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PREFACE 

IN this book an analysis is given of the incidence both 
of partial income taxes, that is of income taxes which 
are levied on the incomes arising from particular lines 
of industry, and of a general income tax. The scope 
and arrangement of the book is shown in the first 
chapter. An analytical table of contents is given, 
showing in detail the topics which are dealt with: it 
is hoped that it will facilitate the task of the student 
who may wish to use the book as a text. 

My interest in the topic commenced while attending 
the lectures on public finance of Professor W. R. 
Scott. Embarkation of the inquiry was encouraged 
by Mr. J. W. Nisbet, who afterwards did much to 
assist me in it. I was subsequently much indebted 
to the kindness and assistance of Mr. R. H. Coase, 
Mr. J. K. Eastham, Dr. A. L. Macfie and Professor 
J. Morgan Rees. The distinguished reader for Messrs. 
Macmillan suggested certain alterations and exten­
sions in the manuscript; and his advice, I believe, 
led to a substantial improvement in the final form of 
the book. 

Numerous references have been given in the foot­
notes to different authorities. - This has enabled me 
to acknowledge my main obligations to other writers, 
among them the great Italian economists De Viti, 
Barone, Einaudi and Fasiani. It may also assist the 
student in his further reading. 

Part of Chapter VIII is reprinted, by permission 
of the. editors, from The South African Journal of 
ECO'II01nics, 1937. 

Jarwary 1939 
D. B. 

VB 
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THE OLDER THEORY OF THE INCIDENCE 
OF A GENERAL INCOME TAX 



CHAPTER I 

INTRODUCTORY 

. FOR a considerable period it has been held by eco­
nomists that the incidence of a general income tax 
is not shifted, and that such a tax has no tendency 
to raise or otherwise alter the prices of commodities. 
The most careful formulation of this theory, which, 
for convenience, I refer to as the older theory, can 
be found in the writings of Professor Seligman 1 and 
Mr. Coates;8 and a view in some respects similar, was 
adopted by the Colwyn Committee on National Debt 
and Taxation which drew up its Report in 1927. 

In December of 1927, however, a very important 
article by Mr. D. H. Robertson appeared,· which 
made it plain that the arguments on which the 
economists had relied to show that the incidence of 
a general income tax is not shifte<i, were erroneous; 
The whole matter was seen to require further in­
vestigation. 

The following chapters of Part I of this book 
outline the older theory of the incidence of a general 
income tax and go on to criticise this theory. When it 
has been made clear that the older theory is no long~r 

1 E. R. A. Seligman;' II Income Taxes and the Price Level", in his 
Sludies in Public Finance, p. 59, and republished as Appendix xn, 
Appendices to lhe Report of lhe (Colwyn) COOI'lTfi/!ee on Nalional Debt 
and Tazation. 

• W. H.o Coates, II Memorandum on the Incidence of the Income 
Tax ", Appendix XI in the same volume of a,ppendices. 

• D. H. Robertson, II The Colwyn ~mmittee, the Income Tax and 
the Price Level", EC01I01TIie JrruT'fl(ll, 1927. 

3 
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tenable, instead of proceeding direct to a reconstruc­
tion of this theory we deal in Part II with the incidence 
of partial income taxes, i.e. taxes assessed on the 
earnings of particular lines of industry. These taxes 
are interesting and important in themselves; and 
an insight into. their nature helps one to an under­
standing of the incidence of a general income tax. 

In Part III the problem of the incidence of a 
general income tax is again taken up; to construct 
a theory of the incidence of a general income tax 
is the main object of this book. Part IV goes on to 
supplement Part III and deals with some related 
questions. 

Any of the Parts I, II, III or IV can be read in­
dependently of the others. If the student's interest 
is mainly in the incidence of a general income tax, 
lie may omit reading Part I or Part II; or better, he 
might read Chapter II and then pass on to Part III. 
Or, if he wishes to examine the incidence of partial 
income taxes, he can read Part II alone. 



CHAPTER II 

THE THREE ARGUMENTS OF THE OLDER 
THEORY OF THE INCIDENCE OF A GENERAL 

INCOME TAXI 

1. DOWN to I Q27 it was generally held by economists 
that the incidence of a tax on income is not shifted 
but remains where it has been placed. Such a tax, 
they believed, leaves the prices of commodities and 
the rewards of the factors of production, at the same 
levels as it had found them. The only difference 
introduced into the situation by the tax, according 
to this theory, is that each person hands over a 
portion of his income to the Government for its uses, 
instead of using it on his own account. 

The theory that the economists had put forward 
can be summarised as follows, in a way which shows 
the relationship between its different parts. There 
are three arguments in the theory : 

(i) An income tax which has been imposed, leaves 
each producer still a producer in the industry 
in which he had been to begin with. 

(ii) The number of firms in each industry remains 
constant. 

(iii) Each firm places the same quantity of goods 
on the ~rket as it had done to begin with. 

I The present chapter is much indebted to D. H. Robertson, arlo 
ciI., Economic JmJ.f'7UIl, 1927; to Cabiati's .. Per riempire &lcnne 
• emply bo][68' finanziarie", GiorfuJk degli Economisti, 1928; and to 
Fubini's .. sun' influenza den' imposta sulla domanda e sun' ollena ", 
GiorfuJk degli Economlati, 1929. 

5 
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Hence, the theory concludes, the total supply of 
each cominodity is unchanged by the tax. Therefore 
the price of each commodity is unchanged. 

Let us state each of the. arguments of this theory 
in turn; afterwards we go on to examine and criticise 
them. . 

(i) The :first argument, as the economists who use 
it are careful to point out, only applies to the case of 
a general income tax, which is imposed on all branches 
of industry. When a general tax of this kind is 
imposed, it will not pay any industrialist to transfer 
his business from one branch of industry to another; 
because he could not escape the tax by doing so. 
Let us suppose that the entrepreneur's income in 
his present branch is R; and that after payment of 
the income tax he is left with 80 per .cent of R. Then 
80 per cent of R will still be a greater net income than 
it is open to him to obtain in any other branch. He 
will, therefore, remain in the same branch as he had 
been initially.· Thus the tax sets up no tendency to 
a transfer of resources b~tween the different portions 
of the industrial field, but leaves each producer still 
a producer in that industry in which it had found pim 
to begin with. . 

(ii) The Marginal Firm or No-Profits Firm argu­
ment is stated· by Seligman as follows: ". . . the 
question [is] how the marginal producer, the producer 
at the margin~ is affected .... A tax on income is 
a tax on net profits; and net profits are not cost, 
but the surplus over cost. A tax on profits cannot 
reach the man who makes no profits. But the man 
at the margin who makes no ,rofits . . . pays no 
tax because he makes no profits .... If the man at 
the margin who at any particular time fixes the price 
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(or the entire supply of commodities that is. sold in 
the market pays no tax, how can the income tax be 
added to the pricfl 1 The tax on profits is paid only 
by the man who makes profits, that is by the intra~ 
marginal producer, not by the marginal producer. 
But the tax paid by the intra-marginal producer 
cannot affect the price which is fixed by the marginal 
producer who pays no tax." 1 

The skeleton of this argument would be : 

Price is determined by the marginal or no­
profits firm. 

This firm makes no profits and therefore pays 
no income tax. Since it pays no income tax, 
its position is unaffected by the tax. . Price, 
therefore, is unaffected by the tax. 

That is, although a general income tax De im­
posed, it will leave the price structure un­
affected. 

(iii) The Marginal Unit argument of this theory 
completes the proof. In a~ditioq to there being a 
marginal or price-determining firm, these theorists 
hold, there is for each firm a marginal or price­
determining unit 'of production. The marginal unit 
for any firm is the last unit of production that the 

. firm is just induced and no more to place on' the 
market. ~ir Walter Layton states the argument 
briefly and effectively thus: if we consider any firm, 
" production under competition continues up to that 
point where the last unit of output makes no con­
tribution towards profit and therefore nothing towards 
the revenue of the ,state. This is the unit of pro­
duction which determines prices, which should there-

1 Seligman, art. cit., Appendice8 to the Oolwyn Report, p. 121. 
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fore be unaffected by a tax on those units which 
yield some profit. On the same reasoning, the amount 
of output should remain unchanged~" 1. 

The argument can be illustrated very simply by 
the curve of marginal costs Me in the diagram. H 
the firm is producing in a competitive market, the 
price of the commodity remains unchanged whether 
the firm increases or reduces its output: price there­
fore can be shown by a horizontal straight line. 

o 

DuOBAJI I 

The producer, it is known from economic theory, 
will in these circumstances continue production just 
up to the point at which marginal cost is equal to 
price, and no further. H he were to produce beyond 
M he would incur a loss on the extra units that he 
produced: if he were to produce less than OM units 
he would forgo a gain on the units he had refrained 
from producing. The OMth unit which he produces, 
fetches a return shown by the area of the very thin 
rectangle in the diagram: and the cost of production 
of this unit is given by the same area. This unit 
just covers its cost of production and no more. It 
yields the producer no profit over and above its cost 

1 M'"vlu 0/ E~ Iakaa ~/ore 1M (Colwp) Com.milIee 011 Naliortal 
DebI GRd Ta:mlWfl. p. 177, § 11. 
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of production. The producer makes no payment of 
income tax on account of this unit, since he IDakes 
no profit from .it. Hence the production of this unit 
is left unaffected by the income tax; the Ollth unit 
will continue to be produced after the taX as it had 
been before it. But if the OMth unit is produced, 
the :firm's' output must be unchanged, because the 
:firm had initially produced OM units of output. . 

Thus the economic theory which we outline, seeks 
to establish that when a general income tax is im­
posed, there will be no interchange of resources be­
tween the different branches of industry, that the 
number of firms in each branch will remain unchanged, 
and that the output of each one of these firms will 
likewise be unchanged. H the logic of these argu­
ments be correct, then the theory holds itself to have 
established that commodity and factorial prices will 
be left unaltered by the tax. But are the arguments 
of the theory valid! That is what we must discuss. 

2. (i) The first argument of the theory we aredescrib­
ing affirms that since the whole of the economic field 
is taxed, each manufacturer will continue in the same 
line of production as before. An assumption under­
lying this argument is that the gross income of each 
person in the new situation, i.e. his income before he 
pays the income tax, remains the same as it had been 
initially. Let us, to begin with, grant this assumption. 

Even then the conclusion which the argument 
purports to arrive at will not follow. There will still 
be some transference of resources from one part of 
the field to another. One requirement which must 
be fulfilled in order that a condition of equilibrium 
should exist, is that the cc net advantages" offered 
to a person by his occuPation, should be the highest 
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on his scale of preferences which it is open to him to 
attain, when not only the monetary reward of the 
occupation but also the social esteem, leisure, etc., 
attaching to it are counted among its net advan.: 
tages. The income tax reduces only one form of 
the net advantages 'of different occupations, the 
monetary advantage. Consequently, a person who 
was, formerly hovering in choice between two occupa­
tions, one whose net advantages are largely monetary 
and another whose advantages are largely non­
monetary, and so not taxed, may now tend to favour 
more strongly the class of occupation afIording its 
net advantages more largely in the non-monetary 
form. Or even, as can be shown,! it is possible that' 
the individual will, in these circumstances, be brought 
by the income tax, from a state of indifference in 
choice, to a decision favouring the occupation which 
will afford him the larger monetary income. Again, 
a person of certain psychological tastes may be led 
to retire earlier from business as a result of an income 
tax; which swallows up part of his earnings: the 
effort may then seem to him. not worth while. Yet 
the same tax may induce another man to extend his 
business life over a longer period, until he makes that 
accumulation of capital on which he has set his mind. 

Changes and shifts of economic resources we know 
that there will be, even though we were to grant the 
assUmption -that the gross earnings of the factors of 
production would be left'unaffected by the tax. The 
direction of the changes we do not here need to inquire 
into: it is sufficient for our purpose to establish the 
fact of change. Thus, even granting the assumption 
most favourable to it, the contention of the first 

1 See Chapter xn 'nlra. 
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argument of the older economic theory of the income 
tax would not be true. 

A more obvious set of cauSes exists, which makes 
the event differ still further from what this argument 
contends it would be. If we look at the matter from 
the side of demand, those taxpayers who have handed 
over a portion of ,their income to the Government are 
now in possession of a smaller sum of money to spread 
over their saving and consumption. For this reason 
their demands for consumption goods, and also for 
production or capital goods, will undergo alteration. 
Moreover, the Gove~nment of the country has now 
come into possession of a larger spending power; the 
"goods which are dominantly consumed by the Govern­
ment will be in greater demand. Corresponding to this 
altered structure of demand in the community, there 
will be a transference of resources between different 
branches of industry. A~ a result of this, an intricate 
system of changes in the rewards of the factors of pro­
duction will take place - the very thing that had been 
assumed away by the ~st argument of the older theory. 

Thus we see that the first argument of the theory 
which we are examining, must be regarded aserrone­
ous: the conclusions it drew did not follow from the 
premises; and the premises themselves had been 
unsuited to discussion of the case. 

(ii) The argument of the older theory which re­
lates to the no-profits firm also appears to be very 
defective. It collects together into itself a number 
of mistaken ideas. The marginal firm of economic 
theory is not, as this argument alleges, a no-profits 
firm. The marginal firm is, it is true, a firm which is 
just undecided as to whether or not it should continue 
in its present line of production: a slight increase in 
, B 
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the favourable factors would determine it to continue, 
and a slight diminution, to cease production. The 
profits of the firm at the moment, and in the short run, 
however, are by no means decisive in determining 
whether or not a fum is at the margin. The marginal 
fum may, at the moment or in the short run, be 
earning no profits; but it may also be a firm which is 
earning large profits; or perhaps even large negative 
profits, that is, be making a considerable loss. The 
case last mentioned might, for example, occur where 
a firm was newly established and expecting for some 
time yet to suffer losses, as part of a process of build­
ing up a business connection. Only, in this case the 
firm would look forward to a period in the future at 
which it expected to recoup these losses out of profits, 
once it had become fully established. Indeed, when 
the upholders of the argument that we examine 
pointed to one set of firms, and held that because at 
the moment their profits or their losses were of a 
certain amount, therefore such and such was the 
case - when they did this they were running counter 
to a fundamental tenet of economic theory, namely, 
that the facts of the past, even of the immediate past, 
do not in themselves matter (" bygones are forever 
bygones "): they have no significance except in so 
far as they are a guide to future expectations. It is in 
terms of expectations that our theory should reason. 

The position of false eminence to which, in some 
writings, the no-profits firm had been raised, grew out 
of a misunderstanding of Marshallian doctrine; and 
it was a misunderstanding which at the time was very 
widespread. Marshall, however, had never depicted 
the marginal firm as being the no-profits firm. He had 
intended his doctrine of the margin, when used to 
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trace price and production changes through time, to 
be taken in conjunction with his doctrine of the 
" representative firm ", a conception totally difierent 
from that of the no-profits firm. "Our representative 
firm ", he said, " must be one which has had a fairly 
long life, and fair success, which is managed with 
normal ability, and which has normal access to the 
economies, external and internal, which belong to that 
aggregate volume of production; account being 
taken of the class of goods produced, the conditions 
of marketing them and the economic environment 
generally." 1 The representative firm would cover, 
among other costs, " interest and insurance on all the 
capital", arid "the gross earnings of management 
(including insurance against loss), of those who under­
take the risks, who engineer and superintend the 
working ".-

Marshall would have disliked saying that the margin 
determines price: he always considered the margin as 
being itself determined by the forces -of demand and 
supply, and as altering when either of these altered.-

He was, again, much more concerned with the 
economics of the long period than of the short period, 
and had in view chiefly the ultimate results of 
economic forces. It may be conjectured that if he 

I lIarahaII. Pri1fl!iplu 0/ EIlOIIOfIIiu, p. 317; and Robertson, tII'I. 

t:iL P. 568. 
• Pri1fl!iplu, P. 343. The point is well illustrated by his discussion 

of a tax on printing p~ ibid. p. 415. An explanation of the nature 
of the rep_tative finn and its place in MarshaIlian doctrine can be 
found in the following: Robertson, tII'I. til .. EtlOJIl1Mic Jaunwl, 1927; 
Robertson, Shove and Braffa, .. Increasing Returns, and the Repre­
aentative Firm: a Symposium ", EtlOJIl1Mic Jaunwl, 1930; Robbins, 
.. The Representative Finn", EtlOJIl1Mic Jaunwl, 1928; and Daven­
port, TIe EIlOIIOfIIiu 0/ Alfred MarllMll, p. 359 f. 

• Prirteiplu, p. 410. Contrast with this attitude the statements of 
Seligman and lAyton quotec:L 
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had been dealing with the problem of the income 
tax he would have considered long-period influences, 
certainly from the side of costs,. and, less certainly, 
from the side of demand: ,among long-period costs he 
would have included" interest and insurance on all 
capital and the gross earnings of management". Once 
he had discovered what long-period effects were going 
to be, short-period effects could have been handled 
with more firmness, being the first steps from the 
initial position towards that of the long period. The 
writers whom we are considering, on the other hand, 
showed little or no concern for the long .period. 

(iii) The third argument, that of the marginal 
unit, gives a correct definition of what is meant by 
the marginal unit. This argument could be stated in its 
correct form as follows: if demand remains unchanged 
(i.e. all demand curves in the system remain unchanged), 
and if all factorial prices' remain unchanged, then the 
unit of output which had been the marginal unit before 
the tax will continue to be the marginal unit after the 
tax has been imposed. Let us illustrate and prove that 
this is so by means of si" diagram: 

O~--------------~M~--~--~" 
DIAGRAM IT 
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We draw MCIo the curve of marginal costs for a 
fum selling its commodity in a competit~ve market; 
the average and marginal revenue for the firm will 
be the horizontal coincident lines AR and MR in 
the diagram. IT there were no tax, the OMth unit, 
corresponding to the point of intersection of MCI 

and MR, would be the marginal unit: for this unit, 
marginal revenue and marginal cost to the fum are 
equal. The fum's output, were there no tax, would 
be OM. . 

After the tax the new curve of marginal costs 
must be of the shape MCs shown: because the income 
tax absorbs a portion of the profit from each unit of 
output sold. On the OMth unit of output sold there 
is no profit. Hence the new curve of marginal costs, 
MCs, still cuts the curve of marginal revenue in the 
point Q, corresponding to the output OM. The fum, 
therefore, will still market OM units as before. 

An hypothesis on which this conclusion depends 
is that the· supply curve of each factor of production 
remains unaltered in shape. This is equivalent to 
supposing that, despite the tax, the factors are willing 
to accept the same gross rewards as before for the 
same services as before, even though they have now 
to pay to the Government out of these gross rewards 
certain sums by way of income tax. An assumption 
of this kind is very far-reaching indeed. But, and 
here is the point, so far as practical application of 
the argument is concerned, there is no reason to 
believe that in actual life the supply curves of the 
factors of production remain unaltered in shape when, 
a change in the height of the tax takes place. Indeed, 
as we go on to show, there is reason to believe the 
contrary. Let us suppose that a general income tax 
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, , 

has been imposed. It is then no solution of the problem 
to state what would have happened had it been the 
case that the supply curves of the factors had re­
mained unaltered, when in fact (as we show later) they 
will have altered. What the solution of the problem 
does require is that we should find out the changes 
in the shapes of the supply curves of the factors of 
production which accompany a given alteration in 
the tax. From the side of supply the shape of the 
curve of marginal costs to a firm is a function of the 
height of 'the tax. It will alter in a determinate way 
when the tax alters. ' 

So also from the s~de of demand: the shape of the 
curve of marginal revenue of a firm is a function of 
the height of the 'tax. 

