced,
which would cause a backward shift onto the suppliers of
labor and 1and.14
As mentioned above, the consensus of opinion points
to the tax bearing upon exclusively fixed costs and thus
inducing long run shifting only. Nevertheless, careful
examination of the problem will reveal that possibilities
of short run are by no means absent. In the first place
some variable cost factors may feel the welght of the tax,
Ag Somers Points out, expansion of production within fix-
ed plant capacity is undertaken in anticipation of demand
in most instances. Thus, an element of uncertainty and
therefore risk, usually of the uninsurable type, is intro-
duced in the short run. Since the tax imposes a burden
upon this risk bearing, short run shifting becomes pos-
sible.19 1In addition, it is worth pointing out that the

working capital required varies with output within fixed

13, As will be demonstrated subsequently the type of en-
terprise undertaking venturesome investment will also tend
to differ because of the tax. ‘

14, Bowen, Howard R., "The Inclidence of the Corporation
Income Tax, A Reply", American Economic Review, March, 1946.
16. ©Somers, op. cit., p. 215.
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plants, Thus with larger volume more funds are necessarlly
invested in inventories, supplies and recelvables than at
lower levels of output. To the extent that this working
capital investment 1ls equity-supplied, the 1ssue of non-
contractual interest appears in the short run as well as
the long run. Although part of working capital require-
ments are typlcally financed from short-term debt sources
(accounts payable, tax liabilities, accruals and short
term borrowing), prudent financial management usually re-
quires the maintenance of a satisfactory current ratio
(current assets divided by current liabilities). Unless
the current position is sufficlently stirong prior to
short-term expansion, additional equity capital, usually
from retained earning, is required in order to sustaln a
satisfactory current ratio. Thus in many lnstances short-
run shifting is possible for this reason, because less will
be invested in working capital. This would reduce both
the demand for the agents and the supply of the product.
Still another impetus to short-run shiftlng may
frequently present itself. Many producers in monopolis-
tically competitive industries may not be fully exploiting
the profit possibilities of thelr situation. They may be
satisfied to accept a "reasonable" rather than a maximum

profit level.l6 Shoup points out that the impact of the

S —

16. This point has been made by Slitor. Slitor, Richard
E., "The Corporation Income Tax, A Revaluation", Natlonal
Tax Journal, Dec. 1952,
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tax may cause these producers to immedlately raise thelr
prices to recoup tax losses for two reasons. In the first
place, they feel justified in so doing, and in the second,
they usually need not fear competitive reprisals because
other members of the industry are reacting in an ldentical
manner.1?

Thus it is reasonable to conclude that since the cor-
poration income tax bears upon cost factors not only in
the long run but also during the short run period, both
short and long run shifting will occur in some degree.
This shifting will be both forward and backward, the rela-
tive distribution between the two directions of shifting
being determined by the relative elasticities of the demand
for product and the supplies of things purchased by the
corporations. Inelasticity of demand will make forward
shifting more probable, while inelasticity of supply will

induce a preponderance of backward shifting.
Intra-Corporate Factors and the Extent of Shifting

Assuming that the corporation income tax bears upon
cost elements, and that a corporation is able to shift (in

either the short run, long run, or both), we may now in-

17. Shoup, carl, "The Incidence of the Corporation Income
Tax", National Tax Journal, March, 1948,
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quire into the amount by which the corporation must lncrease
its selling prices or reduce its buying prices in order to
relieve itself of this tax burden. Shoup has established
that this amount will vary depending upon intra-corporate
factors such as capital structure and capital turnover, 18
Beck following Shoup's lead has demonstrated that these
factors are capable of statistical evaluation and has com-
puted indices of the shifting capabilities of seven indus-
tries in 1939.1°9 The argument will be examined first in
regard to capital structure, then in relation to caplital

turnover,

Capital Structure The capital structure of a corporation

refers to the composition of its sources of invested cap-
ital. The corporation income tax levies only upon the
income earned by equity (stock) portion of this structure,
Therefore, the larger the proportion of equity capital the
greater the amount of tax burden which the corporation will
need to shift, and hence the greater the price increase (or
buying price reduction) necessary to accomplish complete
burden shifting. Greater proportions of debt financing,

on the other hand, reduce the tax burden and the necessary

18. Shoup, art., clt,
19. Beck, Morris, "The Ability to Shift the Corporate
Income Tax", National Tax Journal, June, 1950.
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price increases. It follows that the degree of shifting
sought by the corporation varies directly with the propor-
tion of equity financing and inversely with the proportion
of debt.

If cumulative preferred stock 1s included in the
capltal structure the amount of shiftling 1s increased be-
cause the effective rate of taxation upon common share-
holders rises. This necessarily follows from the require-
ment that preferred dividend must be met before any distri-
bution is made to common, and therefore both tax and pre-
ferred dividend constitute a burden to the common equity.
For example, if 5% cumulative preferred is outstanding and
the tax is 50%, then 10% (5% for the dividend and 5% for

tax) must be earned on the preferred portion of the equity.

