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TAXATION, GOVERNMENT EXPENDITURF
AND WORK EFFORTS

In this chapter and in the next two we shall consider the
partial effects of taxes and government expenditure on work eflort.
savings, investment and risk- -bearing, which would be followed
by a chapter giving an idea of the -general equilibrium effect of

the budget.
The net effect of a tax on wage income on work efforts can be

broken down into an income effect and a substitution effect. The
income effect shows the reaction of the taxpayer to vary his work
efforts as a result of the reduction of his income following the
payment of the tax. If an individual’s marginal utility of income
remains constant with the increase or decrease of his net income
(i.e., income minus tax), then the individual will not obviously
“feel any urge to work more following the reduction of his
income after paying the tax. In other words, in this case there
will be no income effect and hence the individual’s work efforts
will not increase. At the same time, the individual will be
inclined to substitute leisure for income, since, compared to the
pre-tax position, in the post-tax position there will be an increase
in the attractiveness of leisure relatively to income, as now the
income which the individual will be able to earn by sacrificing
leisure will be sliced off by the amount of the tax. Hence, we
may conclude that a proportional income tax on work efforts
income constant \\ill definitely
decrease work efforts by inducing the taxpayers to substitute
leisure for income.
This point may also be putin the following way : Assuming
that in the pre-tax equilibrium position the individual’s
marginal rate of substitution.of income for leisure (MS; ') was
equal to the wage rate (W), defined as the price of leisure over
price of income, in the post-tax situation MS;; Will be greater
than W, since the wage rate will be reduced by the income tax
paid, which makes leisure cheaper and income dearer than before,
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constant by assumption, MV, should be reduced in equilibrium,
This condition will be fulfilled when the individual will have
more leisure. Thus with MV, constant, an income tax will
definitely reduce work eflorts.
An alternative diagrammatic proof of this is given in Figure
12 in which leisure and income are measured on the horizontal
afnd vertical axis respectively. Suppose AB is the pre-tax wage
line of an individual which is tangential to the indifference curve
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FIGURE 12

ts» Indicating that the individya]’
‘ S Work effort in the pre-tax
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be 1.ndetc_erm1nate. Here we can, however, conceive of two types
of situation, Ilf:_lmely, the marginal utility of leisure is const;mt -
and the fnargmal utility of lejsure IS not constant. Suppos;
th'e_ ma{gmal ut{itity of income is not constant while that of
leisure is constant. Suppose, further, in the pre-tax situation the

MV, -W.

equilibrium condition holds, namely, Vi%

If, asa result, the times MV,
W decreases, the left-hand side
be equal to the right-hand side

following
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Now, W is reduced by the tax.
increases are equal to the times

of the equation will continue to
in the post-tax situation also without- any further adjustment.

Or, the work effort will remain constant. If, however, MV,
increases by times more (or less) than the decrease in W, the

left-hand side, after the levy of the tax, will be less (or more)
Therefore, to restore the equilibrium,

than the right-hand side.
decreased).

the left-hand side will have to be increased (or
Since MV, is given, this can be done if MV, decreases (or
This will be so when the iudividual has more (or less)

increases). ' pr oy
income. More (or less) income will require more (or less) wor

effort by him than in the pre-tax situation. .
This is illustrated diagrammatically in Figure 13. In this
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case, since the marginal utility from leisure 1s assume
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also a Substitution effect favourable to leisure
(as shown by the gency of 1, with AE, the post-tax
wage line). In other words, the income effeet of the tax will
encourage persons to work more since the marginal utility of
income in the post-

tax situation ig greater than in the pre-tax
situation.  The substitution effect will discourage work
!

by reducing the reward for work. The net effect may therefore
be either an increase or a decrease in the total work effort.