What the argument that we have examined proves 
- and it is in this third argument that the kernel of 
truth of the older theory is to be found - is, that if 
we know the shape of the curves of average and 
marginal revenue for a firm in the new situation, 
and also the shape of its' curves of cost-excluding­
tax, in the new situation, we already know, without 
taking the tax into further account, what price and 
output for the firm will be (and since for each firm, 
hence also for the industry). The influence of the 
income tax on the situation is already sufficiently taken 
into account when we have determined the alteration 
that it induces in the shape of the demand curves and 
curves of cost-excluding-tax. This theorem must be 
borne in mind by the reader throughout the whole of 
the subsequent discussion. 

The truth of this theorem can be seen by reference 
to diagram III. Suppose that, for any firm, after 
the tax has been imposed, the curve of marginal 

t 
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revenue and curve of marginal cost, when cost is 
reckoned so as to exclude income tax, are MR and 
MC respectively. The diagram again presupposes 
perfect competition in the industry, the curve MR 
being shown as a horizontal straight line. An output 
of ON units equates marginal revenue to marginal 
cost, if we disregard the tax. 

PAICi 

r---------------~~-----MR 

O~--------------~N-----.-~y 

DIAGRAM III 

When the income tax which has been imposed is 
taken into account the new curve of marginal costtp 
the firm, when cost is reckoned so as to include the 
tax payment, becomes MC"t. The tax absorbs a 
portion of the profit from each unit of output sold, so 
that the shape of the curve is as shown: The ONth 
unit of output yields no profit; and the curves MC, 
MC 1 therefore coincide at a point corresponding to an 
output of ON units. And an output of. ON: units still 
equates marginal revenue for the firm to its,marginal 
cost, when the tax is taken into account in its cost 
reckoning. Hence if, in the following pages, we can 
find the influence which a general income tax exerts 
on the shape of the marginal revenue and marginal 
cost curves for the different lines of industry, this will 
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be sufficient to determine the effects produced by the 
tax on prices and outputs. No additional allowance 
need be made for the part played in costs by the 
general income tax itself. The tax only affects price 
and output implicitly, by causing an alteration in the 
shapes of the curves of revenue and of cost-excl~ding­
tax. 



CHAPTER III 

MR. COATES'S THEORY AND STATISTICAL 
INVESTIGATION 

1 .. THE most thorough-going attempt to show that the 
incidence of the income tax is not shifted in the form 
of a rise in price, is that of Mr. W. H. Coates.l Because 
his view is contrary to the one which we go on to 
express, and also because he attempts a statistical, as 
well as a theoretical investigation, his treatment of the 
problem appears to be particularly worthy of examina­
tion. The examination will, I tbink, help us to under­
stand the limitations attaching to a direct statistical 
approach to the question. 

The statiStical investigation made by Coates was 
one of the greatest thoroughness. It was carried out 
by him while he was Director of Statistics and In­
telligence in the Inland Revenue Department. Over 
a quarter of a million trading accounts had. been 
voluntarily furnished to the Department by firms: of 
these Coates made an investigation by sample; the 
breadth and completeness of his statistical inquiry 
has deservedly received praise from all who have 
considered it. . 

Coates's theory is a variant of the" theory of three 

1 w. H. Coates, "Memorandum on the ·Incidence of the Income 
Tax ", AppendiwJ to the Report oJ the (Oolwyn) Oommittee on National 
·Debt and, Tamtion, Appendix XI. Coates's Memorandum is examined 
by Robertson, art. cit., and by Einaudi, "Per una ricerca sulla tra.sla.­
zione dell' imposta di richezza mobile ad in ulteriore critica del progetto 
Rignano ", RiJorma Bociale, 1927. 

19 
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arguments" .which we have just examined; and it 
contains the fallacies of that theory. One of the 
essential weaknesses of this type of theory is that 
although it has set out to trace price changes through 
time, its whole technique is unsuited to the purpose: 
and this becomes very clear in the present Memoran­
dum. The inquiry must concern itself essentially, he 
says, with the short period; and for him the short 
period is very short indeed, sometimes concerning 
merely" the facts of the moment".1 If it were merely -
the moment with which we were concerned, price 
could not change: and later on we will see that - if 
we exclude alteration in demand conditions - the 
shorter the period of time chosen, the smaller is the 
price change within it likely to be. 

Coates attacked the business men, in particular 
Mr. P. D. Leake, for considering, in their theorising, 
what would take place in the" long run ". But their 
procedure had at any rate a certain amount of reason 
behind it, inasmuch as each lapse of a short-period of 
time can be regarded, if progress is made by an even 
process - an important proviso - as an additional 
step from the initial point towards the long-period 
result. A theory of the long period will, in these 
circumstances, tell us something valuable about the 
short period. (The theory of the short period is, of 
course, important also: and it would be of most 
service if developed in conjunction with the theory of 
the trade cycle - not an easy matter at the present 
day, and much less so at the time when Mr. Coates was 
writing.) 

2. As a result, probably, of the weakness in his 
treatment of the time factor to which we have alluded, 

1 .. Memorandum". § 7 and § 36. 
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Coates's theory is specially unsatisfactory when deal­
ing with savings, interest and capital. He points out 
that the bulk of the community's savings is"made by 
the rich and that the volume of their saving is cut 
down when the.income tax is raised. Whether or not 
this will cause a rise in the rate of interest will depend 
on the use which is made of the additional yield of 
the tax. "In sum ", he concludes, "it is probable 
that the rate of Income Tax has a con~equential effect 
upon the rate of interest." He excuses himself from 
a consideration of the effects of a rise'in the rate of 
interest, however, by saying that" As the number of 
steps in the causative chain between rate of tax and 
rate of interest. increases, so do the possibilities of 
disentangling the effect of the tax from that of 
numerous other intervening forces become more 
remote ".1 This is a line of theorising on which the 
position taken up by Coates is quite unsatisfactory, 
but which ought to fit harmoniously into a .completed 
theory. . 

3. Once he has decided to concentrate his attention 
on what happens during the short period, it would be 
most natural for Coates to regard the larger possi­
bilities of variation as coming from the side of demand: " 
because the shorter the period of time the more nearly 
fixed will be the .cost factors in' production. As he 
himself puts it, "Demand price is a creature of the 
moment. Supply price, on the other hand, is the 
present effect of numerous forces set in motion in 
the past:" B 

Let us place in relation to this strand of Mr. 
Coates's argument, another, which relates to the use 
which the Goveinment makes of the money that it has 

1 Ibid. § 54. • Ibid. § 6. 
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collected in taxation. Here, obviously, is a case 
where demand conditions which are comparatively 
easy of short-period treatment, can be taken into 
account. What is Coates's position here ~ When the 
tax is levie.d on the profits of a firm, he says, "As for 
demand, it is often hastily supposed that the purchas­
ing power taken by taxation simply diSappears into 
the void. The national balance sheet makes it clear, 
however, that all the revenue collected is disbursed 
again." 1 When the qovernment collects the money 
from a firm and then spends it, the whole process, he 
points out, is just the same as if the number of share­
holders in the firm had been increased. At this point 
he has drawn a demap.d and supply diagram and holds 
that "Certainly no change in the various forces 
resulting in the equilibrium of price indicated by the 
diagram would be anticipated from an increase in the 
number of shareholders in the companies concerned".· 
Yet surely Coates's theory is here essentially in con­
tradiction with itself: If the number of "share­
holders" in the companies has been increased, the 
scales of preferences of the new shareholders will be 
di:fferent from those of the former shareholders; and 
so their money expenditure will be distributed over 
the various goods, in a di:fferent' way from formerly. 
Alterations in the demand curves for the various 
commodities will take place even in the short period. 
Price changes ought, therefore, to be expected. But 
on Coates's view the income tax leaves prices un­
affected. 

4. Mr. Coates's general approach to the problem is, 
first, to repeat the arguments of each of the two 
opposing groups who had expressed views on the 

1 Ibid. § 37. • Ibid. § 37. 
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matter; that of the group of economists to which he 
himself belongs, who held that the incidence of the 
income tax is not shifted, and that of the group of 
business men who stated that their opinion was that 
the income tax had repercussions causing prices to 
rise. He then states that he believes that the correct­
ness of the arguments of the two groups can be test,ed 
by a statistical examination of the profit situation in 
firms, at different dates in time. To do this he chose 
as statistical variable the percentage of profit per unit 
of output earned by a firm. The significance of this 
variable is that if the average size of the variable 
increases (falls), at one date as compared, with an 
earlier date, then we know that at the later date the 
manufacturer is charging more (less) per unit of 
service at the later date, than at the earlier.l The 
periods of time over which the variable was examined, 
were the income tax years 1920-21, 1922-23 and 
1912-13. The examination covered each of the seven 
industrial groups: Cotton, Wool, Iron and Steel, 
Metals, Food, Wholesale Distribution and Retail 
Distribution. 

Mr. Coates states that the issue between the two 
schools, the economists and the business men, is 
".largely a question of fact. Are the industries of the 
coUntry mainly in the hands of representative con­
cerns, whose normal cost of production determines 
price, as the business school cont~nds, or, on the 
contrary, are they in the hands of concerns whose 
varying circumstances and abilities show, in com­
petitive conditions, results varying from losses, or small 
profits, up to large profits, per unit of business 1 " I 

1 Oolwyn Min. oj EI1. Questions 8961·3. 
• "Memora.ndum". § 17. 
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This appears to Coates to be the crucial issue. 
The form which the issue has for his mind can be 
stated thus. Is the dispersion of the variable small 
and its frequency curve of the type .A shown in the 
diagram 1 If so, he will conclude that business is for 

PERCENTAGE OF 
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the most part in the hands of representative concerns, 
all of about the same standard of efficiency, and that 
the view of the business men is correct. If, on the 
contrary, the dispersion of the variable is large and 
its frequency curve of type B, then he will conclude 
that the financial circumstances of :firms· in each 
industry vary very widely, and that the view of the 
income tax.. held by economists (that its incidence is 
not shifted) is correct. Why he thinks the problem 
can be resolved to this form, Mr. Coates does not 
explain. Let us for the moment pass over this diffi­
culty. 

In fact the dispersion of the variable turns out 
to be very large for each of the industrial groups 
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examined,! and the frequency curve of type B. 8 By 
analysing the statistics relating to the pre-war'period, 
he showed that this wide dispersion of the variable 
was not a phenomenon "Confined to the post-war 
period alo.ne, though by this time it had become 
greater. The essential features of the statistics for 
both the pre-war and post-war periods are contained 
in the following table. 

PROFIT AS A PERCENTAGE OF TURNOVER a 

(Aggregate of Seven Industrial Groups) 

1912-13 

Median 4-61 
Mean deviation from median. 3·1>9 
Lower quartile 2·53 
Upper quartile 7-67 

1922-23 

HI 
6·01 
1-24 
8·46 

Since the frequency curve is of type B, Coates is 
led to conclude that the ideas of the business men were 
mistaken, and those of the economists correct. 

He uses these statistics further, to break down 
the contention of the business ,men. In 1912-13, 
he points Ol,lt, the standard rate of income tax 
was Is. 2d.; in 1922-23, 5s. in the £. In 1912-13 
the net rate of profit on turnover, therefore, was 
226/240 x4·61 per cent=4·34 per cent. If it were 
this .net rate which had to be maintained, then the 
gross rate of profits would have required to have 
risen D;t 1922-23 so as to be sufficiently large to yield 
a net rate of 4·34 per cent. Suppose the gross rate 

1 Except the curve for Retail Trade which shows a tendency to 
become of type A. For the quarter ending March 1923 its median 
percentage of profit on turnover is 5·45 per cent, and the mean deviation 
from the median 2·72 per cent. 

• "Memorandum", p. 92, graphs I and II. • Ibid. § 39. 
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of profit in 1022-23 had been Z. Thil would llave 
meant that 180/240 Z - 4-34 per cent, giving Z - 6-79 
per cent. But the gross rate of profit had not in 
fact shown an increase of the order of 1·2 per cent. 
Thil, Mr. Coates says, affords further evidence of the 
wrongness of the bWliness view.' 

On the other hand, the statistics, in Mr. Coates's 
opinion, afforded positive evidence in favour of the 
correctne88 of the economic theory which he bad 
expounded: because, "even in the most profitable 
period llere analysed . . . there is evidence that in 
practically all groups some part of the total turnover 
was sold at a 1088. • . .. The existence of marginal 
concerns is clearly indicated." • 

6. Although the technique which he displays in 
analysing the statistical material is most admirable, 
Coates's interpretation of the statistics is open to a. 
number of criticisms. lIe states. that the issue be­
tween the two views he is examining, can be re­
solved into the question of whether the shape of the 
frequency curve of profits is of type A or of type B. 
But he in no way attempts to substantiate this state­
ment, the truth of which appears to be more than 
doubtful. 

lIere, indeed, Mr. Coates has got himself into an 
awkward dilemma. Either, in the statement that 
we have quoted, he is using the term representative 
firm in a non-Marshallian sense; and to modify the 
existing terminology in this way without explicit 
warning would be bad and confusing. Or else be is 
using the term in a Marshallian sense; in which case 
what he says would seem to imply that MarlShall 
would have held that the incidence of the income tax 

I /hUl •• U. • IbUl •• 27. 
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is shifted - but in the absence of any pronouncement 
on the subject by Marshall himself this must remain 
mere assumption. (It is even possible, so to speak, 
that Mr. Coates is caught on both horns of the dilemma 
a~ once: that he uses the term in a non-Marshallian 
sense, 'though believing the sense to be that of Marsha!!. 
There is some evidence for this view.~ 

Coates expresses' the view that representative 
concerns are "concerns equipped with appliances 
and ability, more or less. on the same level ".1 When 
he has completed his statistical investigation he 
neglects to state definitely whether he concludes that 
the representative' firm does or does not exist. But 
since he states that the dominant feature of the 
statistics is the magnitude of the dispersion of the 
variable, we may safely infer that he regards the 
representative firm as having no real existence. 
Einaudi, who, like Coates, upheld the marginal firm 
argument, was quite definite on the matter: he 
referred to the investigation as being "the first to 
show to us the non-existence of the representative 
firm ".1 Mr. Keynes, with Coates's evidence before 
him, expressed the view that the magnitude of the 
dispersion " is so considerable as to do some damage 
to the conception of the Representative Firm".8 
Robertson, however, believed that the shape of the 
frequency curve obtained" would not greatly have 
surprised Marshall ".' Robbins in his discussion of 

, the concept the representative firm, pointed out, in 
agreement with the position of Robertson, that while 
the representative firm is in some sense an average 

1 Ibid. Annexe II, § 3. 
I Art. cit, R,/ormtJ 8ociale, 1927, p. 272. 
I Ecmwmic Juuf'flDl, 1927, p. 205. 
, Art. cit., Ecmwmic Juuf'flDl, 1927, p. 571. 

c 
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fum, the average is not one which can be directly 
apprehended from the statistics· of an existing situa­
tion. " It is an average which would only emerge 
arithmetically under conditions when all present tend­
encies tQ change had reached a state of equilibrium." 1 

From the discussion of Robertson, Robbins and 
Davenport it appears that Mr. Coates had misunder­
stood the nature of the Marshallian doctrine of the 
representative fum. Nor can it be said that the issue 
between the two schools of thought on the income 
tax, the economists and the business men, boils down 
to a question of fact, that of whether the disper­
sion of the profit variable be large or small. The 
theoretical foundation of Mr. Coates's work crumbles 
and his statistics can throw but little light on the 
problem at issue. 

Again, in the arithmetical example of Coates's 
which we have quoted, he· seeks to discredit the 
argument of the business men on the score that their 
argument would only have been true had it been the 
case that the rate of profit on turnover had increased 
by roughly Ii per cent between 1912 and 1922. Yet 
if it had been logical for him to use the figures in this 
way, it would have been logical to have made still 
further use of them: the figures would have been 
equally capable of showing that the rise in the income 
tax which had tl;tken place between the two dates 
had in fact. caused a fall in the rate of profits, so that 
business men were now content to accept a smaller 
gross share of profit per unit of turnover than they 
had been formerly. Though Coates stopped short of 

1 Art. cit., Economic Journal, 1928, p. 390. Robbins's italics. See 
also Davenport, Robertson and Shove, loco cit. on p. 13 above. Coates's 
" Memorandum" did much to stimulate the important discussion on 
the theory of costs which took place about this time. 
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this use of the statistics; the use that he did make of 
them was no more logical. 

A more obvious interpretation of the statistics was 
given by Sir Alan Anderson.1 He pointed out that 
1922 as compared with. 1912 was a year of very bad 
trade. "What' you have proved is that the net 
return per unit with a heavy Income Tax in that very 
bad year was the same as the net return per unit 
without the same Income Tax in a normal good year." II 

The interpretation of the statistics sugges~ed by 
Sir Alan is simple and unforced. He uses in support 
of the view of the business men, the same set of 
statistics as Mr. Coates had used to discredit it. This 
illustrates the dangers which beset economists when 
they are dealing with a complicated piece of theory 
involving a number of variables, and they have to 
place reliance on the evidence of statistical series. 

1 See the summary of the statistics that we have given in the table 
on p. 25 BUpr&. 

• Colwyn Min. 0/ EfJ. Question 9386. 



CHAPTER IV 

TWO MAIN SOURCES OF AN IMPROVED DOCTRINE : 
THE COLWYN REPORT AND DE VITI DE MARCO'S 

FIRST PRINCIPLES 

SECTION I 

The " Oolwyn Report" (1927) 

1. AN appreciable portion of the Oolwyn Report is 
devoted to sustained and difficult reasoning investi­
gating the economic reactions produced by an income 
tax. In the course of this some improvements are 
introduced, which must be retained in any analysis 
which is made subsequently. At the outset of its 
treatment, however, the Report commits an error; 
and, rather ungenerously perhaps, we will give atten­
tion to begin with to the two main deficiencies of 
the Report, only referring to its important positive 
achievements later. 

A cardinal point in the Committee's treatment of 
the problem is the meaning it gives to the words, 
incidence and effects of taxation. The Committee 
defines its use of the terms in the following passage: 

" We may now pass to a discussion of the incidence 
and effects of the several existing taxes. By way of 
preface, we may explain the meaning which we think 
it convenient to attach to the term 'incidence of 
taxation '. In general usage the term covers not only 
the initial burden of a tax, but also the whole range 
of consequential effects. Economists, however, have 

30 
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given it a narrower meaning. For them ' incidence' 
is only concerned with the question on whom the 
more immediate burden of the tax as a tax rests. 
This is the first thing to be decided about any tax. 
It is to be distinguished from the question of further 
effects, which may be" exceedingly important. For 
instance, the burden of a tax may rest upon an 
employer, and in consequence he may cut down his 
staff j in such a case the effects of the tax may be 
mor~ serious to the employees than to anyone else, 
but the incidence of the tax is not said to be upon them. 

" For the purpose of analysis we think it useful to 
follow the economists in using the term incidence of 
taxation in this narrow sense, distinguishing it 
sharply from the further effects of taxation, and 
dealing separately with the latter." 1 

Now unfortunately the deficiencies of this vital 
passage of the Report are numerous and deep. The 
suggestion of the phrase that incidence has regard to 
" the more immediate burden of the tax", is that the 
Committee is going to refer to the consequences pro­
duced by the tax in the short period as being its 
incidence, consequences produced in a longer period 
as being part of its effects. And this, it is true, is 
roughly what the Committee has in mind. 