Capital Turnover The equity capital turnover of a corpor-

ation is the average rate at which the investment flows
through the sales process. It i1s measured by dividing net
worth into net sales. Should this ratio be hligh, smaller
price increases would be required to shift a given burden
on equlity capital than if the ratio were low. For example,
with a 50% corporation income tax and a 5% opportunity cost
on equity capital, a 5% increase in return before taxes
would be required in order to shift the tax. Should the
annual capital turnover be one(net worth equals net sales)

then a 5% increase in price would be required. 1If, however,
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the turnover were five then a one percent price increase
would suffice. Thus the price increases will vary inverse-

ly with the rate of capital turnover.
Effects of the Corporation Income Tax as Tax on Cost

Debt versus Equity Financing As has been pointed out

above the corporation income tax bears only upon that por-
tion of the investment which 1is owner-supplied. As a con-
sequence, debt or other forms of contractual payment,
financing techniques are avallable to offset the wlthdrawal
of equity capital which the tax occasions., Increasing
utilization of bonds, term loans, and lease arrangements
indicate that these channels of tax avolidance have not been
overlooked.20 Were the significance of such alterations 1in
the nature of the sources of long term funds merely techni-
cal or legal, it would not concern us further. However, the
change has far-reaching economic implications. Whereas the
payment of non-contractual interest is contingent or dis-
cretionary, contractual payments are mandatory, Fallure to
meet the latter constitutes legal insolvency and will fre-
quently lead to bankruptcy action which may result in the

liquidation of the enterprise. The importance of thils 1ls

20. Gocde, who recognizes the objectionable nature of this
trend, however, does not feel that the movement toward bonds
thus far has been spectacular Goode, Richard, The Corpora-
tion Income Tax, p. 137.
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twofold. In times of contracting overall demand a wave of
failures, which could result from excessive fixed charges,
would exert a powerful destabilizing influence. 1In addition
the existence of fixed charges considerably alters the at-
titude of management. This change in outlook may manifest
itself in a decline in the wlllingness to assume risk, or

by attempts through monopolistic action to stabilize the
condition of the industry.

Sources of Venture Capital Another tendency toward monop-

oly generated by the corporation income tax 1is found in
its influence upon risk bearing. It has already been seen
that the tax tends to reduce the willingness to assume risk
thereby reducing the supply of so-called venture capital.
But it also alters the location in which this type of in-
vestment will be found. As was noted in the preceding
chapter, the retarding influence of income taxation upon
the assumption of risk is diminished by the possibility of
losses being offset against other income. When inquiry 1s
directed to the possibilities of loss offsets in the case
of firms of differing size the conclusion ls unavoidable
that 1t will be greatest with the large and successful

business unit.fl Therefore, venture capital will tend to

21, OCOf. Goode, op. cit., p. 1l23.
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be supplied more through those units which have already achiev-
ed a position of dominance than by smaller and weaker compet-
itors. Such a situation 1s obviously conducive to cumula-

tive concentration and monopolization of 1ndustry.22 It is
interesting to note that proposals advocating lower rates

on venture capital,23 which have been advanced in recent

years, would not only tend to augment its supply, but would

also strengthen the competitive structure of the economy.

Sources of Savings The reduction in the return to equlty

capital occasioned by the tax alters the distribution of
sources of savings in the community and especilally those
avallable to corporations. Since many firms cannot offer
a rate of return net of taxes adequate to attract new
equity capital, and since management frequently 1s unwill-
ing to go beyond certain limits in the assumption of con-
tractual payments (debt or lease), the only available
source of additional funds 1s retained earnings at the ex-
pense of dividend payments. Another reason for reinvested
earnings is to avoid high personal income taxes, and,
since no tax on capital gains is levied at death, permanent

exemption is obtained. Although these savings might be

22. Musgrave and Domar make this point in thelr article
on risk bearing.

23. For example, Hansen, Alvin, Financing American Prop-
erty.
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imputed to the stockholder, in most lnstances where large
corporations are involved the decislon to save was forced
upon him, not a free and voluntary cholce. It is, there-
fore, more realistic to conslder these savings as the sav—
ings of the corporation, and the corporation as the saving
unit.24
The reality of this analysis 1s apparent when 1t can
be observed that the stock market value of 1lndustrial
capacity is frequently only a small fraction of 1ts cost
of reproduction., This causes stock financing to be un-
desirable since a tremendous dilution of existing book
value equities would result from tapping this source of
funde to any considerable extent, and stockholders usually
react adversely to such dilution, That retained earnings
have been resorted to as an alternative is obvlious in the
light of recent experience. Since the end of World War 11
this has been the major source of funds for new corporate

investment.25

24, 1t 1s interesting to note that the accountant of natlon-
al income take this view when they subtract among other
things corporate savings from national income in deriving
Personal Income, Survey of Current Business Supplement, 1946.
25. Not only tax rates, but also the requirement that de-
preciation be calculated on the basis of historical rather
than reproduction cost for tax deduction purposes have

been influential in producing this result.
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This trend toward self- financing, and thus the al-
tered source of savings, contains important self-reinforc-
ing elements. Not only earnings (net of taxes) but also
yleld, both current and prospective, enters into the de-
termination of the market values of shares. If small
dividends resulting from corporate savings are expected
to be but temporary, then price will not suffer seriously
since future periods of high yield are anticipated. On the
other hand, if reasonable expectations point 1o persistent
low dividends and high corporate savings then market values
are bound to suffer. This would only enhance the necessity