While we cannot say, with marginal utility of income not
constant whether an individual’s work effort in the post=tax
position will be greater of smaller than in the pre-tax position,
we can, however, successfully make a comparison between. the
effects on work eflorts of an equal-yield poll tax,‘proportnongl
tax and progressive tax. In figure 15, l.ct us suppose. that EF is
the pre-tax wage line showing th.e co'm‘rfm.a.tlons of. income apd
leisure open to a person and A4 is hlS. m.mal equlll?nun'l pfomt
where the wage line is tangential to his hlghes.t 90331ble indiffer-
ence curve for income and leisgre. (Thc‘l'ndlﬂ'crence curve's
are not drawn to simplify the diagram). Imt.lally tfh]: pcler§onr: .
work effort is therefore KF (equall to the sacrifice of his :'l:,ual
to earn KA amount of income). Suppose, n'ow,a.proporl nto
income tax EG/EO is levied and the. wage line S\lmg;‘oci:v?ww
;G and B in his new equilibrium po.lffltth :1::[11:0;“1 :unt A
consequently reduced to LF. Now, 1

effort
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being the result'of the absence of any substitution effect jp th
case of poll :tax since this tax cannot be avoided, unlike inc()me
tax, by substituting leisure for income. In this case the post.t. .
equilibrium point on the wage line IH will be at any poi b
the left of B, say at C, and the work effort will be acco d-nt o
.NF. If, thirdly, the same amount is raised by a pror 1ngly
income tax instead, the wage line will be FJ (conca = Sl
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the community work efforts are likely to increase. So far as work
efforts are concerned, the community s likely to be more sensitive

to the edge of the marginal tax (i.e., the rate of progression of the
rax) than to the level of the tax as such,

This conclusion .may be he!pful for studying the effect of,
e.g» the replac.ement of a proportional income tax by an equal-
yield progressive tax on the work efforts of the group. Thus

MT,
AT,

AT1=MTl

s e

1 2 3 4
FIGURE 16

in Figuré 16, where income groups and tax rates are shown
respectively on the horizontal and vertical axis, supposea pro-
portional income tax structure is replaced by a progressive one,
with the result that the horizontial average and marginal tax

ieome Growp || Tax Reteintne || EJeg gn otk || eots
_1 to less than 2 fd?f:ﬁf‘, * | L ?
9 AT,<AT, 4 !
MT,=MT, >
At:g:; % to less ﬂ?aiﬂfl i '
; 7t S I '
P Above 3 to (say) 4 fd?;ﬁ'ﬁ 1 4

rate line of period ome (AT,=MT,) becomes upward-sloping
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Table stand respectively for ‘increase’, ‘constan’, ‘degy 'hy 1§
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From the Table it will be apparent that we hnnoy i
theoretical plane as to how the community g5 4 Whole Wil " on
' ] i
its work efforts under the circumstances dslimed tlh," |
depend, among others, on the siructure of tuy AYStem lh::lll 2
prevailing and the one newly introduced and (he Congen flf !

of the people in the various income groups,

said is that if the structure of taxation is made steeply

What cup

Y be
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and if there is a comparatively large concentratjop 0

the higher income brackets, work cflorts of (he com
whole are likely to be adversely aflected once g
system is supplanted by a progeessive one,

The above discussion requires (o be supplemen

. e , ted by
consideration of the following additional points :

(/) Though the average workers have little con(ro]
working hours, there is considerable scope of adjustmen
eftorts following the leavy of an income tax by varying
worked, absenteeism and the amount of work done in

Over thcil‘
OVCI‘lime *

r pc‘)’,le in
Munity
Proportiony tax

T o

a8 4

i 41~

_ additiop
to the regular jobs. Further, professional men, farmers, Operatorg
of small business, etc. have considerable scope of adjustment of
work efforts.

(if) Though there is little evidence to show that taxes
reduce work incentives at the .executives level, high margina] tax

rates do reduce business mobility of executives.

In other words,

work efforts should not be looked upon asa homogeneous entity
having no qualitative dimensions. They do have a qualitative
dimension and the effect of taxes on the quality of the labour
supply may sometimes be more significant from the viewpoint of

the community than its mere quantity.