But if so, the sentence which holds that if a tax 
which is imposed· on an employer causes him (in the 
short period 1) to dismiss some of his workpeople, 
then the reduction in the nu.ri:l.ber of his workpeople 
is riot part of the incidence of the tax" becomes not 
merely confusing, but wrong. It introduces a dis­
tinction other than that of time, a distinction which 

1 Repon 0/ the (Colwyn) Committu on National Debt and Taxation, 
p.106. 
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appears to depend on whether the person concern~d 
is, or is not, himself· liable to payment of the tax. 
Such further explanations as the Report gives, leave 
the position still obscure. 

The Committee, we take it, means by its definition, 
that the mcidence of !I- tax refers to the price and 
other economic consequences brought about by the 
tax after the lapse of a short period of time. But, in 
fact, the incidence of a tax has not been taken by 
economists, as the Committee alleges, to refer to its 
short-period 'Consequences. The classical school of 
economists 'meant by incidence, the economic conse­
quences produced by the tax after the lapse of the 
long period; while Marshall and Edgeworth used a 
time analysis, in which incidence referred to effects 
produced by the tax either after the long period of 
time, or after a short period of any given length.1 

That the Report should err on a point in the history 
of economic doctrine, is in itself quite unimportant. 
The difficulty "is, that when it makes the error, the 
Committee says it is going to use the word incidence 
in its usual m~aning; but it really is going to use it in 
an unusual and abnormal meaning; and this goes a 
long way to mislead students of the Report. If, as 
many of them probably do, they attribute to incidence 
the meaning it has in the writings of the classical 
economists, they draw entirely wrong conclusions 
about the Co~ttee's findings. Thus the meaning 
given to incidence in the Report has created a great 
deal of misunderstanding. 

For the sake of clearness we will express the Com­
mittee's meaning as we have given it above (that 
incidence refers to short-period, and effects to longer-

1 Of. infra, Chapter IX, § 4. 
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period, results of a tax), iIi the alternative ~on-:­
Marshallian fashion, which spell-ks not of periods of 
time but of supplies of the factors of production. 
We can then say that WMn factorial supplies are taken 
to be fixed, the Oommittee is going to refer to the economic 
consequences of the income tax as its Incidence. When 
factorial supplies are talfen td be variable, the conse­
quences of the tax will be referred to as its EJJ~ctS.l 

We are now clear as to the meaning that the 
Committee is going to give to the words Incidence 
and Effects. We have criticised the Committee's 
definition of Incidence on the ground of obscurity, 
that it departs from traditional usage, and that it will 
mislead readers: but, and this is important, these 
criticisms have been levelled against the use to which 
the word. Incidence has been put; the meaning of 
Effects·we consider to be quite plain. 

In fact, :and apart from the nicer points .in de­
finition, does t'he meaning which the Committee gives 
to Incidence greatly reduce the value of the Report 
as an economic document 1 The first feature'to be 
noticed is that whereas fifty pages are devoted to 
treatment of the Effects of the income" taxj only ten 
pages are given to a discussion of the Incidence of 
the tax: so that the value of only a small portion of 
the Report is called in question by us. 

We should regard detailed 'criticism of so .small a 
portion of a valuable Report as being niggling and 
unnecessary, were it not that we believe that readers 
can only benefit from the Report's treatment of the 
income tax, after they have clearly realised the defects 

1 For the remainder of this chapter when the words Incidence 'and 
Effects are us!ld in the meaning of the ColwyJl Committee, they are 
printed with capital letters •.. 



34: THE INCIDENCE OF INCOME TAXES PT. I 

of the initial portion which deals ~th Incidence; 
and since they would, we believe, be unlikely to 
discover these defects for themselves after even two 
or three perusals of it,we will point them out in some 
detail. 

2. The section on the Incidence of the income tax 
opens thus: 

" The question of Incidence is of special practical 
moment in the case of the Income Tax. There are 
two current views; according to one a general Income 
Tax cannot be shifted by the person on whom it is 
laid, while according to the other it can be shifted, and 
is in fact shifted, in the form of an addition to price. 

" If and so far as the latter view is correct, the 
Income Tax must abandon part of its chief claim to 
virtue as a method of taxation. However carefully 
graduated, it can no longer be said to satisfy the 
canon of ability to pay, if the burden is indiscriminately 
shifted: if this happens, no one can tell how much 
tax he reaJIy sl.l.fiers. This implication is usually not 
developed by those who advocate the view that 
Income Tax is added to· price. They more often 
pursue the argument that Income Tax is responsible 

{for raising prices, and is therefore a potent factor in 
depressing trade." 1 

It admits of little or no doubt, however (in the 
view of the present author), that the Incidence of the 
income tax in the sense in which Incidence is defined 
by the Committee, has very little" practical moment". 
We are to rule out while discussing it - if the above 
view of the Committee's definition be correct - any. 

I changes which take place in the supply schedules of the 
facto~ of production. We are also, it will be found by 

1 Reporl. p. 108. 
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reading this section, to rule out any changes taking place 
in the demand curves for commodities.l And Incidence 
in this sense of the word is not very important. 

Mter the passage from the Report which we have 
just quoted, the Committee goes on to criticise the 
opinion held by business men that the income, tax 
leads to an increase in the prices of commodities. As 
against the contention of the business -men, the Com­
mittee shows that the Incidence of the tax cannot 
be shifted. But is this legitimate 1 The business 
men were considering the influence of the tax on 
prices over a period of time of a number of years -
they were considering, that is, the question of real 
practical importance - and to show as against them, 
that the Incidence of the tax is not shifted; is to 
attempt to refute them by disproving something they 
had never believed. 

The difficulties of reading and seeing clearly the 
drift of this section of the Report,have perhaps been 
sufficiently indicated by now. At one point in it th~ 
Committee comes very near to defining Incidence in 
the way in which, we have suggested' above, it really 
intends to use the word. It supposes that there are 
three dealers, each selling the same commodity, and 
after describing the individual circumstances of each, 
says: "Let it also be assumed that, apart from the 
raising of the Income Tax, the conditions affecting 
supply and demand remain the same". II And it 
proceeds to show that the Incidence of the tax on 
'the dealers cannot be shifted. 

The section on Incidence reaches the conclusion 

1 H this were not the case, the Committee could not possibly arrive at 
the conclusion it does, that the Incidence of an income tax is not shifted. 

J Report, JI. U!S, 6e\l also p. 116. 
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that" the broad economic argument is true over 
practically t~e whole fieJd and for practically the 
whole of the time, any exceptions being local or 
temporary and insufficient to invalidate it ".1 

The" broad economic argument", however, ·is.not 
designed by those who use it, e.g. Seligman and Coates, 
·to apply only to the very short period of time after 
the tax has been imposed, to which alone this sec­
tion of the Report should refer. It has reference to 
a' wider context than this; and its holders believe it 
enables them to show that the" incidence" of an 
income tax is not shifted either in the short or in the 

• long period. But this section of the Report should 
I have no reference to the long period of time at all: 
it ;:;hould be regarded as covering no cases other than 
those in which "apart from the increase of the 
Income Tax, conditions affecting supply and demand 
remain unaltered". Coates and Seligman spoke in a 
context much more general than this and of much. 
greater practical importance. Truly the definition of 
Incidence adopted by the R"eport has raised a hornets' 
nest of troubles. . 

3. The other feature of the Report which may give 
rise to difficulty, is its treatment of the financial 
resources that the income'tax yields to the Govern­
ment. The committee feels the importance of this 
aspect of the problem and alludes to it, rather un­
comfortably, on a number of occasions. 

~19'In particular," it says at one place, "so far as it 
is applied. in payment of pensions, J unemployment 

, relief, etc,:'it [the Income Tax] supports the purchasing 
, I 

J.>ower of the worker and increases the total effective l demand ~or .necessaries." B •• 

Ibid. p. 119.' Ibid. p. 165. 
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Again: "Especi~lly in the lower ranges of lia~ 
bility [to the Income Tax1 the individual and his 
family may benefit directly from the expenditure on 
health, pensions, education, etc." 1 

And in another place: "The Income Tax clearly 
levels down the higher incomes, although there is a 
counteracting movement so far' as it is applied iIi 
payment of debt interest. Thus, to this· extent, it 
redistributes saving power in favour of the moderate 
and lower incomes." II • 

But it fails to give any systematic account of the 
. expenditure of the tax proceeds in its theory of 

Incidence or of Effects. Had the Committee been 
more fully aware of this aspect of the situation, chang­
ing demand schedules, it would not have arrived at 
the conclusions which it did eventually reach. The 
Incidence" of the income tax is not shifted, it con~ 
cluded, meaning by this that in the very short period 
the supply schedules of commodities remain unaffected 
by the tax. But manifestly, even though thig should 
be so, in the very short pepod the demand schedules 
for commodities will be alt~red, and some price 
reactions will follow. Likewise had the Committee's 
treatment of the expenditure of th~ tax revenues 
been correct, its analysis and «Oliclusions in regard to 
the Effects produced by the tax over the longer period 
would 1:tave been different. 

4. By far the longer part of the Report relating to 
the income tax is the section on " The Effects of the 
Income Tax", with which it· would be difficult. to 
disagree. It traces the effects of the income tax over 
a period of tiIne on the saving of the individual and 
its quality (e.g. whether the individual becomes less 

1 Ibid. p. 128. I Ibid. p. 14,1. 
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or more willing to undertake industrial risks in his 
investment); and whether he will be likely to extend 
or curtail his output of personal effort as a result of the 
tax. The effect of the tax on the savings made by 
joint-stock companies, i.e. on company reserves, 
receives detailed consideration; as does its effect on 
the willingness of these companies to bear risks. 

The Committee also took account of an aspect 
that is not mentioned at all in this book (which 
deals only with a closed economic system) - the 
influence of the tax in causing individuals to live 
abroad, or companies, public or private, to transfer 
their headquarters abroad in order to avoid liability 
to the British Income Tax. In this inquiry the Com­
mittee was assisted by figures supplied by the Board 
of Inland Revenue which showed that transfers 
abroad down to the date at which the inquiry was 
made (1924), had been on a relatively small scale.1 

The main factor causirig companies to· transfer their 
headquarters abroad appeared to be not so much the 
height of the British Income Tax, as the occurrence of 
double taxation by the British Income Tax and the 
income tax of a foreign country in the case of share-

. holders resident· abroad. The high rates of income 
tax in mOst foreign countries after· 1918 would be a 
sufficient deterrent to prevent any appreciable move­
ment of individuals abroad. It is possible, however, 
that 'the rempval of companies abroad may have 
become more important ~ce the date when the 
Board of Inland Revenue presented this report. No 
later figures hav~ been published on the topic. 

Its conclusion in regard to the" Effects produced 
1 .A.ppmdicu 10 I1aa Reporl oj I1aa (Colwp) CommiUu 1m National 

])WI and Tqxatiqn, ,Appendix No. XVll. 
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by the Income Tax" the Committee states thus : 
"We have seen that, with unimportant excep­

tions, the Income Tax is not passed 1ectly into the 
price of goods and services. Whet er prices are 
indirectly affected is another question, depending on 
the total effect of the tax on saving and enterprise. 
Saving and enterprise are undoubtedly diminished to 
some extent .... So far as the Income Tax, o~erating 
in these ways, has any tendency to reduce the volume 
of production, it must also have a tendency to increase 
prices. . . . It appears to us, that over the whole field 
its influence on prices has been of little :r;elative im­
portance. " 1 

SECTION II 

De Viti de Marco: "First Principles 
of Public Finance '" (1928) 

5. De Viti introduced one or two most significant 
iplprovements into the theory of incidence. In a 
celebrated passage he points out that effects produced 
from the side of demand must be taken into account. 

"The current theory [ of incidence]", he says, 
" rests on two traditional errors of classical economics. 

" The first of these is the practice of considering 
the problems of Public Finance as if they were com­
pletely independent of the phenomena of Private 
Economics. As a result, ,no attempt is made to see 
what happens to the tax once it has left the budget of 
the taxpayer; on the contrary, there is a general 
disposition to suppose that the tax represents a loss 
of wealth for the taxpayer and for society. 

"The other error consists of treating all economic 
1 Report, p: 164. 
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phenomena, and therefore also taxes, from the point of 
view of the producer, who is directly subject to the tax 
and translates it into an increase in cost or a diminution 
in profits; whence it is supposed that the immediate 
effect of the tax is to iricrease prices,through a 
reduction or a threatened reduction in supply." 1 

And he goes on : 
" In no case is. the immediate effect of the tax such 

as' to modify the existing supply of goods. .'. ~ 
" The supply reIl.ains, for the moment, as it was. 
"The same cannot be said of demand. . . . The 

immediate and necessary effect of the ·t~x ... is that 
it changes the previously prevailing demand' curves 
for private goods on the part of the taxpayers and 
the State. . . . This implies variations, upward and 
do:wnward, in the previously prevailing system ~f 
prIces .... 

"The producers of goods the demand. for and 
price of which have increased, shift the tax; the 
others feel its incidence .... " 

" But", he continues, "these phenomena are not 
definitive. . . . 

" On the abstract hypothesis of free competition 
the following resUlts will be realised: first, the pro­
ducers who, as- a result of increased demand, have 
shifted the tax will tend to increase production; 
second, the producers who, as a r~sult of decreased 
demand, have borne the incidence of the tax will 
tend to decrease their own production, transferring 
their activities to industries of the first'group; third, 
new savings and new labour-power, as they beQome 
available, will strengthen the two-fold movement of 
the first and the second groups." 8 

lOp. cit. pp. 148-9. • Ibid. pp. 152-5. 
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Numerous attempts had been made to take into 
account the reactions of taxation from, the side of 

, demand before this passage was written; but the 
endeavour to make expenditure of the tax proceeds' 
a part of the general theory of incidence W!tS ,greatly 
strengthened by De Viti's work, and tJ;1e improvements 
that have resulted have been very considerable. 

6. Another aspect of his theory, one which should 
not pass unnoticed by the student, is that De Viti 
makes use of the methods of general equilibrium I 
analysis and insists that, in discussing the incidence 
of a tax, we must assume that the system comm~nces 
at a position of equilibrium in which the tax which is 
imposed is the only element producing change; and 
the system can again come to rest ih a position of 
equilibrium, only after all the forces towards change 
have worked themselves mit, and each, individual 
cOnsumer and producer has attained the most desir­
able situation which it is open to him to achieve. A 
similar conception of equilibrium has been used by 
many other writers in public finance, but their use of 
it has nearly- always been implicit; in De Viti's 
hands the method is made explicit. . 

His conception of general equilibrium, too, is 
sufficiently wide to embrace a tJ;1eory of the State or 
Government, in so far as it gathers revenue which it 
devotes to ends such as road construction, main­
tenance of the army and navy and the social services. 
As Einaudi remarks, De Viti's concept of the State 
makes his theGry specially sUitable as a starting point 
for the inquiries of others, who, while they may not 
be able to agree with the entire working-out of his 
theory, will yet be able to accept all its essential 
assumptions. 
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Thus, a number· of theorists in public finance have 
found it possible to start off from the same premises 
as De Viti: they have ,incorporated those results of 
his analysis that had been satisfactorily established 
and have gone on to establish others which their 
successors will find it possible to accept. This ex­
plains,....... among other things - why De Viti's work 
should be held in such high esteem: it can be made 
the basis for an exact theory of public finance. 

7. Conclusion: One of the mall virtues of· the 
Oolwyn Report, we pointed out, was that it took into 
account the variability of the supplies of the factors 
of production induced by the imposition of the 
income tax; while one of its main defects was its 
inabiJity to take into account changes brought about 
from the side of demand. In the converse fashion, 
although De Viti's theory makes allowance for changes 
from the side of demand, it will be found that his work 
altogether overlooks changes brought about by the 
tax -in the supply of savings or of labour, and treats 
these important aspects of the problem as if they did 
not exist. In our attempt to obtain a more complete- , 
picture of the incidence 'of a general income tax we 
must have regard to the manifold effects produced on 
the demands for commodities, and as well effects 
produced in the supply schedule of the factors of 
production. The main ingredients for a satisfactory 
theory of the income tax seem to be provided if we 
combine the Oolwyn Report's treatment of the effects 
of the tax in producing variation in the supplies of the 
factors of production, with De Viti's treatment of the 
demand aspect, and make use also of his economic 
conception of the State. 
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· CHAPTER V 

A TAX ON THE INCOME OF A MONOPOLIST 

1, LET us consider the case of a person who has a 
monopoly in the manufacture of an article, on whose 
income ~ tax is imposed. We suppose that the mono­
polist is confronted willi a perfectly definite demand 
schedule for his commodity, and that he knows the 
shape of it in the neighbourhood of the point of 
equilibrium; also the shape of his cost curve in the 
neighbourhood of the point of equilibrium. 

We can conveniently refer to the factors which the 
monopolist himself supplies as his private factors.1 

In this paragraph we consider the case in which the 
private factors of the monopolist in the business con­
cerned ar~ in a supply whiCh is fixed and cannot be 
altered. 

If the tax imposed is a proportional one and is 
constructed so as to fall on the reward to the private 
factors of the monopolist, then very simple reasoning 
shows that the price of the commodity Will. remain 
unchanged. The monopolist had fixed price before 
the tax so as to get the maximum possible reward. 
Let the tax be one of 20 per cent. If he leaves the. 
price unaltered, his net reward will be 80 per cent of 
the maximum gross reward. But this is greater than 
80 per cent of any other reward. By leaving the price 
of the commodity unaltered, therefore, he will get the 

1 This terminology is used by J. R. Hicks, "Annual Survey of 
Economic Theory; Theory of Monopoly". ECOIIOI7It!trica. 1935. 
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greatest reward that it is open to him to achieve. 
Hence in the case considered, a proportional tax has no 
efiect on either the ,price or the output of the com­
modity. 

Next, let us suppose that the tax which has been 
imposed is not proportional, but is progressive in 
amount. In diagram I let AR and MR be the average 
and marginal revenue curves respectively, to the 
monopolist, and let ACI and MCI be his curves of 
average and marginal costs before the tax. 

PRICE 

o M v 

DUORAJ( I 

Over the range 0 to V curve Me" is drawn as----and Me. as 
• ___ • In the range beyond V both curves are coincident. 

In order to maximise the revenue to his .private 
factors the monopolist will fix output at the level OM 
given by the intersection of the marginal revenue and 
marginal cost curves. The price corresponding to 
this output is PM. 

In the diagram the Olth increment of output is 
shown as afiording a return kh to the monopolist. 
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Of this return the tax absorbs a portion ks. This 
occurs for the revenue from each unit of output, and 
the curve of marginal costs to the monopolist becomes 
displaced into the. position MO.. Since for the OMth 
unit of output, marginal cost had been equal to marginal 
revenue, the monopolist had gained no return on this 
unit. Therefore he will pay nQ income tax on it, and 
the curve MO. will intersect the curve MOl in the 
point Q. Thus the curve· of marginal costs for the 
monopolist after the tax has been imposed, will still 
intersect the curve of marginal revenue MR, in the 
point Q: and an .output OM will still maximise the 
revenue to the monopolist's private factors. The 
corresponding price remains unchanged at PM. Price 
and output are the same for the monopolist after the 
tax as they had been before it. 