of relying on retained earnings for needed equity czatpj.t;al.z6

The Form of Enterprise The corporation is taxed as such,

while the partnership cooperative, and proprietorship, are
not, Hence we would expect & tendency toward unincorporat-
ed business to result. Undoubtedly this has occurred, es-
pecially among smaller business units, not so much by the
dissolution of existing corporations as through the re-
tention of an unincorporated form by firms which otherwise
would have sought the shelter of limited liability. The

tendency 1s progressively restricted for the proprietorshlp

26. Lt 18 enlightening to reflect upon the substantial
advance in the value of General Motors' shares when the
proportion of earnings distributed 1n dividends was materli-
ally increased after the completion of that company's post
war expansion program.
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and partnershlp when larger business units are consider-
ed, 27 However, cooperatives have shown considerable capac-
ity for engaging in large scale enterprise. Their success
and vigor in doing so has led to the charge that they are
in reality tax free corporations,

The interrelating action of the corporate and per-
sonal taxes has led to some movement in the opposite di-
rection. Impelled by a desire to avoid high progressive
rates on income which is received at irregular intervals
or by the advantage of less heavily taxed saving within
the corporation, some individuals, who otherwise would
shun corporate ldentity, have been led to seek the lmmunity
from the progression of the individual tax which 1t con-
:f'ers.z8 It is not surprising, as Litterer points out,
that this may lead to an accumulation of idle funds in

the corporate structure.29

The Taxation of Pure Profits

Business income taxation, in addition to bearing upon

cost elements, reduces the amount of pure profits. The

27. Goode envisions the possibility of a trend away from
capital intensive industries, where the corporate form of
business 1s especlally advantageous, to small scale or
labor intensive industries, op. cit., p. 140,

28, For example, the Rofell Corp. of ballplayer Bob Feller.
29, Litterer, Oscar F., "The Corporation Income Tax and
Production", Bulletin of the National Tax Association,
April, 1946.
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traditional view, which holds this tax to be unshiftable,
does so on the grounds that the business enterpriser will
attempt to maximize these pure profits. Let us now consid-
er the validity of thlis assumption. Pure profits are usual-
ly envisioned as arising from two general types of sources;
external, which arise because of conditions outslide of the
individual firm, and, therefore, beyond the control of the
busines man, and internal, which arise within the firm

and are, in part at least, under the contro] of the enter-
priser. Price level changes, increases in the prices of
particular commodities occasioned by increases in demand,
uncontrollable variations in production, and changes in
governmental policy, are cited as examples of the former,
while the development of a monopoly position, reduction

of production costs through skillful management, innova-
tions, successful bargalining, product differentation, and

30 Gbvious-

financial manipulation, illustrate the latter.
ly there can be little argument over profits from external
sources, Since they are beyond the control of the enter-
prilser, he wlll accept them to the full regardless of any
reduction occasioned by taxation. Hence no direct shift-

ing possibility exists, 51

30, See Bye, R. T. and Hewett, W. W., The Economic Process,
pp. 647 - 651,

3l. Some indirect shifting might occur due to the tax re-
ducing the enterpriser's income.
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However, a similar conclusion seems tenuous when
profits arising from internal sources are considered. It
seems quite unlikely that the enterpriser's propensity to
reduce cost by skillful management, or to bring forth in-
novations, or to extend himself in bargalining would remain
unaffected 1f the reward for so doing 1is reduced. A far
more plausible approach would assume some degree of co-
variation of enterprennial activity and the profits to be
secured therefrom. Again we can reason in terms of mone-
tary reward, on the one hand, and those other elements in
the total want satisfaction picture which are not secured
with money income, on the other. Unfortunately the prob-
lem is not as simple as in the case of the supply of labor
considered in the preceding chapter. True, many similari-
tles exist in that enterprennial effort involve disutili-
ties, and, therefore, a balancing of net rewards agalinst
lelisure does undoubtedly take place. However, an addltion-
al element 1s present. Business is a game which many de-
light in playing. It 1s a source of soclial prestige, of
professional respect, and above all in many instances of
power. The extent of these critical non-monetary compen—
sations all too frequently varies directly, although not
necessarily proportionally, with the scale of the enter-

prise.32

32. These non-monetary compensations also vary with the
factors such as leisure, age, and health, However, the
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If the type of indifference pattern which the above
argument suggests 1s graphically depicted by measuring
profit along the Y axis and output (scale of enterprise)
along X (as in Figures 42 and 43), a U shaped system of
curves should result. The implications of such a pattern
are clear. For a while the business man 1s wllling to
sacrifice both leisure and income for the prestige and
power which accompany larger scale of enterprise. The
falling section of the indifference curves indicate less
income with greater scale being the equivalent of more in-
come and smaller scale. Presumably at larger scale also
more effort 1s required and less lelsure can be enjoyed.
A8 this goes on, increments of leisure and income will
increase in relative ilmportance while the marginal value
of additional power and prestige will decline. Eventual-
ly the former influence will assume a dominant role and
the curves will rise, which would mean that in this phase
more income is necessary to compensate the loss of other
elements of want satisfaction which larger scale occaslons.
The scale of enterprise at which this will occur is de-
pendent upon the personal characteristics of the business
man himself., If he has wide outside interests, he will