(iii) Notwithstanding the uncertainty of an income tax on
the total supply of labour, the tax may have significant effect on
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the supply of partloulur types of lnbour, Hince, for exampls, the
cont of tralnipg and education is not deductible from the tax base,
atax on professional Income the earning of which requires long,
oxpensive truining may huve an ndverse effect of the incentive 10
take such tralning and thus reduce the supply of these particular
types of professionnl men,

(Iv)* A reduction In the exemption of income tax is likely
to incrense work efforts since it cuts into the existing living

standard which workers are likely to make good of by extra
hours of work,

(v) If incomes are rising rapidly when the tax is introduced
s0 that the old living standard can be maintained despite the tax,

the tax is likely to discourage work efforts ; vice versa when
incomes are falling.

(vi) Empirical studies in Britain have confirmed that income
tax has no great disincentive effect on work efforts, Fixed com~
mitments, a strong desire amongst people to maintain the existing

living standards and fondness for work played a part in minimising
the effects of taxation,

(vif) In addition to income and substitution effects, taxes may
and do have two more cffects, namely, status effect and spite
effect. The imposition of a tax may adversely affect the status of
a particular individual or group of individuals by reducing their
economic position vis-a-vig other individuals or groups. This may
induce the former individual or group to increase their work
efforts to regain the lost status. A tax may, however, give offence
to the individuals affected and induce them to hit back the
government by reducing their work efforts and thus spoil the
government’s revenue raising programme., Thisis called the
spite effect of the 1ax.

A tax on income from previously accumulated capital is likely
to increase work efforts. This would be so because such a tax
would not have any substitution effect sircz the assessees cannot
avoid the tax by absenting from accumulating the capital and
thus earning the income now. The tax would, however, have an
income effect if the marginal utility of income of the individuals
rises an income falls with the payment of the tax and this would
ind1_1ce the individuals to earn more and hence work more in the
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gonerally less concerned with the pinch of the tax on their heirs
than on themselves and, an a result, the substitution effect againmt

work efforts of denth duty is generally smaller than that of an

equal-yleld income=tax, A direct corollary of this is that 4 death
duty in a community with a larger percentage of the population
in the higher age groups is likgly to havea more disincentive
effect than in a community with a smaller percentage of the popu~
lation in the higher age groups. A further corollary of this is
that a death duty is likely to have a more disincentive effect in
an advanced economy where birth rates and death rates are low
and consequently thero is a greater concentration of the popu-
lation in the higher age groups than in a developing under-
developed economy where birth rates are high without a corres-
ponding decrease in death rates and, as a result, there isa greater
concentration of the population in the lower age groups.

A study of the effects of budget policy, as contrasted to taxa-
tion policy, on work efforts should consider not only the taxation
side of the budget but also its transfer and expenditure sides. But
here also we are confronted with a large number of possibilities.
If the income transfer is lumpsum to individuals (which may be
looked upon as negative poll tax), then there would be no subs-
titution effect but only income effect which would tend to decrezase
work efforts. If, however, the transfer is proportional or progres-
sive (which may again be taken as negative proportional or pro-
gressive taxes) the income effect of the transfer payment would
discourage people to work since they would now be able to main-
tain their existing living standard by less work income, the
substitution effect will encourage them to work more by increasing
the reward for work sincé transfer payment would now supple-
ment the wage payment ; the net effect may therefore go in either
direction.

The government expenditures which increase the supply of
at are complementary to leisure are likely to decrease
work efforts, while those rival to leisure are likely to increase
work efforts. Again, the goods provided by the government
through the budget (i.e., the social goods) may be either comple-
mzntary or rival to private goods. If the social goods are com -
ivate goods and private goods are rival to leisure,
If, on the other hand, social

goods th

plementary to pr
work efforts are likely to increase.
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