Hence we see that when the private factors of a 
monopolist are in fixed supply, a tax on his income 
leaves the price and output of his commodity un­
changed, whether the tax be proportiqnal or progres­
sive in amount. In the diagram the net revenue of 
the monopolist before the tax had been equal to area 
AQH. After the tax his net revenue is KQH. The 
exchequer has absorbed an amount of revenue AQK.l 

2. The supply of the monopolist's private factors 
I A case not envisaged in the above is discussed at some length by 

Amoroso, viz. where the marginal rate of the tax becomes sufficiently 
high as to absorb the whole of the monopl?Iist's profit from each addi­
tional unit of output. In this case there will be an equilibrium output 
to the left of the point M in the diagram, and also, as can be seen from 
considerations of symmetry, an equilibrium output to the right of M. 
He may choose either of these two points of equilibrium. Cf. Amoroso, 
Luion, d, Economia M aterMtlca, p. 226 f. 

The case which we have treated and also the case discussed by 
Amoroso are both covered by the following mathematical proof: 

Let the monopolist's total revenue from an output of z units be 
R(x) and his total cost be C(x). 
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to this line of production, however, may not be fixed. 
To see what is meant let us suppose, to begin with, 
that the nature of the industry is such that the mono­
polist's private factors have to be applied either all­
in-a-Iump or not at all. An instance of this might be 

The reward to the monopolistic factors, which are in fixed supply, is 

I(x) =R{x) - C(x). 

Denote the total tax payment, which is a function of I, by T(I). 
T is also a function of x, so that we can write it T(x). 

Before the imposition of the tax the monopolist maximises I. In 
order that equilibrium should exist, it is required that 

dR dC 
dx = dx' • • (I) 

with the corresponding condition for a maximum, of differentials of 
the second order. 

After the imposition of the tax the monopolist maximises his net 
revenue I(x) - T(x). The necessary condition for equilibrium, there­
fore, is that 

i.ll. 

dI dT 
dx- dx=O, 

~ (1- ~)=O. • (2) 

In equation (2) there are two factors: it is sufficient that either of 
them should be equated to zero. 

If 

then 

dT 
dI=I, 

dT dI 
dx ="dx' 

This is the case discussed by AmoroSo, in which the marginal rate 
of imposition of the tax becomes sufficiently great to absorb the total 
profit from each unit of output. The curve MCa in diagram I, would 
intersect MR to the left, and again to the right, of th!, point Q. 

In the text we do not envisage a marginal rate of taxation of over 
100 per cent, such as this would require, as being possible. Hence, 
for equilibrium in the case there discussed, it must be the other factor 

: that is equated to zero. This gives 

• (3) 

which is the same as equation (I). Therefore in this case output and 
price are the same after the tax as before it. 
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where the monopolist had to superintend a process for 
ten hours a day, say, or not at all. 

In this case the net reward to the monopolist's 
private factors is equal to area KQH after the tax 
instead of AQH as initially. (See diagram I.) The 
net return to hi~ private factors may now have fallen 
below the return that they could get in some other 
part of the industrial field; and if so he will withdraw 
entirely from the original line of production. The 
monopolised good will no longer be manufactured. 

The more general case, however, is that in which 
the monopolist can vary the supply of his private 
factors, labour and capital, as between the production 
of the monopolised commodity and other commodi­
ties. This is also the more important case for practice. 
Let us illustrate it by a diagram: 

PRICE 

\ 
\ 

\ R 

\ 
\ 

\ 
Me "-

F --~----.? 
tA~--'-

A 

o EM 

DaGRAJI[ II 
The curve MC. is drawn as - - - -. the curve MC. as ••••• ' ••• 

The curves AR and MR in diagram II are the 
curves of average and marginal revenue respectively 
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to the monopolist; M~ is the curve of marginal costs 
to him before the tax is imposed. In the case we now 
deal with, the monopolist's private factors are in 
variable supply to the production of this commodity, 
e.g. he may be able to transfer part of his supply of 
labour from this to other lines of production; and 
may be .able to devote his capital either to this' or 
other. lines. We assume that it is J.he whole of the 
monopolist's revenue from this line of production 
which is taxed. 

When he is drawing up the schedule of costs of 
production for his business, the monopolist must take 
into account the cost of his own labour and capital. 
Each unit of these he will charge to the firm at the 
figure which the unit would fetch in the most profit­
able other use open to it. In the case of his labour, if 
the 7th unit of it, say, which he exerts per day, could 
fetch in its most profitable other use a sum of seven 
shillings, he will charge this unit of labour, in the 
cost schedule of the monopoly, at seven shillings. In 
the case of capital his system of costing will be the 
same. If, e.g., the competitive rate of interest be 
4 per cent, then he will always charge his capital to 
the monopoly at this rate. 

Since the cost curve M~ includes payments to the 
monopolist's private factors in this way, it is not 
possible to read,~ff·from the diagram what his total 
revenue is before the tax is imposed. He gets the 
return that his factors would yield him if employed 
in 'their most favourable uses outside the business; 
and in addition he gets a surplus return over and 
above this, equal to AQH (diagram II). His output 
before the tax is OM, at a price PM. 

When the tax is imposed the curve of marginal 
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costs Mel> to the monopolist: will undergo two separ­
ate and independent displacements. In the first 
instance the cost he charges to 'each unit of labour, 
and each unit of capital that he devotes to the busi­
ness, must be raised. Suppose, for example, that the 
tax be one of 10 per cent. Then 10 per cent of the 
retUrn that he gets on the 7th unit of his labour will 
be absorbed by ~e tax. He had formerly charged 
this unit of labour in his costing, at seven shillings to 
the firm. Before his reckoning will be complete he will 
now have to charge the unit to the firm after the tax 
at 7(1 + 10/100) shillings, that is at seven shillings, 
8·4 pence.1 Similarly each' £100 of capital which he 
employs in this line of production he will now have 
to charge to the firm at 4(1 + 10/100) per cent, that is 
at 4·4 per cent: 'because he has now to incur an 
additional cost on behalf of each unit of labour or 
capital which he devotes to this line of production, a 
cost taking the form of a tax payment on the return 
he gets from the unit. (We are assuming that the 
rewards to the resources in the most' profitahle 
alternative occupations remain unaffected.) 

In this way the monopolist's curve of marginal 
costs, Mel> is made to undergo an upward displace­
ment into the position Me., as shown. Since the costs 
incurred in the production of the QMth unit of o~tput 
have increased, the new curve ,of 'IIIflrginal costs Mez 
will not pass through the point Q, but will lie above it. 
Every point on the curve in fact must undergo a 
vertical displacement. . 

In addition the tax absorbs a portion of .each 
increment of monopoly ~urplus that accrues to the 

1 Throughout this chapter we are disregarding the question of the 
Bupply of effort in termB of income. 
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producer, this being the revenue from his factors when 
employed in their monopoly use over and above what 
they would fetch in their most favourable outside 
employment. The effect of this is to raise the position 
of the curve of marginal costs, M02 • into the position 
M03_ If, after the previous displacement of the curve 
into the position M02 • it had intersected the curve of 
marginal revenue at the point D, corresponding to an 
output OE, then since the monopoly surplus from the 
OEth unit is zero, no tax is paid on the zero surplus 
corresponding to this unit, and the curve M03 will 
also intersect the curve of marginal revenue in the 
same point D. 

In: this case the producer's output, given by the 
point of intersection of his curve of marginal costs 
M03, with that of marginal revenue, will be OE instead 
of OM as initially. OE is always less than OM. His 
output will have contracted and the price of the 
commodity will no longer be PM, but the higher 
amount RE.l 

The extent of the resultant contraction in output 

1 Using the same terminology as in footnote, p. 47, supra, the mono­
polist's costs are now a function both of output and the height of the 
tax; so that we may write total costs now as C(x, T). 

'1;he monopolist's gross reward 

I=R(x)-C(x, T). 

If P be net reward after payment of the tax, 

P=I-T 
=R(x)-C(x, T)-T. 

His net reward Is a maximum if 

dP dI o:r 
tk=O=tk-ik 

dI o:r dI 
=;J;;- dI dX 

=:(1- :), 
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and rise in price depends on the amount of th~ 
vertical displacement which has taken place between 
the initial and the new position of the curve of mar­
ginal costs. It depends also on the slope of the de­
mand and coSt curves of the firm. The more gentle 
the slope of the demand curve, i.e. the more elastic is 
the demand, the greater will be the falling off in out­
put. H the monopoly operates under conditions of 
falling costs, then the steeper the slope of the curve of 
marginal costs the greater will the contraction in 
output be. H the monopoly works under increasing 
costs of production, the more gentle the slope of the 
curve of marginal costs the greater will be the con­
traction in output". The truth of these statements can 
be shown by drawing the appropriate diagrams. 

3. In the case where uncertainty exists the above 
treatment requires modification. The monopolist's 

i.e. if either of the f~tors in this equation is zero. 

tlr 
dI=l 

only if the marginal rate of tal[ is 100 per cent. 

H dI ,;;=0, 
then dR OC OC tlr dI 

-=-+----
dz oz OT dI dz' • (4) 

The value of z, say Zo, satisfying equation (4) is less than the value of 
:r:, say ZJ, satisfying equation (3) on p. 48, 8Upra: because the curve ,=:- has a negative gradient, and the two curves ,= ~ and 

OC OC tlr dI .. . . ,= a; + aT dI ;Ii: have each got eIther a posItIve gradient or else a 

negative gradient greater than that of ,= '::; and for every value 

OC OC tlr dI . 
of :Ie lesa than ZJ, the curve , = oz + OT dI dz lies above the curve 

tIC ,= dz' 
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reward will then be in the nature of profit: First let 
us suppose that the private factors of the monopolist 
are .in fixed supply to the firm. 

(a) The monopolist will not know the exact shape 
of his curve of marginal revenue; and perhaps neither 
will he know the exact shape of his curve of marginal 
costs. It is possible that he will make an estimate of 
the most probable curve of marginal revenue and the 
most probable curve of marginal costs. Then corre­
sponding to each price which he may charge, there will 
be the profit which he believes is most likely to accrue 
at that price.1 Now if before the tax he believes that 
the price P will probably render his profit a maximum, 
after the tax (so long as the marginal rate of tax is 
less than 100 per cent), P will still be th~ price which is 
most likely to yield him the maximum profit. And 
the monopolist in these circumstances will leave price 
unaltered at the height P after the tax has been im­
posed. 

(b) The monopolist, however, may have regard not 
only to the curves of most probable marginal revenue 
and marginal costs, but may also take into account 
the shape of the entire uncertainty schedule of net 
profits corresponding to each price which he might 
charge. For example, before the tax he may estimate 
the probability schedule of gains corresponding to 
the prices P A, PB respectively, to be as shown in 
diagram III. Without the tax he would, let us 
suppose, have chosen price P A: 

Now the effect of the tax is to absorb a portion of 
whatever size of gain accrues: it alters the shape of 
each probability schedule. Hence although without 

1 See R. H. Coase. .. Some Notes on Monopoly Price ". lUvieto oj 
Economic S,tulau. October 1937. pp. 20-22. 
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the tax the monopolist would prefer the schedule 
corresponding to price P A, it is quite possible that 
when the tax alters the shape of each schedule of net 
gains, he will prefer the new schedule corresponding to 
price PB, rather than that corresponding to price P A. 

In this case, therefore, even though the private 
factors of the monopolist are in fixed supply to the 
business, the imposition of the tax may cause a 
change in price to take place. It is not possible to say 

L--L.....L _____ ~_..::::::._----< .. ;;:.~~TR;,'i'RN 
INCOME TAx) 

DIAGRAM m 

whether the tax, in this case, will cause a rise or a fall 
in price. For the same monopolist at some dates in 
time it may cause a rise in price, at others a fall, if his 
attitude towards risks should alter between the dates. 

4. Next let u~ consider the circumstances in which 
uncertainty exists and the private factors of the 
monopolist,are in variable supply and the return to 
them is taxed. 

(a) As before, it may be the case that the mono­
polist has regard to what he believes to be the most 
probable curves of marginal revenue and of marginal 
cost, and fixes price to give him the greatest net return 
which, on this basis, he expects to accrue. His curve 
of marginal costs, if he knows this curve definitely, or 
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his curve of most probable marginal costs, if he can 
only estimate it, will be ,raised from a position Mel 
into a higher position Me3• (See diagram II.) The 
curve of most probable marginal revenue will remain 
unchanged in position. The monopolist's. output of 
the commodity, therefore, will be reduced, and the 
price of the commodity raised as a result of the tax. 

(b) It may not be, however, that the monopolist 
.considers only the modal or most probable outcome of 
each price policy. He may take into account the whole· 
probability schedule of estimated profits correspond­
ing to each different price. If so, there exists the 
possibility of an additional movement in price being 
superimposed on the rise in price which we obtain 
from consideration of the curves of most probable 
revenue and cost. This second movement, as' we 
have shown in the previous paragraph, may be in the 
direction of either a rise or fall in price, and will 
perhaps sometimes tend to raise price, at other times 
tend to lower it; whereas the effect of the tax in 
raising the known or expected curve of marginal costs 
is constant in its direction, and always exerts a 
pressure to a. price rise. As a rule, it would seem 
likely, the resultant and total effect of the tax would 
be to raise price and curtail output - the same 
result as when the private factors of the monopolist 
were in variable supply and there was no uncertainty. 



CHAPTER VI 

THE INCIDENCE OF A PROPORTIONAL INCOME 
TAX ON THE DIAMOND MONOPOLY IN SOUTH 

AFRICA 

1. THE romantic story of the discovery of diamonds 
in South Mrica is well known. Exploitation of the 
diamond fields had begun before 1870. By the early 
1890's, due to the forceful personality of Cecil Rhodes, 
all of the important producing companies had come 
under the control of De Beers Consolidated Mines, 
Ltd., which has always pursued a policy of restricting 

·the output of· diamonds, so as to maintain their 
prices.1 From that date till the early 1920's nearly 
the whole of the world's annual supply of diamonds 
came from South Africa. In the early 1920's, how­
ever, the monopoly of the De Beers Company began 
to be encroached upon; and before the end of the 

. decade its monopoly had definitely been lost, import-
ant new sources of production coming into operation 
in the Belgian Congo, Brazil, Angola and British 
Guiana. . 

2. For a considerable time, extending down to the 
present day, the diamond-mining companies of South 
Mrica have been subjected to a higher rate of tax 
than the other companies in the Union· (if gold-mining 
companies are excluded, see Chapter VIII, infra). 
The extent of the differential taxation of the diamond-

1 A. Plant, "Economic Development, 1795-1921 ", The Oam1rridge 
History oj the British Empire, vol. viii: Booth AJrica. 
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mining companies has varied in height at different 
times. In the Orange Free Sta.te a' tax of 7 per cent 
was levied on the profits of diamond mines in 1907, 
and Cape Colony taxed these profits by 10 per cent 
in 1908. Uniformity of taxation was achieved with 
the formation of the Union of South Africa in 1910, 
and a tax of 10 per cent was levied on the profits of 
diamond-mining. In reckoning the profits assessable 
to this tax, an allowance was made for amortisation 
of the wasting asset, the diamond deposit itself: and 
also small or unprofitable mines, whose profits were 
below £1000 per year, were exempted from the 
taxation. During the war the rate of tax was in­
creased to 121 per cent. And the Income Tax Act of 
1925 further increased the rate of taxation on diamond­
mining to 15 per cent, with a lower rate of 10 per cent 
on payme~ts of debenture interest made by the 
mines. l These rates of taxation still remain in force. 

Let us inquire into the economic effects that a 
proportional or flat-rate income tax would produce in 
the South African diamond-mining industry over a 
long period, during which the industry retained its 
monopoly of world production. For the sake of 
definiteness let us inquire what effects the tax of 10 per 
cent imposed in 1910 would have prod'uced over a long 
period during which the De Beers Company retained its 
monopoly. . 

3. Diamonds are a luxury article and it has re­
peatedly been found in the experience of the industry, 
at times when competition broke out among the 
amalgamated companies, that the demand for dia­
monds is very rigid. They are, in fact, a favourite 
textbook example of a commodity demand for which 

1 See De Kook, Financu oj 1M Union oj SoutA Africa. chap. 9. 
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is rigid. No doubt while they remained the only 
producers in the field, the benefit derived by the De 
Beers Mines was very great. 

To examine now the conditions of supply of the 
factors of production to the industry, the following 
table gives the average number of men employed per 
year in the diamond mines and the average annual 
value of purchases of stores by the mines during two 
periods : 

Period Average No. of Men 
employed per Year 

Average Purehase of Stores 
per Year . 

£ 
1911-14 58,000 1,400,000 
1919-25 41,000 900,000 

Of the total number of employees, about 1 in 5 were 
European or of European extraction. 

Both native and European labour in the industry, 
would, over a long period, be fairly interchangeable 
with that for gold-mining: both industries, inside this 
period of time, would be drawing on the same reservoir 
of labour for their supplies. An increase or fall in the 
much smaller source of demand, diamond-mining, 
whether for European or for native labour, would 
leave the long-period wage rate for the factor little 
affected. 

In a short period, an expansion or contraction of 
the industry would exercise some influence on the 
wage levels both of European and non-European 
labour, lowering wages in the short period if the 
industry contracted and vice versa if it expanded. 

The conditions, then, appear to warrant us assum­
ing that the long-period supply curves of European 
and non-European labour for the diamond industry, 
over the range of variation relevant to· our present 

E 
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inquiry, are perfectly elastic; and the short-period 
curves are less than perfectly elastic. 

The annual value of the machinery, food and othe~ 
stores purchased by the industry, as the above table 
shows, is not very great. These stores are supplied by 
a variety of outside industries, which, if the demand 
made for them by the diamond industry were to 
decline somewhat, could place the resources they 
employ, to a variety of other uses. The supply of 
stores to the industry over the long period we there­
fore regard as being perfectly elastic; and over the 
short period as being less than perfectly elastic. 

The diamond-bearing land itself is of little or no 
use in other lines of industry; and if the diamond 
industry were to cease production, the mines, or vast 
pot-holes that were left, would remain as no more 
than geological curiosities. We can take it, therefore, 
that the supply of land to the industry when the tax 
of 10 per cent is imposed, will not, either in the long 
orin the 'short period, fall below its initial level : it 
will in no circumstances be bid away from diamond­
producing by other industries, even though. the rent 
payPlents it secures to the shareholders in the 
diamond-monopoly should decline. 

Capital resources for the diamond industry were 
mostly obtained from abroad. It was suggested in 
1937 that 70 per cent of the dividends of diamond­
mining companies were paid to shareholders :residing 
abroad.l Thus we can regard the capital invested in 
the diamond-mining industry as being a small portion 
of the international supply of capital which is -sub-

1 Landsberg~ .. South Africa's Imports of Capital and the Balance 
of Payments, 1932-36", Booth African Joomal of Ecunomica, 1937, 
p.290. 
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scribed at the competitive rate of interest. That is, 
the supply curVe of capital to the industry can be 
taken to be perfectly elastic. 

This view, it is true, disregards the presence of 
uncertainty in the subscription of capital to- the 
industry. But we have shown in the previous chapter 
(§ ~) that even although uncertainty exists, the effects 
produced by tlie imposition of an income tax on a 
monopoly can probably be obtained accurately enough 
from an analysis in which uncertainty is disregarded; 
and we will take no account of uncertainty in this 
chapter. 