not long sacrifice the leisure and income which enable

32, purpose of the present analysis is to relate them
to the variable scale of enterprlse,
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him to exploit them in return for the egoistic gratifica-
tions which greater size offers. On the other hand, 1if
business is not only a way of life, but 1life itself to him,
then leisure and income will only loom important when physi-
cal well-being is threatened. Thus he may try to achileve
a vast, though unprofitable, scale of operation. One off-
setting factor to be found in this case is that money prof-
its are to some extent used along with size and power as
a measure of success. This is frequently called the money
illusion. Hence, the curves for this type of individual
might not fall over such a large scale of output as the
previous argument might suggest, because loss of prestige
occasioned by less money income would counterbalance the
prestige to be derived from running a larger busi.ness.a;5
Figure 42 depicts the case of an enterpriser whose
indifference curves are rising over the relevant output
range. The curve A B C shows the amount of profit which
may be (or is expected to be) realized at a series of out-
puts. In the absence of taxation of profit the enterpriser
will decide on output O F and profit F E, since at E the

profit curve A B C is tangent to a higher indifference

33. If business risks are not included in the cost analy-
gis the risk factor will exert an upward pressure on the
indifference curves at larger scales of output. Bouldilng,
in his article from which this analysis was adapted, points
out that "an expansion of output with exactly the same
actuarial value in terms of expected profit will look much
more attractive at small outputs than at large', art. cit.,
p. 571.
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curve than at any other point. Note that the level of profit
1s less than the maximum possible D B, For D B to be the
equilibrium point, an indifference curve would have to be
horizontal at O D output. This naturally could occur, how-
ever, it would merely be a coinc:i.c’ience.:'s4 Should all prof-
1ts above the level N L be taxed away (no tax applying to

N L), then equilibrium would be achieved at L, since no
further expansion would be undertaken without added compen-
sation. If a proportional tax were assessed against prof-
its, then the profits net of tax curve would be A J B'C.
AJB'Cis tangent to an indifference curve at J which
Indicates K J profit after tax and O K output, If the

tax were progressive and intended to return the same yield
on maximum possible profits, the profits net of tax curve
would be A G B' C, and equilibrium would be realized at

G with G H profit and O H output. Thus the progressive

tax restricts output more than the proportional level.

This result is not unexpected since increments of profit
are taxed at successively higher rates, while expansion

in this case will not occur unless extra profit accrues.
Therefore, the higher progressive increment rates will

leave net yilelds below the amount necessary to induce ex-

34. The traditional assertlion that the enterpriser will
always attempt to maximize profit rests upon assumption
that the indifference pattern will be horizontal through-
out, In view of what has been said before such a con-
dition seems most unlikely.
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panslion sooner than will the lower proportional rate.

Figure 42 depicts the reaction of an enterpriser
whose indifference curves are falling over the relevant
range of output which indicates his wlllingness to sacri-
fice income for the prestige and power. In the absence of
taxation he would be in equilibrium at E, showing that he
had sacrificed some income for greater prestige and power.
A proportional income tax would leave him at J and a pro-
gressive tax at G. Thus both taxes will cause him to in-
crease output. This 1s reasonable in terms of the postu-
lated pattern of behavior because of the assumption that
our enterpriser is willing to sacrifice income for prestige
and power. On account of the tax, less net income loss
accompanies expansion than before. In effect power and
prestige may now be purchased more cheaply than before,
and our enterpriser elects to make the purchase. The pro-
gresslve tax encourages more expansion for the same type
of reason, As profits decline due to expansion, the suc-
cessive decreases in taxation begin with the highest in-
crement rates, hence over the relevant range power and
prestige are cheaper with the progresslive tax,

Any conclusions regarding shifting of the profits
tax depend upon which type of behavlior pattern which pre-
dominates. Should Figure 39 depict the more frequent case

then shifting would occur, and part of the incldence of
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the tax would be borne by users of the product or suppllers
of the agents, and society would lese. On the other hand,
the type of response described by Figure 42 would confer
a benefit upon the community, and reinforce the incidence
upon the enterpriser.35
Although undoubtedly both behavior patterns do exist
there is a strong presumption in favor of the former (less
enterprise accompanying less after-tax profit). The gen-
eral environment in which we live has changed considerably
in the past few generations. Soclal emminence and influ-
ence may be achieved in many more ways than formerly.
Where fifty years ago business constituted the appropriate
outlet for desires in this direction, today many alterna-
tive channels are open, Rather than expanding his opera-
tion, a business man may galn the acclaim of his fellow
citizens by participation in community welfare or cultural
projects.56 With the great rise of governmental power and
scope, politics offers many more avenues to prestige and
authority than in the past.37 At the same time the 1im-

portance of the power and prestige motives has probably

35. In mentioning social loss or benefit in thls con-
nection reference is made to productivity. Should monop-
olistic practices enter in other conclusions could well be
reached.