Any special effects which may arise from the fact 
that diamond-mining is an extractive industry in 
which the process of production is not continuous 
and the deposits become worked out, will be dis­
regarded. 

The revenue raised by taxation of the income of 
diamond-mining companies in the period 1910--;25 
amounted to onJy £320,000 per annum, or to less 
than 2, per cent of the total Government revenue. 
We should expect that the effects prodv.ced by the 
expenditure of this sum )Vould be spread thinly over 
the entire industry of the Union; and that any effect 
produced on the supply of diamonds would be Of the 
second order of small quantities and of negligible 
importance. The demand for diamonds, the market 
for which lies almost entirely abroad, would be· quite 
unaffected by the expenditure of the proceeds of the 
taxation of the diamond monopoly. 

4. The long-period analysis. 
Had there been no tax, the diamond industry 

would have employed capital up to the point at which 
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it yielded a return equal to the competitive rate of 
interest, which, for the sake of definiteness, let us 
say is 5 per cent. After the imposition of the tax, 
the industry will only employ capital in each direction 
until it yields a gross return equal to 5(1 + 10/100) = 51 
per cent, so as to leave capital which is subscribed 
to the industry from outside, or provided out of t}le 
resources of the diamond-monopoly itself, with a net 
return of 5 per cent. On this account, therefore, a 
contraction in the output of diamonds will take place 
over the long period, with a corresponding rise in 
their price. . 

As the contraction in the output of the industry 
takes place in the long period, less labour, both 
European and non-European, will be employed; but 
since the supply of both types oflabour to the industry 
is, in the long period, perfectly elastic, eventually 
wage rates will be unaffected by it. 

Stores supplied by other industries to the diamond­
mining industry being perfectly elastic in supply, 
they also, in the long period. will be unaffected in 
prIce. 

If we refer back to diagram II of the previous 
chapter, it is as if, over the long period, the curve of 
margina1.cost to the industry had, through the change 
in the cost of capital to the industry and through the 
imposition of the income tax on the industry's surplus 
over· costs, been raised from the position Me,. into 
the final position MCs• Labour and stores costs are 
unaffected by the tax and play no part in the dis­
placement of the curve Me,. into the final position 
MCs• 

Since the price of labour to the industry has re­
mained at the same level, while the price of capital 
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to it has risen, a certain amount of substitution of the 
use of labour in place of capital will take place. The 
more readily is labour substitutable for capital in the 
industry, the smaller will be the eventual fall in 
output and rise in the price of diamonds. Again, we 
have said that the demand curve for diamonds is 
fairly rigid: this will be an influence tending to 
curtail the contraction in their output, but not the 
rise in their price. 

Since, as we have found, over the long period the 
elasticity of supply of labour, stores and capital to 
the industry is perfect, these elements will share none 
of the tax burden of the industry, which in the long 
period will have come to rest entirely on the owners 
of the diamond-bearing ground and on the purchasers 
of the diamonds that the industry produces. The 
owners of the diamond-bearing ground, however, are 
the shareholders of the De Beers Mines Ltd., for the 
monopoly of the company had depended entirely on 
its possession of all the known diamond-bearing lands 
which seemed likely ever to be worked - that is, if 
some diamond-bearing lands existed which the com­
pany did not own, they seemed too poor in diamond 
content ever to be economically profitable. Thus the 
burden of the tax comes to rest eventually on the 
buyers of diamonds and on the shareholders of the 
De Beers Company. 

5. The short-period analysis. 
In the short period, we have said, the supplies of 

labour and of materials to the induStry will be less 
than perfectly elastic. As a result of the tax, therefore, 
during the short period a lower price will be paid 

. both for labour and materials: both these factors 
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will share a part of the burden of the tax along with 
the purchasers of diamonds and the shareholders In 
the De Beers Company. 

The rate at which the output of diamonds will 
contract, and the resultant rate ·of rise in their price, 
will depend on the elasticities of mIpply of labour and 
materials to the ind1istry~'m the short period. The 
more rigid the supplies of these factors, the quicker 
will be the falls in their own prices and the slower the 
rise in the price of diamonds. As well, the rate of rise 
in the price of diamonds will depend' on the facility 
or difficulty of transfer pf the plant that had been 
used in the industry, to other lines of production after 
the tax had been imposed; and on the rate at which 
the plant in the industry wears out. If the diamond- ' 
producing plant is of but little service in other lines 
of production and wears out only very slowly, then 
the rise in price of diamonds and the contraction in 
output will tend to be the slower. 

The shareholders in the De Beers Company in 1910 
own both the land and the machines of the industry ; 
a,nd the tax reduces the joint remuneration' of these 
two factors, land and machines. So far as short­
period conditions are concerned it is not possible to 
say definitely to what extent it is the rent of their 
land which is reduced, and to what extent it is the 

, quasi-rents of their machines.l 

1 In the long period the machines which had been in existence in 
the industry in 1910 will all have worn out, and the reduction in the 
annual dividends of shareholders in the monopoly will be due entirely 
t.() a reduction in the rents that, they receive for their diamond-bearing 
land. 



CHAPTER VII 
, . 

THE INCIDENCE OF A.,P ARTIAL INCOME TAX 1 

1. AN income tax which is imposed on the income of 
a particular illdustry may be graduated according to 
either a personal or an impersonal criterion. If the 
criterion is a personal one, then the income tax will 
be graduated according to the income and. family 
responsibilities of the person who comes into receipt 
of the dividends paid by the industry. If the criterion 
is an impersonal one, the tax will be assessed, not on 
the incomes of the persons receiving dividends, but on 
the incomes of the firms themselves. In this case the 
height of the tax will depend on the size of income 
earned by the firm. The tax levied by the Govern­
ment of South Africa on gold mining, for example, is 
graduated in this impersonal w.ay. 

We will suppose, to begin with, that it is in this 
impersonal fashion that the tax we discuss is; gradu­
ated: the rate of tax depends on the size of income 
of the firm. 

2. The following are the assumptions we make: 
That firms in the industry are working under 

conditions of perfect competition.1 

1 Some aspects of the theory of a partial income tax have been 
finely treated by Fasiani in his article ., Contributo ' ad alcuni punti 
della teoria della traslazione delle imposte sui • pro/Uti' e sui • redditi ' ", 
published in Studi Sa/l8are&i for 1931 and 1932. 

• We do not envisage the production function as being homogeneous 
and of the 1st degree. 

65 
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That the tax is imposed on the income of each firm 
in the industry and the marginal rate of tax is either 
constant or progressive. 

That in both the long and in the short period of 
time after the tax has been imposed, entrepreneurs in 
the industry affected are able to hire factors ofproduc­
tion at constant prices; that is, that the supplies of 
factors of production to the industry, in both the 
long and in the short period, are perfectly elastic. 
This assumption we' afterwards remove to make 
provision for the important cases in which it would 
not hold good. 

That the revenue collected by the Government 
from the tax is spent in such a way as not to affect 
the demand for the commodity which this industry 
itself is producing. (If, in the case of a partial income 
tax which is levied on a particular industry, the de­
mand conditions for the commodity which the in­
dustry produces are affected by the expenditure of the 
tax proceeds, this will require to be taken into account 
in examining its incidence.) 

It follows from our assumptions that the cost and 
supply conditions in the industry on which the tax 
has been imposed, will be unaffected by expenditure 
of the revenue. 

3. Let us consider how costs of production of any 
firm in the industry are affected by the tax. The 
firm hires its factors after the tax has been imposed, 
at the same prices as initially. Its cost for labour 
and for land for any unit of production after the 
tax, if the technical coefficients of production of 
the firm remain unchanged at each scale of output, 
are the same for that unit as they had been before 
it. Let us suppose that the technical coefficients- of 



CD. VB A PARTIAL INCOME TAX 67 

the firm remain unchanged in this way.l 
In diagram I, A VCI and MYCI are the curves of 

average and marginal variable cost, respectively, to a 
firm in the industry, and ATCt is its curve of average 
total costs. This firm had, before the tax was im­
posed, been in equilibrium at the output OM, when 
the price of its commodity was OP. This price and 
output had just enabled it to cover its variable costs 
of production OM.QM in amount, and to earn over 
and above the normal rate of interest on the fixed 
capital it employed. ·The normal return on its fixed 
factors had amounted to OM.RQ. 

o M 

DaGBAlI I 

The tax takes away part of the return to the fixed 
factors. To give an arithmetical example we may 
suppose that the tax imposed on the industry con­
cerned is at a Hat rate of 20 per cent. Then in the 
period during which the firm whose cost conditions 
are represented in diagram I, expects the -price of 
its commodity to remam unchanged, it will expect 
the tax to absorb a portion AQCD, of the return to 

I For a good discussion of the meaning of technical coefficients of 
production _ H. Schultz," Marginal Productivity and the General 
Pricing Process H, JounttJl of PoliliaJl Ewnomy, 1929. 
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the fixed factors, equal to 20 per cent of their total 
return AQRP. 

4. A fuller representation of this case can be given, 
and in a way that applies to either a proportional or 
a graduated tax. This is done in diagram II, which, 
like the previous diagram, supposes that the price 
the firm expects to receive for its commodity, at the 
point in time under consideration, remains unchanged 
at the ,initial level OP, and that the technical co­
efficients of the :firm remain the same at each scale 

OL-~D~E-------------------M~--------'V~--~~Y 

DIAGBAlII II 

The producer's expectation is that the price of the commodity will not have 
changed at the point in time under consideration. 

The position of the average and marginal curves after the tax are shown 
by broken lines. 

Area A= area B. . 
Curve..~ MVC •• ,MVC. coincide over the range of production 0 to D. So 

also for A VC •• ,AVC •. 
Area GHRI= area RTK. 
Over range of output D to V curves MVC.. ,MVC.; AVC.. ,AVC. are 

separate and distinct. 
For output OV and over curves MVC •• ,MVC.; AVC •• ,AVC. are again 

coincident. 
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of output after the tax, as they had been beforeit. 
In the diagram MYel and A Vel are the curves of 

marginal and average variable costs initially; and 
,ATel is the initial curve of average total costs. 
Initial price is OP. Area A = area B; the firm does 
not begin to make any return over and above its 
variable costs until its output has reached a level 
OD. After this output has been reached, each addi­
tional unit of output fetches a balance pver and 
above the variable costs for the unit concerned. It 
is on this return over and above variable costs that 
tax~tion has to be paid; an amount of taxation 
FGRJ being paid on the increment 9f output DE, 
and so on. The total amount paid in taxation when 
output is OM is shown by the area GRRJF. This is 
a cost which the firm must incur; it is an addition 
to variable costs. \ The marginal curve of variable 
costs therefore is raised as shown over the range 
DM, from its initial position MVCt into the new 
position ,MVea• To the new marginal cost curve 
.MVe. there will correspond a new curve of average 
variable costs .AVea• 

The subscript i is used in regard to the two curves 
,MVea, ,A vea in order to impress that the positions 
shown for the two curves are the positions that they 
take up, at the end of a short period during which no 
reaction towards a hlgher price level is expected by 
the prod!lcer to have taken place. When "it is ex­
pected by the producer concerned that there will be 
a higher price level at the end of any given period, 
the positions of the new curves of variable cost­
including-tax for the corresponding period of. time 
will be different from .MVea and .A Vea and will lie 
above them; because then, for the increment of 
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output DE say, in diagram II, the labour and other 
costs are expected to be the same as before, but the 
pr.ice received for the increment is expected to be 
higher and therefore to bear a greater amount of tax 
payment. As soon as the price expectation alters, 
therefore"MVel and ,A vel are no longer the curves 
of cost-including-tax to the firm; new curves have 
to be drawn. 

The curve of average total costs is referred to as 
,ATel , because the position of the curve shown is 
that which it occupied before, and not after, the tax 
was imposed. 

Referring t9 the state of affairs shown in diagram 
II, after the output OM has been passed, each addi­
tional unit of output brings a net loss to the producer 
instead of a gain. Each such unit in the new circum­
stances secures him a diminution in his total tax 
payment, because of the diminution which it creates 
in the revenue to the £.xed factors. Thus for an 
output greater than OM, the curve ,MVel lies below 
the curve MVel • 

Shareholders in this industry now get a less re­
muneration from capital invested in it, than they 
would have got had their capital been invested in 
other branches of industry. Part of the plant origin­
ally in the industry will be transferred to other lines 
of production, and of the fixed capital remaining in 
the industry, part, when it is worn out, will not be 
renewed; until a reduction in plant has taken place, 
sufficiently large to enable a new price to be established 
for the commodity which will afford the normal rate of 
return on fixed capital invested in the industry. 

The expected retUrn to the fixed papital of the 
firm in diagram II is now F JRI instead of F JRI + 
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FGHRJ as formerly; the part FGHRJ has been 
absorbed by the income tax. It will be for the firm 
concerned to consider whether, taking this and other 
periods of time into account, it would not be possible for 
part or all of its plant to fetch It higher return in some 
other line of production. If, costs of transfer being taken 

.. oct 

MR 

o'L---------------.r-------,~----~~,p~ 

DIAOB.Ul ill 

into account, such a higher return could be obtained, 
then the transfer will be made. The higher the return 
which the pla~t will fetch in other lines, and the lower 
the costs of transfer to such other lines, the quicker 
will be the falling-off in the output in the industry and 
the quicker the rise in the price of its commodity. 

Diagram III depicts the other possible case of the 
same phenomenon as is shown in diagram II. It 
shows the slightly simpler case where the curves of 
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marginal and aver~ge variable costs do not cut the 
price line in the ,downward part of their movement, 
The curves are named by the same symbols as before, 
and the reasoning is exactly parallel. 

Further, if the technical coefficients of the firm. 
remain un,altered over the long period, either of the 

o L M N w 

DIAGRAllil IV 

diagrams II or III can be taken and amended so as 
to show the highe.r price level that finally results. 
Diagram IV refers to the cost conditions ill the long 
period and after the rise in price has taken place, for 
the firm to which diagram II had referred. The 
curves MVel , AVel and ,ATe l are the same in each 
of the two diagrams. 

The price which the firm. receives for its commodity 
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in the position of long-period equilibrium., must be 
sufficient to cover the variable costs of production and 
to afford at the same time the normal rate ofremunera­
tion, net of income tax, to the fixed capital it employs. 
This fixed capital, by hypothesis, is the same after 
the tax as it had been before it; and s~ the total net 
remuneration on the capital must be the same as it 
had. been initially. 

To see how the gross reward to these factors. must 
have increased as a result of the tax, suppose that the 
reward to the fixed factors had initially been K; 
then K must also be their final net reward. 

Let the final gross reward of the fixed factors be 
K+1. 

I will be the payment of inoome tax made on the 
firm's total gross rew;ard. . 

If the tax imposed on firms in the ~dustry is at a 
flat rate of 20 per cent, then I must.be such that 

(K + I) (1, -12000) = K. 

. 20 , , I = 80 K = 25 per cent of K. 

In gen~ral, let the marginal tax payment by the 
firm on a gross reward (profit)· of i be at the rate f(i) , 
If, before the tax, the total fixed costs of the firm . 

. had been equal to K, then after the tax they will be 
equal to K + I, where 

(K + I) - (+lj(i)di": K, 

that is, f
K+I 

1= 0 f(i)di, ' (1) 

an equation in K and I and therefore sufficient to 
determine. 1. 
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The curve of average final total costs jATC2 will be 
raised correspondingly above the curve AVCl . The 
new price of the commodity must be at a level OZ 
(see diagram IV) sufficient to cover fixed costs to the 
firm on the new higher scale K + 1. Unless price does 
permit it to cover costs on this scale, the firm will go 
out of production. Thus in diagram IV, the rectangle 
abo ON =K +1, where I is defined by equation (1). 

It is important to notice, when diagram II and 
diagram IV have reference, as we suppose, to the 
conditions of the same firm at two points in time 
after the tax has been imposed, that the curves 
MVCl , AVCl are the same in the two diagrams: the 
curves iMVC2, iAVC2 in diagram II represent the 
curves of marginal and average variable cost-ineluding­
tax to the firm at a point in time when it is expected 
that no price reaction will have taken place: and the 
curves jMVC2, jAVC2 in diagram IV represent these 
curves of marginal and average variable cost-in­
eluding-tax when price has attained its final equi­
librium level. The curves jMVC2, jAVC2 in diagram 
IV, are higher at all points over the range LN, than 
the curves iMVC2 and iA VC2 respectively, in dia­
gram II. 

Thus the diagrams II and IV afford some concep­
tion of the dynamics of the shifting process of the 
tax. If we assume that the tax is imposed suddenly 
and unexpectedly, then at the initial moment in time 
after the imposition of the tax, the price level of the 
commodity will be expected to show no change over 
its previous level: diagram II will give a picture of 
the state of affairs at this initial moment and for such 
subsequent points in time as price is expected to 
remain unaltered. The condition of affairs finally 
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ruling will be as shown in diagram IV. 
If a time axis were to be drawn perpendicular to 

the paper, say, diagram II would give a cross-section 
of the resulting three dimensional figure at time 
zero; and at the other end of the axis, representing 
the equilibrium situation, would be diagram IV. The 
total rise in· price' is seen by a comparison of the two 
figures. The rise should, of course, be pictured as 
taking. place gradually through time. In the same 
way the curves of variable cost-including-tax should 
be pictUred as gradually moving up during the period 
of time occupied by the shifting process, from the 
positions .MVCI and ,A VC., into the positions fMVCs 
and fA VCs respectively. 

5. The diagrammatic treatment that we have 
given, forms, as it were, a skeleton of the theory; but 
some of the assumptions on which this treatment 
proceeds are fairly drastic, and may now be gradually 
relaxed so as to get a more realistic treatment of the 
case. 

An assumption which we made was that the 
technical coefficients of production at each scale of 
output were the same after the tax as they had been 
before it. The effect of the tax, however, has been 
equivalent to increasing the cost of capital to this 
industry, while the prices of the other factors to. it 
remain unclianged. In these circumstances, sub­
stitution of land and labour for capital in this industry, 
will to some extent take place. The greater the 

, extent to which it is possible to carry this substitution, 
the smaller will be the resultant rise in the price of the 
commodity. That this is so will be evident if we reflect 
that the rewards to labour and land are untaxed. 

A limiting case will occur when the degree of sub­
F 
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stitutability between the taxed factor capital, and 
the untaxed land and labour factors, is infinitely 
great. In this case the final equilibrium price of the 
commodity will be the same as the initial price; but 
meantime a radical change will have been introduced 
into the method of manufacture. An infinite degree 
of substitutability of land and labour for capital in 
this wise, would never exist in practice: some amount 
of capital, of such a kind as to be subject to the tax, 
would, in practice, be needed in the manufacture of 
the commodity. 

Some firms in the industry will be able to sub­
stitute the use of land and labour for capital more 
readily than others; they may enjoy, for example, 
advantages in the employment of labour which others 
do not have. As a result of the change in factorial 
prices, such :firms will come to occupy more important 
places in the structure of the industry than they had 
done before. l 

In the process of transition between the initial 
and final state of the industry, some firms, due to 
luck, or errors in judgment, will make fortuitous 
losses; others will make fortuitous gains. From this 
cause again, some firms will find the~elves better 
placed in the final equilibrium than they had been to 
begin with. 