36. Examination of the leadership lists 1in such things as
the annual Red Cross, Red Feather, or Symphony Drives at-
test to this point,

37. The willing participation of the executives of glant
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declined. Wwith the advance of our material welfare many
more approaches to self-gratification are avallable.
Where the industrial empire builder of the last century
was conditioned through his formative years to a simple
and hard way of 1.'«.15‘e,"58 the leaders of today and tomorrow
have learned to enjoy more and &different things, and re-
quire more lelsure time for this enjoyment. Thus the en-
tire tone seems to have been changing from business for
1ts own sake to business for the other gratifications which
its profits make possible; the venturesomeness of the
ploneer seems to be ylelding to the conservatism of a
mature economy.

No conclusive answer can be given to the complicated
set of motives which have been examined. However, on the
balance it seems reasonable to conclude that the taxation
of pure profits will generally contribute to a reduction
in the supply of enterprise. The factors mentioned above,
which cause the indifference curves to positively incline
are also militating in this direction. Their combined in-

fluences have produced two significant results, In the

37. corporations in the government durlng recent years

point to the reality of this contentlon. For example,
?onald)Nelson, Charles Wilson (G.E.) and Charles Wilson
G, M.).

38. Henry Ford, Walter Chrysler, and R, K, LeBlond are

good examples.
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first place the number of enterprise units has declined.

At the same time the vat mutiple enterprise organization

has gained wide usage. That the supply of enterprise has
contracted, and at the same time become concentrated does
not portent well for the future prosperity and freedom

of the economy.
CONCLUSIONS

Business income taxation has been evaluated from
two points of view, as a tax on cost of production, and
as a tax on profits. As a tax on cost, no possibilitles
of shifting were found to exist in the case of unincorpor-
ated business, because untaxed or less heavily taxed al-
ternative uses for owner-supplied agents were not avail-
able, However, in case of corporations subject to cor-
poration income taxation such alternatives are available,
and, therefore, the tax levies on certailn cost elements
and was considered shiftable. This would mean that part
of the incidence would be transferred forward to consum-
ers or backward to the agents of production, It was polnt-
ed out that in addition to constituting fixed cost ele-
ments, and thus making long run shifting possible, the
tax also adds to certain variable costs enabling short
run shifting to take place. It was demonstrated that the

extent of price changes necessary to effect a shift varles
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directly with the proportion of equity capital to total
caplital and inversely with the ratio of capital turnover.
We noted that by entering into cost the tax produces
several important effects. It encourages the use of debt
financing at the expense of equity financlng, concentrates
venture capital into large and secure business units,
causes corporate savings to become a more important source
of saving in general, and influences the cholce of the
form of business enterprise. As a result of bearing upon
pure profits the taxation of buslness income probably re-
duces and concentrates the supply of enterprise, thus lead-

ing to shifting and possibly other undesirable consequence.
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Chapter VIII

CONCLUSIONS
Review of the Analysis

The conclusion of this study 1s that income taxes
can cause variations in the supply of productive resources
and, therefore, are shiftable. This conclusion is at mark-
ed variance with the traditional theory that income taxes
are taxes upon surplus and not subject to shifting. The
error of the traditional theory was found in its implicit
assumption that money income, which is subject to tax, 1is
colncident with total net want satisfaction which the in-
dividual will attempt to maximize. It was demonstrated
that total net want satisfaction embraces in addition to
money income and the things 1t will buy many other import-
ant elements. These were classified as (1) non-monetary
elements such as leisure, pleasant working conditions,
financial flexibility, and safety of invested funds, (2)
timing factors, which deal with the distribution of income
between present and future periods, and (3) untaxed real
income sources, of which the services of the housewife and
home garden produce are examples, The analysis indicated
that the imposition of a tax upon the money income part of
total net want satisfaction could upset the balance between

1ts constituents, thus altering the amount of money income
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which the individual would seek, This in turn would cause
him to vary the quantities of productive resources which he
would supply, and, therefore, create the possibility of
shifting. By following through this line of reasoning it
was seen that the traditional theory, which rested wupon the
surplus assumption, was valid only where rigidities in the
individual's preference pattern rendered his willingness to
supply resources completely inelastic. Hence the tradition-
al theory dealt only with a special case, since the assump-
tion of universal inelasticity of supply would be absurd.
Three types of reaction to the imposition of the tax
were identified. The rent case exemplifies the realization
of the classical assumption, and consequently no change in
the resources supplied. The income effect describes the
reaction of those who attempt to restore their money incomes
by increasing the resources they supply at the expense of
other elements of want satisfaction. This reaction is to
be expected where the tax Jeopardizes established living
standards. The type of reaction which involved the substi-
tution of other elements of want satisfaction for money in-
come was called the substitution effect. It was seen that
if substitution effects were more important than income ef-
fects in the market for an agent, the supply of that agent
would decline and part of the tax would be shifted. Domi-

nance of income effects, on the other hand, was shown to
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increase supply and to create the phenomenon of reinforcing

incidence. In addition, in the case of the corporation in-

come tax it was demonstrated that the tax constituted a cost
and, therefore, created a further basis of shiftlng.