If the tax is graduated upwards according to the 
size of the 'firm's profits, the smaller :firms in the 
industry receive a differential advantage in the new . 
state of affairs as compared with larger firms. Small 
firms will tend to capture a bigger share in the total 
volume of the industry's trade. 

1 Compare the arithmetical example given by Ricardo. Principlu 
0/ Political ECOfWfIIY aM Tazalion, Gonner's edition, pp. 188·9. 
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6. Initially and finally, the industry we ar~ con­
sidering is supposed to be in a state of equilibrium, 
with uncertainty existing in the industry during the 
intervening process of change. When we take into 
account this uncertainty which is created by the tax, 
there will be two trains of consequences to consider. 
Consumers, for their part, will cut down their con­
sumption of the commodity which has been affected 
by the tax; some will diminish their consumption 
abruptly, others will only diminish it gradually. 
Most of them will, for a time, experiment with sub­
stitutes, until their consumption settles' down again 
to a new optimum combmation of commodities. 
Likewise producers of the commodity will be experi­
menting. They will be running their works at new 
levels of output; only gradually will they exploit 
all the possibilities of substitution among factors of 
production in the new condition of affairs, and manage 
to arrive at it new optimum set of r~lationships with 
other businesses. ' 

The demand curve for the commodity, therefore, 
will not remain unaltered in position as we had 
assumed; during the period of transition' from the 
initial to the final state, its position will be altering 
throughout time. When the purchasers of the com­
modity discover, or anticipate, that its price is going 
to alter, then they will form estimates of probable 
future movements. in its price, and adjust their 
subsequent purchases of the commodity accordingly; 
e.g. they will accelerate their demand for the com­
modity at any moment if they expect a rise in its 
price just after this. . The less perishable is the com­
modity, the more play will be given to such anticipa­
tory buying by purchasers: and this will be a force 
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tending to even out the course of the rise in price. 
In the same way there w.i.ll be a changing flux of 

prodllcers' expectations as to the price that the com­
modity will fetch at the datem the future when it 
reaches the market. His expectation as to price is 
one of the deter~ants of the output of any pro­
ducer; and producers' expectations, along' With the 
technological and economic natUre.of 'the plant in 
the .industry, will play their part ill determining the 
course of the price and production c~anges that the 
tax brings about.1 Over the longer period of time, 
producers' expectations will be sUperseded in im­
port~ce, and determined ill pattern, by events and 
by objective factors, such as the actual" . historical 
course of price. Only, in the earlier' s~ages of the 
process, i.e. during the short period, expectatioIl& may 
exert a very strong influence on price and production. 

7. 'When constructing his theory, Adam Smith 
makes 'one exception to the doctrine that a partial 
income tax is shifted. The exceptional case is where 
the tax is levied on the profits " of stock employed 
in agriculture". 'Such a tax, Smith considers, will 
cause no rise in the price of agricultural commodities, 
nor will it be borne by the farmer himself, who 
must have his due profit; instead, it will be .borne by 
the landlord in the form of a diminution in rent.· 

This example of Adam Smith's corresponds to a 
case not envi'saged in the preceding treatment - that 

1 When both the demand and supply are varying through time, 
the path tra.ced out by the resultant price change will depend on the 
velocity of the movement of the demand curve relatively to that of 
the supply curve. See Fasiani, "Velocita nelle variazioni della. do­
manda edell' offerta e punti di equilibrio stabile e instabile", Alti 
della Reak Accademia delle Scienu di Torino, 1932. 

I Wealth 0/ Nati01Ul, Cannan's edition, vol. ii, p. 340. 
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in which the industry which has been taxed employs 
an appreciable proportion of the total sqpply of one 
factor of production. Should this be so, whena.rise 
takes place in the· price of the commodity being 
produced, less of the factor of production concerned 
will b~ required to 'place the smaller output on the 
market.' . A fall :ii:t the price of the factor will therefore 
take place; and the faU will be greater, the greater the 
proportion of the'total stock of the factor whi91i is 
employed .. by the industry, and the smaller the sub­
stitutabilitybetween it and other factors in outside 
industry. In these . circumstances the industry will 
partially avoid a rise ill the.price of the cOriunodity, 
and a faU' in the quantity of it produced, by sharing 
part of t~ tax burden with another factor. The 
longer the period of time allowed to elapse, however, 
the greater will be the tendency for the factor con­
cerned to move into other industries, and for a rise in 
the price of the commodity, and a falling off in its 
production, to take place. 

S. If the tax is graduated according to the earnings 
made by the firm (as also when it is graduated accord­
ing to a personal criterion), typical phenomena of 
tax-capitalisation will be called into existence. The 
tax on each firm will be capitalised or amortised, in 
the form of a fall in the price of the firm's shares. 

Later in the book it will be seen that changes in 
capital values are also brought about by a general 
income tax. 

None the less, Einaudi suggests! we should not refer 

I .. Osservazioni critiche intomo aJIa teoria dell' amortamento dell' 
imposta e teoria delle va.ria.zioni nei redditi e nei valori ca.pits.li susse­
guenti.all' imposts. ", Atti della Reale Aooademia delle Scienze di Torino, 
1918-19, section xiv. 
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to the changes in share values which take place when 
a general income tax is imposed, as being instances of 
tax capitalisation: we should refer to them less 
specifically, he says, as being "changes in capital 
values". . The grounds for distinction between the 
two cases are purely pragmatic. For the term 
"capitalisation of a tax "to be appropriate, says 
Einaudi, the fall in capital values should be concen­
trated on one group of firms; and the rate of interest 
should be left unaltered by the tax. 

This usage would restrict the term "capitalisa­
tion" to cases where the phenomena are clear-cut. 
To effects that are wider, and less clearJy articulated, 
it would apply the less specific term " changes brought 
about in capital values". The suggested tervlinology 
does call to mind a useful distinction between the two 
~ds of phenomena and deserves to be adopted. 
~en the partial income tax is imposed, only one 

set· of share prices will be affected: the share prices 
of pther firms will be unaffected. It will be an in­
stance of tax capitalisation. 

9. We have already mentioned that a tax may be 
graduated in either of two main fashions. Graduation 
in'the case that we have considered has been in accord­
ance with an impersonal criterion, the size of the 
fum's earnings. The criterion may, on the other hand, 
be a personal one, according to which the height of the 
tax is made to vary with the income and family 
circumstances of the recipient. With both types of 
tax, the phenomena of tax capitalisation will come 
into existence. 

If the tax on the industry concerned is graduated 
in a personal way and is progressive in amount, then 
it will fall more heavily on the richer shareholders in 
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the industry concerned. There will therefore be an 
immediate sale of shares by these richer shareholders 
to individuals in lower income strata. The sellers of 
shares will, in each transaction, receive an amount' 
equal to the former value of the'shares minus the 
capitalised value of the tax; not, however, of the 
tax capitalised at the rate payable by the richer 
shareholders, but at the rate payable by the marginal 
buyer or seller; that is, the rate payable by the 
richest person who is just induced and no more, at the 
existing scale of taxation, to acquire or retain the 
shares. This rule will apply whatever proportion of 
the whole block of shares in the community the taxed 
shares may. constitute. 

Thus a tax of this kind might prove an excellent 
instrume~t for a Government to use, which wished to 
cause the transfer of the capital in a certain industry 
to the ownership of a less wealthy section of the 
population. 



CHAPTER VIII 

THE INCIDENCE OF A PROPORTIONAL INCOME TAX 
AND OF THE PRESENT INCOME TAX ON SOUTH 

AFRICAN GOLD MINING 1 

1. SOME preliminary explanation of the situation of 
the gold-m.i.nipg industry of South Africa in the period 
after 1932 seems essential to the following discussion. 

Gold mining occupies a position of cardinal im­
portance in the structure of the national economy of 
the Union of South Africa. Without this valuable 
resource the national income of the Union would be 
considerably lower than it is. Gold mines, however, 
are a wasting asset; and the rate at which this asset 
wastes is such that, given a continuance' of the 
existing trends, it had been expected, before the era 
of monetary disturbances set in in 1931, that the gold 
yield of the country would reach the peak of its 
development in 1935, and thereafter would enter on 
a period of decline. I This, from the point of view of 
the economic structure of the Union, looked to be a 
very serious matter indeed. 

A vital element in the determination of the length 
of the economi9life of the Union's gold fields was going 

1 Subsequent investigations on the incidence of taxation on gold 
mining must be indebted to W. J. Busschau's work, Tile TlwJry 0/ Gold 
Supply; and to his two articles, .. Gold Mining Taxation, a Method of 
Analysis", South A/rican JoufTllJl 0/ Economics, 1935, and .. The Future 
of Gold Supply", Tile Incorporated. AcwuntaRl8' Joumol, July 1936. 

I See .. The Rand's Vast Resouroes", by J. C. Lawn, in Gold, a 
reprint of the Special Number. of Tile Timea, Tuesday, June 20, 1933, 
p.l04. 
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to be the mining of marginal ore, i.e. ore whose gold 
content was relatively small, or else ore whose content 
was fairly high but which had high costs of working. 
There were wide areas of ore which were of a grade 
just a little too low to render their working a paying 
proposition. Means, therefore, were frequently dis­
cussed of the most feasible method of rendering the 
low-grade areas of the Union economically workable. 

The suggestions put forward for assisting the 
Union's gold industry, and in particular for helping 
to raise the low-grade section of the field above the 
margin of profitability, need not be considered now, 
for chance came to the assistance of the Union­
Great Britain left the gold standard in September 
1931, and other countries followed suit. In December 
1932 South Africa, after experiencing a period of 
indecision as to monetary policy, during which the 
economic position of the gold industry gained no 
added advantage, took the step of devaluing her 
currency and pegging it to the £. The country's gold 
industry received a tremendous fillip. 

The reasons for this can be seen from the following 
arithmetical example. 

Suppose that initially the value of the South 
African £ had been £ = $5; and that it is devalued so 
that finally £ = $4, while the gold value of the $ re-
mains constant. . 

We suppose the internal price level for South 
Africa to reniain constant. 

Initially let 1 oz. of gold be worth £4 (= $20), and 
cost £3: lOs. to recover; the company's profit from 
the recovery of 1 oz. of gold = lOs. = $2.50. 

After the £ has been devalued by 20 per cent, the 
costs of recovery of the gold (from our hypothesis of 
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an unaltered price level), are t~e same as they had 
been initially. 

I.e. costs of recovery of l oz. of gold = £3 : lOs. 
But the value'of I oz. of gold is still $20 =£20/4 = 

£5 at the new ratio 'of exchange. 
The producer's profit from the recovery of I oz. 

now = £1 : lOs. in place of lOs. initially; or in terms of 
foreign currency is now $6 in place of $2.50 initially. 

For reasons shown by this arithmetic, the gold 
industry of the country derived a great advantage from 
the devaluation of the South African currency. 

As a result of the currency devaluation, mines that 
were already in existence earned profits from a given 
gold production, on a much higher scale than formerly; 
and also much ore that had formerly been below the 
margin of production now began to be exploited. 
New shafts were sunk to open up low-grade mines; 
some mines which had been closed down were re­
opened; existing mines extended their workings to ore 
of a lower grade; exploration and prospecting for 
new gold areas was quickly begun. 

The Gold Producers' Committee of the Union had 
estimated in the pre-1931 situation that a 4s. fall in 
working costs per ton would double the amount Df ore 
economically workable.1 Later Sir Robert Kotze 
calculated that if an average price of 106s. per fine 
ounce of gold CQuld be maintained, this would be 
equivalent to- a lowering of working costs by the 4s. 
per ton that we' have mentioned, provided costs for 
labour and materials for the industry did not in­
crease.1 In fact the costs of labour in the Union and 

1 ReptYrl oj the Low Grade Ore Commiasion, 1932, p. 25. 
• Sir Robert Kotze, .. The Gold-Mining Position ", Sooth African 

Journal of Economics, 1933. 
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the wholesale prices of commodities have moved very 
slowly since 1932. Between 1932 and 1937 wages of 
native labour rose by only 2 per cent, wages of 
European labour by 6 per cent; the wholesale price 
index rose by 10 per cent, which was much less than 
the rise in wholesale prices in the United Kingdom 
between the two dates, viz. 32 per cent (Economist 
index number). Meantime the price of gold, which 
used to be 85s. per fine ounce, has, since 1934, scarcely 
ever been below 140s. per fine ounce. This has been 
equivalent to a fall in mining costs of 6s. 6d. per ton 
and has been estimated to increase the ore reserves of 
the Union, as compared to the period before 1931, by 
150 per cent.1 • 

Some of the altered circumstances of the industry 
since 1931 can be seen from the following figures 
which relate to the gold industry' of the Witwaters­
rand, whose output is over 90 per cent of, the total 
output of the Union: 

TABLE I 
THE GOLD-MINING INDUSTRY OF THE WITWATERSRAND, 

1931-36 

Tons of Yield, Gold Gold Dividends 
Year Ore treated dwt. Production, Production, paid 

(milliona) per ton ftnt"loz. Value (millions) (millions) (millions) 

1931 32 6-4 10·4 £43·9 £8·0 
1932 35 6·3 11·0 £47-2 £8·4 
1933 37 5-7 10·4 £64-7 £12-4 
1934 39 5·0 9·8 £67'0 £14-5, 
1935 44 4-6 10-0 £74·2 £16-4 
1936 47 H 10·5 -- .. 

The table shows that in the later years a larger 
quantity of ore is being treated, and ore of a much 

1 C. W. B. Jeppe, " The Future of the Rand Gold-Mining Industry" , 
Soulh A/rican Mining Year Book, 1936-37, p. 25. 
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lower grade than, was treated in 19!n or 1932. The 
physical amou~t of gold recovered in each of the years 
in the period, is about the same as it was in either of 
these years; but the value of the gold in the later 
years is much greater; and the total dividends paid 
by companies in 1935 were more than twice the figure 
of 1931. 

Many old mines have been reopened, and new 
mines sunk, which will become gold producers within 
the next few years. It has been forecast that the 
number of mines producing gold by 1947 will be double 
the number of 1932.1 These facts help to impress 
both the prosperity that the South African gold 
industry has enjoyed since 1932, and the very con­
siderable extension in, life that has been given to her 
gold industry by the monetary changes which have 
taken place. 

The finances of the South African Government 
benefited considerably from the prosperity of the 
industry. The Government had for a considerable 
time before this levied a,specialtaxof 15 per cent on 
the profits of gold-mining companies, raised in 1932 
to 20 per cent.2 So great, however,was the pros­
perity of the industry and so rapidly did the situation 
develop, that after 1932 the Government altered its 
tax legislation in the industry year by year, and 
sometimes, in order to better adjust it to the develop-

1 Jeppe, ibid. p. 25. 
B In addition to its increased tax revenue, the Government derived 

benefit from its direct participation in mining profits. " Besides 
receiving a large revenue from the mines in the form of direct and 
indirect taxation, the State owns valuable mines and mining claims on 
the Far East Rand. These properties it wisely allows adventurous 
companies to develop and work, on a leasehold basis, receiving a share 
of the profits-a method which combines profitable returns with entire 
absence of capital risks" (W. H. Dawson, South Africa, p. 272). 



CB.VD1 SOUTH AFRICAN GOLD MINING. 87 

ing situation, even during the' course of the financial 
year. The Government well realised, 'for. the com­
plaints on the score were numerous~ that rapidly 
altering tax measures were in: all likelihood doing 
harm to the industry. It appointed a Departmental 
Committee of six persons to go into the question of 
taxation of the industry and devise a system for 
taxation of gold mining which would be able to stand 
without amendment for a long period; and it accepted 
the recommendations which the Committee made. 

The tax on gold mining down till 1932 had been a 
proportional income tax; that suggested by the Com­
mittee and adopted by the Government in 1936 was 
an income tax graduated after a special fashion, which 
we later go on to explain. There is doubt and contro­
versy, however, as to whether a proportional tax 
would not be better than the present form. We will 
examine in the following paragraphs the incidence of 
a proportional tax, and then of the present tax on 
the gold-mining industry in South Africa. 

2. For the purpose of analysing the effects of these 
taxes we are able to regard the gold-mining industry 
of South Africa as being a competitive one. There 
are a fairly large number of companies in it: in 1931 
over thirty, and considerably more now. All of the 
companies, with few. exceptions, fall under the control 
of half a dozen large corporations. But despite this, 
the most important decisions relating to the affairs 
of each company appear to be taken by its own 
shareholders, only a small degree of coercion being 
applied from above by the controlling corporation.1 

1 J. Martin, .. Group Administration in the Gold-Mining Industry 
of the Witwatersrand", an address before the Economic Section of the 
British Associationm Johannesburg, 1929; Economic Joumal, 1929. 
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Moreover, even though the -number of companies 
in the industry were small, no monopolistic restriction 
would occur in gold mining, for each mine is pro­
ducing a commodity, the price of which in the short 
period is ;fixed irrespective of the output of the mine 
itself: the demand for the output of each company 
(and of the industry as a whole), is perfectly elastic. 
In the long period it is less accurate, but sufficiently 
accurate for our purpose, to regard the demand for 
gold produced in South Africa as being perfectly elastic 
over the relevant range of production, i.e. over the 
range lying between the output of the industry when 
there is no tax and the output of the industry when 
the tax has been imposed. 

What is the position relating to the supply of the 
factors of production to the gold-mining industry 1 

Funds supplied to the industry from home sources 
will probably be in less than perfectly elastic supply: 
because the industry forms an appreciable portion of 
the total of South African industry; and local patriot­
ism, a believed superiority of local knowledge, as 
well as' ignorance of the opportunities of the wider 
market, will render the curve of supply of home 
capital to the industry an upsloping one. 

On the other hand, investors abroad have so wide 
a market in which to invest their capital that only a 
small fraction of the supply of this money will be 
absorbed by -South African mining. The supply of 
capital to gold mining from foreign sources will, 
therefore, be perfectly elastic, 

The larger part of the supply of capital has, in 
the past, actually been provided from sources abroad. 
Thus the Low Grade Ore Commission state in their 
Report: "The Commission is informed that about 



CB.VIU SOUTH AFRICAN GOLD MINING 89 

three-quarters of the dividends, say £6,500,000 per 
annum, are paid to overseas shareholders ".1 

As regards capital invested in the industry since 
1932, Landsberg has made the following.estimate : 2 . 

Total for From Abroad Percentage of 
. Period GoldMln .. for Gold Minea Capital subscribed 

from Abroad 

1933-36 £34,700,000 £26,000,000 75 

The supply of capital from one source (foreign) is 
perfectly elastic; the supply from' the other source 
(home) less than perfectly elastic; it follows that the 
supply from both sources taken together will be 
perfectly elastic. 

TABLE II 
AVERAGE No. OF EMPLOYEE!! (EUROPEAN AND NON-EUROPEAN) 

AND VALUE OF STORES CONSUMED BY THE GOLD-MINING 

INDUSTRY IN 1936 

Number of Employe .. 
Value of Year 

European I Non-European Storea Consumed 

1936 38,000 I 324,000 £27,000,000 

The industry employs an appreciable fraction of 
the total labour force of the Union (see Table II), 
whether European or non-European. Even in the 
long period, therefore, the supply curve of labour to 
the gold-mining industry will be less than perfectly 
elastic. The short-period supply of labour to the 

1 Repurt (1932), p. 22. Lehfeldt had thought that the proportion 
in which capital was supplied to the industry from home sources was 
greater than this. .. It is stated on good authority that more than 
half of the dividends from gold mining now go to South Africans" 
(The NalionaJ RuO'Urcea 0/ SO'UIk A/rica (1921), p. 12)_ The estimate 
of the Low Grade Ore Commission, however, is presumably based 01\ 
information from official sources. 