In analyzing the influence of the tax upon the supply
of productive effort two directions of tax-induced varla-
tion were apparent. The amount of labor supplied in a given
occupation could be changed, and a movement between occupa-
tions and into and out of the labor force could take place.
Income effect dominance was viewed as a cause of lncreased
willingness to work,of more members of households entering
the labor market, and of the choice of more highly paid but
less desirable occupations., All of these reactions would
cause the incidence of the tax to be reinforced and pro-
duction to increase. The substitution effect was envislon-
ed as operating in the opposite direction. The desire to
work would be reduced, people would drop out of the labor
force, and more desirable types of employment, even though
less renumerative, would be chosen., Thus the substitutlion
effect would work through these three channels to induce
shifting and bring about a decrease in production, Pro-
gressive tax rates, since they bear most heavily upon the
increment of income, operate to strengthen substitution

effects and weaken income effects. It is quite possible
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for individuals, who would increase their efforts when sub-
Jected to proportional taxation, to reduce the supply of
labor which they offer if subjJected to progression.

The influence of income taxes upon the supply of capi-
tal were analyzed both in terms of overall supply and inter-
nal composition. In considering the effects of the tax
upon the supply of savings two points of view were taken,
Assuming savings to be a function of lncome, the tax was
seen to reduce the supply. When savings were consldered
a function of interest, the possibilities of both increases
and decreases in supply, with a presumption in favor of the
latter, were pointed out. When i1t was viewed as a function
of both income and interest, the presumption of a reductlon
in supply became very strong, especlally 1f rates were pro-
gressive. The individual's willingness to take an 1lliquid
position and to assume risk also 1s influenced by the tax.
Income effects would increase this willlngness, substitu-
tion effects would reduce it. Agaln progression would
strengthen substitution and weaken income effects. Thus the
income tax could not only decrease the supply of capltal,
but also alter i1ts internal composition probably in the di-
rection of safety and liquidity.

Most types of land are not subject to variation 1ln
supply. However, in the case of exhaustlble resources,

whose rate of depletion are subject to control, the tax



-208-

can be influential. Here progression, rather than reduclng
productively, was seen to induce a more evenly balanced
and efficient time distribution of resource utilization,

Business income taxation was seen to impinge upon the
supply of enterprise; increasing it in some cases but 1n
most instances militating in the opposite direction. 1In
addition it was pointed out that the corporation tax, since
1t uses non-contractual interest, uninsurable risks, and
imputed rents, which are costs of production, as a basls
of assessment, can be shifted.

The central theme of the argument may be summarized
as follows: Income taxation may cause the supply of the
agents of production to change. Income effect dominance
in the market for an agent will, if not overwhelmed Dby
steeply progressive rates, bring about an increase 1in the
supply of that agent. This will occasion two significant
results., The incidence of the tax not only will remaln
upon those against whom it is assessed, 1t will be intensi-
fied by their reaction to the tax. Further, since the
supply of the agent has increased, production will tend to
increase. An increase in production is a most significant
effect of taxation. Superiority of the substitution ef-
fect, which will be augmented by progressive rates, will
cause the supply of the agent to decline. This will cause

part of the incidence of the tax to be transferred from the
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criginal taxpayer to those who use his products. In addi-
tion it will occasion a tendency toward decreased productlon,
an lmportant and undesirable effect.

Income taxatlion may cause the allocation of the agents
amonyg different types of employment to change. Income ef-
fects, again militate in favor of more productive (highly
paid) utilization of resources, while substitution operates
in the opposite manner. Again income effects lead to rein-
forced incidence, while substitution effects occasion shift-

ing and transferred incidence.
Importance of the Analysis

The conclusions reached in this study point to the
probability of existing income taxes being partially shift-
ed and production curtailed. However, little empirical evi-
dence exlsts, or could exist, to substantiate this view.
amerlcan experience with heavy income taxation has been co-
incident with the violent economic upheavals of severe de-
pression, war, and preparation for war on an even more ex-
tenslve scale not to mention numerous technological ad-
vances, As a consequence 1t is well-nigh impossible to
distinguish the changes which might be attributed to income
taxation from those arising from other causes. Nevertheless
some attempts have been made. For example, Colm and Lehmann

attribute a large share of the responslbility for the de-
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pression of 1937-1938 to an income tax induced shortage

of risk capital.l Others such as Goode, have tried to
calculate the influence of the tax upon the supply of labor.2
Unfortunately results are indecisive. In extreme cases, how-
ever, some support for our conclusions can be found, and this
lends plausibility to the assumption that many less extreme
cases could be found to support our conclusion 1f statls-
tical techniques were sufficliently refined to separate out
more accurately the causes of changes in the economy. The
reduction of the willingness to work in Great Brltain, as
well as the decline in enterprise there undoubtedly reflect
confiscatory rates of income taxation. Nevertheless, this
does not clearly establish the presumption of substitution
when rates are not confiscatory. As a consequence, rather
than attempting to draw empirical conclusions from fragment-
ary data, those elements in the current situation, both

favorable and unfavorable to our conclusions, shall be

pointed out.