• Arl. cil. p. 304. 
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industry will be more rigid than that of the long 
period; and the shorter the period the more rigid 
will the supply be. 

Even though the value of stores consumed annually 
by the industry is large, over the long period their 
supply may be perfectly elastic: at any rate we 
should expect their elasticity of supply to be quite 
great.1 In the short period the elasticity of supply 
of stores to the industry will be less than that of the 
long-period supply. 

Since these are the circumstances, the technique 
of the previous chapter appears quite well adapted 
to dealing with the incidence of the income taxes 
levied on this industry. In three major respects, 
however, the analysis of a partial income tax given in 
the preceding chapter, and the analysis that we give 
now of a tax on gold mining, may diverge from the 
reality of conditions through over-simplification: 

(i) An assumption we make is that the productive 
process in the industry is a continuous one: in gold 
mining, actually, the process is not continuous, but 
gradually runs down for each mine as its ore becomes 
exhausted. 

(ii) We assume that both initially and finally no 
uncertainty exists in the industry, and that un­
certainty only exists during the intervening process 
of transition from the initial to the final state. In 
reality uncertainty plays an important part in gold 
mining at all times. 

If it should, in fact, be the case that, while un­
certainty exists in the industry, yet gold-mining firms 
mainly have regard to the most probable values of 

1 Cf. Srafi'a, "The Laws of Returns under Competitive Conditions ", 
Economic Journal, 1926, pp. 540-41. 
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their costs and revenue, then the analysis we give 
becomes fairly satisfactory, if the curves which we 
draw are taken to represent the most p~obable values 
of costs and revenue, as anticipated by the firms 
concerned. But the manner in which gold-mining· 
firms take account of their probable receipts and 
costs may be more complicated than this. 

(iii) The theory of the incidence of a partial income 
tax was developed in the preceding chapter, on the 
assumption that the industry affected was small 
enough, or sufficiently independent of other industries, 
for an alteration in its scale of production to leave the 
level of activity in other industries, e.g. the railway 
industry, practically unaffected; and it was assumed 
that the effects produced by the expenditure of the 
revenue from the tax in each other line of production 
would be fairly small. But the proceeds of the South 
African tax on gold mining, as Table III shows, 
constitute a considerable portion of the revenues of 
the Union. 

TABLE III 
REVENUE FROM TAXATION OF INCOME OF GOLD MINING AND 

TOTAL REVENUE OF THE UNION OF SOUTH AFRICA, 1933--36 

1933-34 19St-35 1935-36 

Revenue from taxation of 
. income of gold mines £9·7 millions £8·3 millions £9·7 millions 
Total revenue of the Union £37·6 .. £38·7 .. £39·7 .. 
Revenue from taxation of 

income of gold mines &8 

percentage of total 25 21 24 

In addition to the revenue which the South African 
Government derives from the taxation of ~he profits 
of gold-mining companies, a not inconsiderable portion 
of its revenues - variously estimated between 10 and 

G 
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25 per cent 1 - derives from taxation of (a) salaries 
and dividend payments of workers and shareholders 
in the gold-mining industry, and (b) salaries, dividends, 
etc., of people engaged in other industries whose con­
tinuance -and prosperity is directly dependent on the 
gold-mining industry. Thus, when considering the 
incidence -of any given alteration in .the taxation of 
gold mining, which will produce a rise or faUin Govern­
ment revenue, we ought to take into account the 
influence of the tax on the scale of production of 
related industries; and, from the side of expenditure 
of the tax proceeds, not only effects produced by 
expansion or contraction of governmental expenditure 
as its total receipts from the taxation of gold mining 
rise or fall, but also the effects produced by the increase 
or reduction in governmental receipts from taxation 
of the additional classes (a) and (b). 

The procedure we actually follow will be a very 
~implified one in comparison with this. We will 
neglect all effects produced by a tax on gold -mining, 
except in so far as they relate to the gold-mining 
industry itself. And we will disregard all effects 
produced from the side of expenditure by the Govern­
ment of its revenue from taxation. We do so in order 
to avoid the difficulties entailed in the more proper 
and more adequate treatment; and in these respects 
the procedure we follow will only be of qualified 
accuracy. 

3. We discuss now the incidence of a proportional 
income tax on South African gold mining; and for 
the sake of definiteness we suppose that the tax is 
one of 30 per cent. 

In exact terms the question that we ask is this: 
1 Busschau. op. cit. p. 108 f. 
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If there has previously been no income tax on the 
South African gold-mining industry, and if, after the 
industry has attamed a state of equilibrium, a partial 
income tax of 30 per cent is imposed on it, what will 
be the economic effects produced 1 

The new capital entering the South -African gold­
mining industry after the tax has been imposed, must 
be able to obtain the competitive or normal rate of 
return, which is, let us say, 5 per cent. New capital, 
therefore, must be placed in lines of sufficiently high 
productivity to yield a gross product of 5(1 + 30/100) = 

6! per cent. 
The volume· of output over the long period, there­

fore, will· now be cut down as compared with what it 
would have been without the tax. The lands which 
are now. worked will not be worked· so intensively as 
they would have been had there been no tax. And 
some lands, in part low-grade lands and in part high­
grade lands whose costs of working· are also high, 
which, in the absence of the tax, would have been 
worked, now will not be worked at all. 

Let us consider how the curves of cost and of 
revenue of a gold-mining company are affected by 
the tax. Since the demand for gold is perfectly 
elastic, the horizontal curve of marginal revenue to 
the firm, MR, will remain unaltered in height after 
the tax has been imposed. (See diagram I.) The 
curve of marginal variable costs to the :firm before 
the tax is .MVel , of average variable costs before the 
tax is .AVOl • These variable costs include all costs 
entailed in the production of the commodity (among 
others the cost of land), with the exception only of 
the cost of fixed capital. The return to the fixed 
capital of the firm is OM.RQ; and, since no un-
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certainty exists, this will represent the normal rate of 
interest on the capital involved. 

When the tax' is imposed, if we assume that 
te,chnical coefficienjis of ,producpion for the firm are 

PRICE 

O~-D~--~----------~M----~~~ 
DIA.GlWIl I 

~ 

the same at each scale of production after, as before, 
the tax, and that the price of each factor of production 
.remains unaltered, then the new curve of marginal 
variable costs after the tax will be ,MVes , as shown : 
because all of the firm's former costs of production 
have to be incurred, and besides, after the output 
OD has been passed, 30 per cent of the return to the 
firm over and above its former variable costs, have 
to be handed over to the Government in income tax. 

In these circumstances, the return to the fixed 
factors of the firm will now, after the tax, be an 
amount BRA instead of eRA ( = OM.RQ), as formerly. 
This, however, will not give a possible state of long­
period equilibrium: the fixed factors of the firm had 
initially been getting just a normal return: after the 
,tax has been imposed, if the firm is to continue in 
existence in the long period, the fixed factors must 
again get a return not less thafl normal. From 
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which source, therefore, can the tax payment to the 
Government, CRB, be forthcoming ! 

We have said that over the long period the supply 
of gold-bearing land 1'0 the industry~can be taken ~ 
be perfectly rigid. This land will, in fact, consist of 
a number of different c~ of gold-bearing land; 
the supply of land in each of these classes is perfectly 
rigid. Labour to the industry ~ be in a supply that 
is less than perfectly elastic: and stores to the in­
dustry in a supply that, over the long period, is 
probably nearly perfectly elastic. 

Let us suppose, for the moment, that labour and 
stores to the industry are both in perfectly elastic 
supply. This will enable us to make clearer, by 
assigning definite magnitudes to the other variables, 
the main effects which are produced by the tax over 
the long period. 

The factors labour and stores are, on thiS supposi­
tion, in perfectly elastic supply: their prices, there­
fore, will bear none of the burden of the tax. Again, 
the price of the commodity produced by the industry 
cannot rise. Hence, if the firm whose cost schedule 
is shown in diagram I is to continue in production 
into the long period after the tax has been imposed, 
the whole burden of the tax - which .on these sup­
positions can be borne neither by capital, by labour 
nor by stores - must be thrown on to the factor 
gold-bearing land. For the firm whose cost position 
is represented in diagram I, the rent it pays for its 
land must fall by the amount CRB. Only thus will 
the fixed factors employed by the fum be able to get 
their normal rate of return, and only thus will the 
firm be enabled to continue production into the long 
period. 
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Consider how this affects land in the three possible 
modes of ownership: (a) some companies own the 
land which they work; (b) some buy or lease land 
from other companies or individuals; and (c) some 
again buy or lease land to work from tbe Government. 
(We consider here both distributional and production 
effects.) 

(a) Those companies which own the land which 
they mine, bear the burden of the tax in full. If the 
company whose cost schedule is shown in diagram I 
owns its own land, then the rent of that land will, in 
the long period after the tax has been imposed, fall 
to the figure equal to the value that it would have 
had had there been no tax, minus an amount equal 
to area CRB (supposing that technical coefficients 
remain fixed). If the rent that the land would have 
had, had there been no tax, were less than area CRB, 
the firm 'will not renew its plant as it wears out and 
will go out of production. 

All those areas of marginal ore which the company 
itself owns, the working of which would yield a return 
to capital of between 5 and 61 per cent, would have 
been worked had there been no flat-rate tax; but 
on account of the tax it will now not pay to work 
them. Thus the production of the industry, or, to 
be exact, of both the low-grade section of it and of 
that portion of the high-grade section which is at­
tended by hlgh costs, will, as a result of the tax, go 
out of production. In this way the tax cuts down 
the activity of the industry. 

(b) Since new capital that is invested in the in­
dustry must get its normal net return (5 per cent), 
companies which buy new land to exploit will, once 
equ~brium has been re-established, offer a sum for 
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such land, smaller to such an extent as still to allow 
them a net return on capital neither more nor less 
than normal. The tax, in this instance, is capitalised, 
and the whole burden is borne by the landowner in 
the form of a fall in the price of the land which he 
owns. The tax in effect, for such lands as still change 
hands after it has been imposed, transfers a sum 
equal to the capitalised value of the tax from the 
landowner to the Government. The landowner would 
have received this ~oney in a lump sum for the sale 
of his land: the Government receives it instead of 
him, in the form of a series of taxes which the mining 
company pays to it over a number of years. The 
capitalised value of this series of taxes is equal to 
the sum of money which the landowner loSes when he 
sells his land. 

As in the previous case, under this head a number 
of low-grade areas which would have come into 
operation had there been no income tax will not now 
come into operation at all. Those lands which could 
have been bought for a price less than ~. x 100 = 30 
per cent of the total profit obtairiable from their 
exploitation, would formerly have been worked and 
would have yielded the normal rate of return on the 
capital invested in them. But now, however low the 
price at which it would be possible to purchase these 
lands, it will not pay to work them. Under the 
head (b), therefore, production will again be cut down. 

(c) H the land is owned by the Government itself, 
then the Government loses from the lands over which 
it holds mining rights, and which it still finds it possible 
to lease out Jar working, an amount of rental exactly 
equal to the sum which it receives from them by way 
of taxation, both being equal to area CRB. For such 
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lands a transfer of money from one revenue heading 
in the budget to another, is brought about; a bOok­
keeping change this, which leaves total Government 
revenue unaffected. 

But just as it will no longer pay mining companies 
to make an offer for certain ,of the low-grade leases 
owned by private individuals, so it will no longer pay 
them to' make an offer for the same class of leases 
which are in the ownership of the Government, viz. 
leases which afford a return of more than 5 per cent, 
but less than 6! per cent on the capital used in their 
working. This class of land owned by the Govern­
ment would have come into production had there 
been no ta~, but now will not do so. From it the 
Government would have received a revenue from 
mining leases had there been no tax: Now it receives 
nothing by way of lease, and nothing from tax 
revenue. l 

Under head (a) and under 4ead (b), Government 
revenue is increased by the tax: under head (c) it is 
diminished. On balance, needless to say, Govern­
ment revenue will be increased, or the tax would not 
have been levied. 

Under each of the heads (a), (b) and (c) the out­
put of the gold-mining industry is reduced, through 
m;trginal lands being forced, out of production by the 

1 Since it is realised that an increase in taxation will have the effect 
of reducing the re~urn from the enterprise, the mines have in many 
cases made a.llowance for this in the terms they offered for leases from 
the Government., Many leases contain a clause to the effect that if 
there be an increase in taxation above the existing level, the amount 
extra that the mines have to pay will'be offset by a reduction of equal 
amount in their payment for the lease. See The South African Mining 
Year Book, 1935-36, pp. 15-19. Through clauses of this type in their 
leases, in 1933 companies got a reduction of £384,000 in their lease 
payments, and in 1934 of £527,000 (Report of Departmental Committee 
on Mining Taxation, 1936, § 30). 
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tax. This is noteworthy in view of the emphasis 
always placed by South Africans on the n~cessity 
for prolonging the life, and increasing the output, of 
the gold-mining industry. 

This analysis shows how the most essential step 
in the process of movement towards long-period 
equilibrium comes about. In the long· period the 
firm must be able to earn the normal rate of return 
on its fixed capital. It will be enabled te> do so by 
the curve of marginal cost-excluding-tax moving from 
the position ,MYel into a new position denoted by 
,Myel, say, (no diagram is drawn), which is lower at 
all points than .Myel • The curve of marginal cost­
including-tax to the firm will likewise, at the end of 
the long period .move into a new position ,Myea 
lower at every output than ,Myea• Through this 
lowering of costs, some firms - those whose rent 
payments had initially been high enough to permit a . 
fall of the requisite amount -'- will be enabled to 
remain in production into the long period. The firms 
whose rent payments had initially been less than this 
amount will go out of production. 

We have been assuming so far, that technical 
coefficients of production for this firm of· necessity 
remain fixed. This will not, in fact, be the case. 
When the price of capital has risen - the tax being 
levied on the profits of capital- while the price of 
labour and of stores remain the same, and the price 
of land has fallen, producers will substitute the use 
of the factors lab om:, stores and land for capital in 
some of its uses. On account of this alteration in 
technical coefficients of production, the cost curves 
to the firm will, over the long period, undergo a 
further fall. 
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Another supposition which we have temporarily 
made, namely, that labour over the long period is in 
perfectly elastic supply to the industry, is too eXtreme: 
its elasticity of supply over the long period will be 
less than perfect. To the extent that it and the factor 
stores to the industry, are in less than perfectly elastic 
supply, these factors will share part of the burden of 
the tax with the factor gold-bearing land. Yet, in 
the final equilibrium, it will undoubtedly be on the 
factor gold-bearing land that the great part of the 
buIden of the tax comes to be concentrated. 

We may therefore summarise the effects which 
will be produced by a proportional income tax as 
follows: 

Long-Period Effects.-The greatest part of the 
burden of the tax will come to rest on the factor land, 
which is in rigid supply to the industry. Marginal 
lands whose rents would have been too low to absorb 
the fall_ in them that- would have been necessary to 
render their working profitable, will not now come 
into production; and the firms which had been mining 
marginal lands of this kind will go out of production. 

The supply of labour to the industry is less than 
perfectly elastic, and wage rates will be lower. 

So also in the case of stores to the industry, 
their prices will- fall. But the supply of the factor 
stores is likely to be much more elastic than that of 
labour. 

Short-Period Effects.-The plant of the industry 
had been invested in it on the assumption that it 
would fetch the normal return of 5 per cent. This 
plant has been laid down in the industry, and much 
of it is difficult to disinvest or transform to other uses. 
Those parts of the gold-mining plant which will fetch 
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a higher net return in other lines of production, taking 
costs of transfer into account, than they would do in 
gold mining, will be transferred to these lines. 

While in the short period the supply of gold-bearing 
land to the industry is perfectly rigid, the supply of 
labour and of stores also will be to some extent rigid. 
Hence in the short period these factors, gold-bearing 
land, plant already in the industry, labour and stores, 
will share the burden of the tax among them. The 
more rigid the supply of anyone of these factors to 
the industry and the shorter the period for which 
its contracts with the gold-mining concerns have still 
to run when the tax is imposed, the greater will be 
the share of the burden that the factor bears. 

4. Next let us consider the incidence of the present­
day tax on South African gold-mining companies. 

The tax imposed on South Mrican gold-mining 
companies at the present day, 1938, is equal to (50 
per cent of the company's profits - 5 per cent of its 
working costs), with a minimum rate on profits of 
15 per cent.1 

To recapitulate, we wish to examine the economic 
effects that would be produced by the imposition of 
such a tax in an already existing system of economic 
equilibrium. Following Busschau, the efforts of this 
can be elucidated by means of mathematics as 
follows :' 

Let total cost of producing x units of output 
(gold) =0. 

I Busschau. op. cit. p. 123. The South African Income Tax Law 
makes a.Ilowances in computation of the tax for the estimated annual 
using-up or exhaustion of capital expenditure on pit-sinking in the 
case of gold mines with their limited life. No allowance is made for 
the using-up of the mineral-bearing land. Ibid. chap. vi. 

I Ibid. chap. vi. 
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Let total receipts from x units of output 
(gold) =R. 

Then total amount of tax = l(R - C) - 2
1
0 C,. 

.. Marginal rate of tax = Idd (R - C) - ~ ddC' 
x 20 x 

.. Marginal cost of producing x units of output 
dC IdR IdC I dC 

=dx +2clx-2dx -20dx' 
Production ceases where 

marginal revenue = marginal cost of production, 

i.e. where 

~.e. 

dR IdC IdR I dC 
di=2dx + 2 dx - 20dx' 

dR 9 dC 
dx =IOdx' 

(I) 

We are regarding the firm as producing gold. The 
marginal revenue per unit for this is constant, since 

PRICE 

O~---------+·~fr--79------~O~~~ 
DaGRAlII II 

the price of gold does not vary with the output of 
the firm. The marginal revenue of the firm therefore 
can be shown as a horizontal straight line phk. (See 
diagram II.) 

The cost of producing gold at the margin must be 
increasing. Let the curves 
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ab (or ~~l ) and Cd ( or ~~2 ) 
represent two possible rates of increasing costs where 
C1(x) and Ca(x} are different cost functions. For 
simplicity the curves are shown in the diagram as 
straight lines. With no tax in existence the equili­
brium. output in each case. would be Oe. 

When the tax comes into existence the equilibrium. 
output is given by equation (I). 

Draw a straight line bd parallel to phlc and at a 

distance ~ pe above it, cutting ~~l, ~~I at band d 

respectively. Erect the perpendiculars bf, dg on to 
the x-axis. 

Then for a marginal cost curve of shape ab, Of is 
the equilibrium. output; 

because bf = hf + !hf ,,;.lOhf 
99 

:. hf=l~ bj, 

and equation (I) is satisfied at the point b. 
Thus for marginal costs increasing at the rate ab, 

there results an extension in production equal to ef 
as a· result of the tax. 

If the line of marginal costs be rising more slowly, 
as the line cd, the extension in' production brought 
about by the tax is greater, being eg in the diagram 
instead of ef. This analysis bears a simple economic 
interpretation. The greater the amount of ore in the 
mine, which, on account both of its gold content and 
its cost of working, it almost pays to mine, then the 
greater will be the extension in output brought about 
by the tax. As a result of the tax, each mine will, (in 
the short period at any rate), extend its produ.ction 
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beyond what it would have been had no tax been 
imposed. But the amount of increase in production 
will vary considerably from mine to mine. 