Factors Enhancing Substitutlion In the first place the

American income tax is steeply progressive. Beglnning at

22% on the first $2,000 of taxable income, the bracket rate

1. Colm, G., and Lehmann, F,, "Economic Consequences of
Recent American Tax Policy", Social Research, Supplement
I, 1938,

2: Goode, Richard, "The Income Tax and the Supply of
Labor", Journal of Political Economy, Oct. 1949,
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rises sharply even at relatively low income levels. Thus
the choice of foregoing lelsure and other untaxed elements
of want satisfaction for money income is confronted with
rapidly advancing tax burdens before income becomes sub-
stantlial, Even to the college professor, when weighing
the teaching of evening or summer school, this progression
at low levels of income may serve as a deterrent.

Secondly, our income tax provides for many exemptions,
Each individual 1s allowed $600 free of tax. In addition
exemptlions are granted for dependents, and deductions are
permitted for medical expenses. Further, soclal security
benefits are tax free. All these things operate to reduce
the pressure of income taxation upon minimum living stand-
ards, Although such provislions are easlly Jjustified on
humanitarian grounds, the fact still remalins that they weak-
en the income effect and, therefore, enhance the likelihood
of substitution responses.

When consideration is directed to a large bulk of
our nation's peace-time governmental expenditures, it can
be seen that they either directly or indirectly contribute
to the real income of part of the population, 1In cases
where government expenditure furnishes real income, the
loss occaslioned by the payment of income taxes is not & net
loss, and consequently, the possibility of income effect

dominance i1s reduced. Thls 1s especlally true since the
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receipt of governmental benefits usually coincides with
lower tax liabilities.3

The advance of public knowledge, through such media
as television, radio, and publications in addition to the
formal education process, has acquainted a growing propor-
tion of the population with not only the advantages of a
greater abundance of goods and services, but also the merits
of lelsure, security, and the other elements of want sat-
isfaction not purchased directly with money. As a conse-
quence people are now better able to effect a substitution
between money income and the other elements of want satis-
faction. This growlng capability enhances the possibility

of tendencies toward substitution being realized in fact.

Factors Weakening Substitution Several factors, however,

operate to offset and weaken the realization of the sub-
stitution reaction. The money illusion has by no means
disappeared from the scene. Prestige and power still are
measured in the minds of many people in terms of income
before tax. In addition custom plays a powerful role in
determining an individual's behavior. The preference for
a standard work day, elaborated in the article of Schwartz

and Moore, does to some extent exist, therefore, creating

3. The importance of this element was emphasized by
Goode, art. cit., p. 429,
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a pressure against substituting lelsure time for income.
Further, beyond a certain point the community may not sanc-
tion enjoyment of the other aspects of want satisfactlon.
Hence, at certain levels leisure may be considered 1dleness,
and pleasant employment might be deemed unmanly and unpatri-
otic. The influence of considerations of the latter type
will depend upon the spirit of the community. Should 1t

be venturesome then the pressure against the realization

of substitution will be strong, while a mature or decadent
environment will minimize such counteracting influences.

It is perhaps superfluous to polnt out that the ploneering
attitude is now decidedly on the wane.

The tax statutes themselves offer certain offsets to
substitution by providing so called loopholes which allow
some income to go untaxed or be taxed at lower rates. "Ex-
pense account" deductions and the favorable treatment of
capital gains are examples. To the extent that the tax,
on account of such features, 1s not effective, no substi-
tution effect can be expected. Another offset of growlng
importance is found in the monopolistic control of the sup~-
ply of the agents. Thus, a powerful union may secure an
increase in wages after a tax increase is imposed on the
grounds of maintaining take home pay. Although this pre-
vente the realization of substitution effects, the terminal

consequence of shifting is achleved in the first instance.
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There are groups within the country whose incomes con-
tain substantial rent elements. Many highly talented in-
dividuals, both in the business and professional world, could
fall into this category. To the extent that the rent ele-
ment 1is present at the margln, substitution is precluded.
However, this need not always be the case. For example a
movie actor who would work for $10,000 per picture may re-
celve $100,000, $90,000 of his income per film being rent.
Desplte this fact, after he had made two or three plilctures
during the year he might be unwilling to work further be-
cause of taxation. This could occur for two reasons. The
increment rate might be so high that not only the rent, but
also part of the necessary payment would be taken away.
Second, because of already enjoying a substantial income,
the actor's conception of a minimum payment necessary to
induce him to work may well be revised upward. Elther of
these situations could convert a rent case into one where
substitution 1s effective.

Finally, work is by no means unpleasant to all in-
dividuals. Many derive genuilne satisfaction from the Jjob
itself. To the extent that this factor plays a significant
role, substitution reactions are less likely to ensue, How-
ever, desplte the fact that some quantity of work may 1it-
self yleld gratification, this does not guarantee that the

marginal increments thereof will, For example, a teacher
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who really enjoys meeting one or two classes per day may
consider a foruth or fifth class to be a hardship. What 1is
important, if substitution reactions are to occur, is not
that all work be unpleasant, but that the marginal units

of work, which are the subject of substitution, be less de-
sirable than the alternative,

On the whole it would seem that the elements which
strengthen substitution are gaining while those which deter
i1t are on the wane. Progressive features and exemptions are
becoming ever more deeply entrenched in tax statutes, while
welfare becomes a more and more dominant objective of peace-
time expenditure., At the same time the population is be-
coming more lelsure and securlty conscious. On the other
hand the money illusion is in the process of slow disinte-
gratlion, as other more sophisticated values command increas-
ing attention, Tax loopholes are attracting attention and
consequently being plugged. With growlng progression mar-
ginal rent cases should become more infrequent, Only the
monopolistic shifting offset seems to be gaining, and this
no real offset at all since the result, shifting, 1is real-
ized without the intermediate step of substitution effect
dominance. Thus 1t would seem that only drastic changes
in the want satisfaction patterns of the community could be
offsetting, or could be expected to offset in the future,
the concluslion that the income tax 1s shifted in part at

least and that production is reduced.
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Policy Implications of the Conclusions

Although it was not the purpose of this study to
reach conclusions which would clearly indicate the advisa-
bility of specific tax proposals, the results can be of im-
portance, when weighed in conjunction with other relevant
factors, in the formulation of tax policy. Usually income
tax statutes are constructed in view of three considerations.
First, the tax would produce revenue, and in the process re-
duce the funds in the hands of private individuals. Second,
the progressive rate structure would alter the distribution
of income, and in so doing cause some change 1in the com-
position of production.4 Third, the tax has implications
of importance to fiscal policy. The conclusions of this
study point up among others, the following additional con-
siderations which should be evaluated in the development

of income tax proposals.

Z, Income taxation, along with all other revenue produc-
ing levies, necessarily reduce demand since funds are
withdrawn from private hands. That this reduction may be
counteracted as a result of public expenditure is both
obvious and beyond the scope of this treatise. The
diminution of private demand ramifies 1n two important
directions. First, in the aggregate sense 1t creates
effects of great significance to fiscal policy makers,
This issue has received such comprehensive treatment
elsewhere that it need not detain us here. Second, the
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The Effectiveness of Progression The progressive feature,
contained in most income tax statutes, is intended to
achleve a more equalitarian distribution of income. As has
been developed throughout this study, progression encourages
substitution which in turn leads to shifting. If part of
the income tax incidence is shifted, the burden of the tax
will not be distributed in the manner intended by 1its
framers. Should this shifting be concentrated in groups of
higher income, and steeply progressive rates point to that
being the case, the equalitarian intent would be partially
frustrated. Moreover, the channels through which this
shifting takes place (increased leisure, more liquid and
secure portfolios of investment, etc.) are in themselves

inimical to the equalitarian intent.

4. relative composition of demand may be altered. This
would be an important effect of income taxation., As noted
in Chapter II this might be considered as backward shift-
ing of the income tax., However, at that point it was indi-
cated that altered patterns of consumer expenditure would
not be considered to be part of the shifting process. In-
come taxation can influence the pattern of consumption in
two general ways. First, by altering the relative distri-
bution of income between groups with different consumption
habits the overall pattern will be changed. Thus a pro-
gressive system alters the relative proportion in favor

of the lower lncome groups at the expense of the upper.
Therefore, the goods consumed by the former assume a more
important place in the overall consumption picture, while
the products usually purchased the latter decline in sig-
nificance, This unquestionably has occurred in the United
States during the last thirty years. The mansion has
yielded much of its former position to the middle or lower
priced home, the custom built limosine to more standardize
vehlcles, and the fine arts to movies and television., This
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The Cost of Progression The process of shifting, which

progression encourages, takes place through a decrease 1n
the supply of the agents of production. This would tend to
decrease production itself. The loss in productivity must
be charged as a cost of achieving the equalitarian object-
ive. This i1s not to argue that a policy directed toward a
more equitable distribution should be abandoned, it merely
emphasizes that the cost be recognized and evaluated, Fur-
ther, it would indicate that the policy maker should utilize
all devices at his disposal to reduce such decllines 1n pro-
ductivity. Proposals to alter the tax statutes to permit
more complete loss offsets, and to permlt lncome averaging,

would, if adopted, be examples of such devices.

4, equalitarian effect must be attributed to the income tax
system,

Second, the income tax may alter the pattern of consump-
tion within the groups themselves. The followlng suggested
generalizations may shed light upon the directlion of these
changes. Where, as a result of the tax, reactlons dominated
by the income effect occur, then the consumption pattern 1is
being reduced in that area of products which the group deems
to be necessities. Where reactions to the tax are character-
ized by substitution effect superiority, then the group in
question is increasing the relative proportion of products
which it considers to be necessities and reducing the pro-
portion of luxuries. Needless to say the concept of what
constitutes a necessity or a luxury is subject to wide vari-
ations between groups, and as a consequence, these general-
jzations may not reveal very much in regard to specific
product types. However, when conclusions relating to the
first type of consumption variations are simultaneously
brought into consideration the implications of the general-
ization become clearer. Although we shall not dwell further
on the more specific influences of the lncome tax on the
consumption pattern it is apparent that it offers many pro-
spective avenues of interesting and useful investigation,
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