5. Before commenting on Busschau's method of 
analysis, let us attempt an analysis of the case by 
means of another diagram. 

We suppose, as before, that technical coefficients 
of production for a fum at each scale of output remain 
unchanged after the tax has been imposed. 

The height of the curve of marginal revenue MR, 
to the firm, is unaltered after the tax has been imposed. 
(See diagram III.) 

Before the tax is imposed let the curves of marginal 
and of average variable costs to the fum be ,MVCI 

and ,A VCI respectively; variable costs are here .taken 
to include the cost incurred by the firm on account 
of the land and labour factors that it hires, but to 
exclude the cost of capital to the fum. Before the 
tax the return to the capital factors of the fum was 
equal to area ACR = Ol\I.RQ in amount. The gold 
output of the fum was OM units. 

Adopting the same terminology as before, let us 
denote the total of the variable costs incurred by the 
fum when its output is z units, by C(z), and its total 
revenue from this output of z units by R(x). 

The total amount paid by the fum ill taxation 
1 =i(R -C) -- C. 

20 
:. the marginal rate of tax 

=i(dR _ dC) _ ~ dC. 
dz dz 20 dz 

When output is on (diagram III), the fum just 
covers its average variable costs of production and 
no 1,llore. Up to this output, therefore, it gets no 
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return on its capital and so pays no income tax. 
After the output OD has been reached, the finn pays 
income tax on each increment of income that accrues 
to it over and above its variable costs. On the Ohth 
increment of output, for example, the finn is getting 
a return to its fixed factors at the rate In and pays 
tax on such return at the rate ml, where 

1 
ml = lnl- 20 lh, 

corresponding to the equation 

marginal rate of tax = 1(': -~) -~ ~. 
Thus the curve of marginal variable costs to the finn 
immediately after the tax has been imposed, has the 
shape ~e. shown in the diagram. 

.~'~A~ __ -4 ______________ ~.~'~~ __ ~~ ___ _ 

------

o • e _ • 

,lIVe. will not intersect the curve of marginal 
revenue MR in the same point R as does the curve 
)IV<; - the point which corresponds to an output 
OlI; because when output is OM the curve .YVe. 
will lie at a distance 1/20 RM below the point R. 
)IVe. indeed, will not intersect. the horizontal curve 
of marginal revenue MR until an output ON, greater 
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than OM has been attained, such that in the diagram 
, 1 

1 cd = 20. Nd 

that is, 

and 

cd = ~(Nc + cd) . lO 
cd =Nc. l , 

9 ' 
Diagram III shows that, the, firm ,in 'question will, 

immediately after the ta~ has been imposed, 'produce 
on a greater scale than forme~ly, e:x;tendlng ~t~ pro­
duction: beYQnd its p:r;evious ,level, by an amount'MN. 
MN will be greater the m<?re gentle the slope of the' 
cUrve of marginlil variable costs ,MVCI ,to the firm. 
The units of output between: M and· N are now pro­
duced because their production is subsidised out of 
Government funds. , 

We can find out the point at which subsidisation of 
output by the Government begins, by finding the point 
after which. marginal cost to the'flrm i~ the new circum­
stances 'falls belo'\f the former cost of production. 

Marginal variable cost of the xth unit after the tax = 

former marginal variable cost plus marginal rate of tax 
dC l(dR dC)' 1 dC ' 

=dx ,+2 dx - dx - 20. dx' 
This becomes equal to marginal cost of production 

excluding tax, at the, point ~t which . 
dC' dC : (dR' dC\ 1 dC 
dx-= dx +1 ,dx - dx) - 20. dx'" 

dC lQdR 
dx -11 dx' i.e. at which 

1 This will be seen to be the same condition as that stated earlier, 
of raising the curve of margina.1 revenne hk in dIagram II through 
one-ninth of its own height, and finding the resultant point of inter­
section of the curve raised in this way with ab or, cd. Diagram III is, 
in fact, a fuller representation of diagram II. 
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Through! the point a on the y-axis at a height 
Oa = 10/11 OP draw the horizontal straight line ah 
to intersect ,MYCI in the ;point b, corresponding to 
an output Oe. Until the output Oe is reached the 
curve,MYC2.lies above ;MVCI ; after the output Oe, 
.MV~ lies below ,MYCI • Hence units of output lying 
between e and N; when ON is. the new output of the 
firm, are su,bsidised C)U~ of .Government revenue; and 
their cost· of production tq ~h~ firm is ··less than the 
cost of the land) labour and stores employed in pro-
ducing them." . 

ThEdotaJ. p.mount of subsidy paid to the firm -
or perhaps since no money· actu~lly "Ghanges hands it 
would be plainer to say" permitted" to it by the 
Government - is equal to . area Rbo. 

The total net payment of tax by the firm to the 
Government is equal to (area. BOb - area Rbo). 

The total .net .return to ,the fixed capital' of the 
firm now~ a~ ,the tltX: has been imposed, will be 
equal to area ABbe. This is less t~an the previous 
return and less tJian the return to these factors which 
had be~n .exp'~cted, by the amou:nt (area BOb­
area Rbo). ·The price of gold is fixed: the prices of 
labour and stores to the industry will bear some part 
of the" burden Of the tax. But it will be on the factors 
land, and capital already invested in the indllstry, 
that the .burden of the {ax will mainly fall. The 
extent to, wb,ich, in the case of each gold mine, the loss 
is borne by the owners of the gold-beiuing land, and 
the extent to'Which it is borne by the owners of the 
fixed capital, will, in the short period, if the land and 
the capital are in separate ownership, depend on the 
outcome or the bargainiD.g between the two groups 
of individuals concerned. Hence the outcome is fixed 

H 
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to within a certain range, but it is not completely 
determinate. 

In the cases of many companies, land and capital 
will be in the same hands. Then the total loss borne 
by the owners of the factors will be determinate, and 
no need will arise to apportion the loss as between 
the two factors. 

Those pieces of capital, which, taking into account 
the costs of their transfer, would have a higher pro­
ductivity in other lines of production, will be trans­
ferred to such lines. 

In the short period immediately following on the 
imposition of the tax, the effect on the industry will 
be to extend its output, as typified by the extension 
MN in the production of the firm in diagram III. 
But as plant is transferred to otlier li,IeS of production, 
and, more importa,lt, as capital in tlie indfUtry tchicA 
no 'Mmger fetchu a normal retum in it, is not renewed, 
and as capital u:hicA, in the absence of the tax, u:ould 
hat'6 been laid dotrn, is no lmlger laid doom, tlien the 
output of tlie industry, instead of being extended by tlie 
tax, u:ill, in fact, be contracted. 

If the firm whose cost situation is represented in 
diagram III is going to continue production into the 
long period, it will have to find some means of lower­
ing the positions of its curves of costs ,MVe. and 
.AlVea, into new positions not shown in the diagram. 
If it is unable to do this it will go out of production. 
How can this lowering of costs on the part of the firm 
come about! 

To see more clearly how this fall in the posts of the 
firm can come about, let us temporarily asStl~ that all 
of the factors except gold-bearing land are in perfectly 
elastic supply to the industry over the long period. 
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Since, in the circumstances we envisage, the price 
of the commodity that the industry produces cannot 
alter, nor the prices of the factors other than land, 
therefore the total burden occasioned by the tax will, 
in the long period, come to be concentrated entirely 
on the shoulders of the owners of the gold-bearing 
land. For the firm whose revenue and cost conditions 
are depicted in the diagram, if the rent payment 
which it made initially had been X, say, then fuially 
the rent payment it makes will be X - (area BCb­
area Rbc). Through this the firm will be able to 
bring about the fall in its costs of production necessary 
for it to remain in the industry over the long period -
provided that the rent which the firm had originally 
been paying for the factor gold-bearing land had been 
great enough for a fall of this amount to take place 
in it. The rents of some lands would not, in the first 
instance, have amol1D.ted to as much as the fall in 
them that we name. The mines which would have 
worked these lands will now, after the tax has been 
imposed, be unable to get a sufficiently large reduction 
in their rent payments to enable them to obtain the 
normal rate of return on the capital involved. The 
lands will, therefore, remain unworked. In this way 
the output of the gold-mining industry will be reduced. 

To perceive the long-period effects on output and 
on the rents of lands, let us, as before, distinguish 
land in the three possible ownerships: (a) land owned 
by the gold-mining companies themselves; (b) land 
owned by individuals outside the gold-mining com­
panies; and (c) land owned by the Government. 

(a) If the land is owned by the gold-mining 
company itself, the whole loss of the amount stated 
falls on the company. If the rent of the gold-bearing 
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land in the ownership of the firm would not in'total 
have amounted to as much as this loss, then the 
rent of the gold-bearing land will not be able to 
absorb the whole loss: the firm will not renew its 
plant as it wears out and in time will pass out of 
production. 

On this account, therefore, there will in the long 
period be a diminution in the total output of the 
industry, a portion of. the marginal land in the 
industry going out of production, which, but for the 
tax, would have continued to be worked. The entire 
loss in this first instance (a), is borne by the firms 
already in the industry. 

(b) Land sold ,in the market to a gold-mining 
company with the output ON in diagram III, will 
fetch a price smaller by the capitalised value of an 
income equal to (area BCb - area Rbc), than land 
with the smaller output OM would have done in the 
absence of the tax. If the selling price of the area of 
land corresponding to the output ON would originally 
have been greater than the capitalised value of an 
income equal to (area BCb - area Rbc), then it will sti.ll 
change hands after the tax, and will eventually come 
into production. If, however, the selling price of this 
land would originally have been less than this amount, 
then the land factor will be unable to absorb the 
whole loss occasioned by the tax and it will not now 
come into proauction. 

Thus under heading (b) there will again be a 
certain amolint of marginal land which is forced out 
of production or else never comes into production at 
all. The entire loss, in this instance (b), is placed on 
the shoulders of those firms outside the gold-mining 
industry which own the gold-bearing land. 
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(c) From lands owned by the Government and 
which it still finds it possible to lease out after the 
tax, it will gain an increased yield of taxation: but 
from the land that it leases out in this way the 
Government will lose an exactly equivalent amount 
in mining leases . 

.All those lands employed in the production of ON 
units of gold, which the Government would have 
leased out for a rent less than (area BCb - area Rbc), 
it will now be unable to find people willing to hire. 
Government revenue from this class of leases will drop 
to zero. Again, and for this, the third time, there will 
be a corresponding falling-off in the output of the gold­
mining industry. 

It follows from what we have said that diagram 
III does not represent a position of long-period equi­
librium for the firm concerned. Indeed it represents 
nothing in regard to the incidence of the tax, except the 
conditiuns that hold good in a period of time following 
the imposition of the tax, short enough /0'1' all factorial 
prices to have remained completely unchanged in it. 
E.g. the curves .MV~ and .MVCI were drawn on the 
supposition that the cost of land to the firm had 
remained unchanged after the tax was imposed. 
Such, we have seen, could not be the case for any 
length of time. Had it been the case that the price 
of land to the industry, like the prices of the other 
factors of production, labour and stores, had ·been 
perfectly rigid, then all the firms in the industry 
would, in the long period, have gone out of produc­
tion: because the :fixed capital of these firms would 
no longer be able to obtain the normal rate of return. 

When the price of land alters, the shape of the 
curves of cost-excluding-tax to the firm, and the 
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curves of cost-including-tax to the firm, alter, and 
assume different shapes from what they had had in. 
diagram III. It was for this reason that we used 
the subscript i in naming the curves ,MYCl and ,MYCI 

respectively. There will in the final position of 
equilibrium be a different marginal curve of cost­
excluding-tax to the fum, of a shape which we may 
denote, let us say, by ,MYCI ; and a corresponding 
curve of marginal· cost-including-tax, which may be 
denoted by,MYCI • (No diagram is drawn.) 

The preceding treatment, although it has been 
arrived at on the basis of several far-reaching assump­
tions, represents the essential features of the long­
period effects of the tax, namely, a fall in the rental 
values and prices of gold-bearing lands, and a falling­
off in the output of the gold-mining industry. Let 
us now remove some of the assumptions that we 
made temporarily in the discussion. 

Technical coefficients at each scale of output will 
not remain unaltered. Capital, as a result of the tax, 
has risen in price: land has fallen in price. Land, 
labour and stores, therefore, will be substituted for 
capital in some of its uses. 

Labour will not, in fact, over the long period, be 
in perfectly elastic supply to the industry; its supply 
will be less than perfectly elastic. Over the long 
period the output of the industry will be less as a 
result of the tax, and the quantity of labour employed 
by the industry will be less, and the wage rate lower. 
Further substitution of labour for capital will take 
place on this account. 

The price of stores, if their supply is less than 
perfectly elastic, will also fall; though the fall will 
be of small amoun t. 
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6. H the above theory be correct, then it develops 
a criticism of the analysis given by Dr. Busschau, 
both with regard to a proportional income tax and 
with regard. to the present form of income tax on 
gold mining. Busschau's analys~ appears to be an 
analysis of the short period and not of the long 
period. Strictly speaking, Busschau's analysis only 
applies to a period of time that is, sufficiently short 
for the prices of the factors of production to remain 
unaltered during it.1 The above analysis would 
appear to be much more general and more realistic. 
Moreover, if this be true, the application of Busschau's 
analysis alone and taken by itself, would be apt to 
have misleading implications for practice. 

7. In the initial section of this chapter, we 
explained, roughly, the position of the gold-mining 
industry in South Africa to-day. After that we 
examined the effects that would be produced by the 
imposition of a tax on the income of that industry, 
both in the long and in the short period. From the 
point of view of choice of tax policy for South Africa, 
what matters is the set of effects produced in the 
long period: because we know the present position 
of the industry; if we know the final position of 
equilibrium then we know the path of development 
that the industry will follow: it will be the path 
connecting the initial wi~h the final position. 

Let us suppose that the choice of tax has been 
narrowed down to one between a flat rate income 
tax on the industry, and an income tax graduated 

1 At one or two placea Busschau pa.rtiaJly corrects the short-period 
nature of his analysis and takes into account the effects of the longer 
period. See for example the passages .. Obviously • • • exploitation" 0 

op. eft. p. 145; and .. Taxation will .•• gold mining "0 arlo cil.o 

I~ Aoooulllant,,' JOtU'fUll, p. 372. 
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in the fashion of the present tax: ' Th~n in order to 
obtain a PQrtion of that knowledge on. the matter 
which is most essential to the, making of a rational 
decision, the long-period analysis of the taxes. that 
we have given above would require'to be employed: 
and it would· be necessary to. develop this analysis 
statistically, ihconjunction with geographical and 
technical infornlation, in suc:h a way as to determine 
quantitatively which areas would be worked. under 
the one, and which under the other, of the two 
ta;xes. Such information~ it. is suggested, might be 
prepared by the Government Department of Mining 
Engineering. ! • 

The fact that ou~· analysis given above has taken no 
account of the expenditure of the proceeds UJould be no 
disadvantage from the point of view oj trying to arrive 
at a decision as to which of the two taxes is the, better. 
It is sufficiently true to say that the heights of the 
two taxes would have to be" adjusted in such a way 
that their yields were the same: and the distribution 
of the proceeds being the same in each case, would 
give rise to identical economic effects. 

Prima facie, and in the absence of the exact factual 
information which has been mentioned, economists, 
we think, must feel a prejudice against the present 
form of taxation. In it firms are subsidised to produce 
portions of output which, had there been no tax at 
all, would have been sub-marginal output and not 
worth producing. To subsidise some portions of 
output in this way by the tax, represents a ~ransfer 
of resources from occupations in which they would 
get the normal rate of return, to others in which their 
yield is sub-normal. Most economists will look on 
such a proceeding with suspicion or abhorrence. 
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8. Perhap~ :Q.either of the two forms of taxation 
which we have discussed will be the best that it is 
open to the .count!y.to achieve. Certainly in the 
simplified conditions of affairs ill which no uncertainty 
exists, forms of taxation can be deviseq, which, while 
collecting the same amoUnt of revenue as either of 
the two preceding f~rms, will still do 'nothing to cut 
down the output of tne industry aa each of these 
two taxes does. We can see how such forms of 
taxatioll c~n be devis~d in the following way. Let 

L = the rent of any area of gold-bearing land 
worked by a company, , 

R = the gross revenlte of the company, 
A = its total costs for la"bour and stores in earning 

this gross reyenue, 
n = the noI"IIial rate of interest, 
K==the amount of capital employed by the firm, 

and 
T = the tax paid by the firm .. 

Then L=R-A-nK-T. 

If we desire to secure maximum production in 
the industry, the~ we will wish to. adjust the height 
of the tax so as to secure that any piece of lan~ 
which would have been worth developing before the 
tax was imposed will still be worth developing after 
it has been imposed. That is, we require that when 
L is just equal to R - A - nK, T will be zero. This 
condition is satisfied, for example, if . 

T=R-A-nK=L. 

In this case the whole of the rent of the gold-bearing 
land will be absorbed by the taxation and (theoretic­
ally) production will not be curtailed at all. 
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If . T were equal to say, i(R - A - nK), then 
owners of gold-bearing land would still be left with 
one-third of the rent that the land would have 
yielded if no tax had been imposed, and the produc­
tion of gold would not be at all diminished below its 
level' of the no-tax regime. 

The tax on the rent-element which we describe, 
might be "assessed" either on the profits of the 
gold-mining company concerned, or else on the rent 
payment that had been made by this company to 
the owners of the land. 

The size of the fraction in the tax formula (two­
thirds in the above case) could be adjusted according 
to the Government's need for revenue and such other 
criteria as it was desired to take into account. Or a 
more elaborate tax formula might be used. 



III 

THE INCIDENCE OF A GENERAL INCOME 
TAX 



CHAPTER IX 

THE CONDITIONS .ASSUMED AND THE METHOD 
TO BE FOLLOWED 

1. WHAT do the terms "incidence of taxation" and 
" effects of taxation" signify in economic analysis 1 
Difficulty over the meaning of these· terms has caused 
a great deal of confusion in some recent disOl,lssions, 
so we will consider the matter the more closely. 

Seligman explains his use· of the terms thus: 
"First, a tax may be imposed on some person; 
secondly, it may be transferred by him to a second 
person; thirdly, it may be ultimately borne by this 
second person or transferred to others by whom it is 
finally assumed. Thus the person who originally 
pays the tax may not be the one who bears its burden 
in last instance. The process ,of the transfer of the 
tax is known as the shifting of' the tax, while the 
settlement of the burden on the ultimate taxpayer js 
called the incidence of the tax. . . . Incidence conveys 
to the mind the notion of the ultimate result of the 
shifting." 1 "Incidence ... ·emerges only when the 
tax finally settles, or comes to rest, on the person 
who bears it." 2 . 

Again, Seligman says: "By effects of.taxation we 
may mean two things. In the narrower sense, it 
denotes the immediate consequence of 'each of the 
above-mentioned steps [of shifting ~nd incidence, 

1 E. R. A. Seligman, The Shifting and Incidence of Taxation, p. 1. 
(His italics.) • Ibid. p. 2. 
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that is]. Thus shifting is an effect of impact, incidence 
is an effect of shifting, and the pressure of the tax is 
an effect, in turn, of the impact and of the shifting 
as well as of the incidence. In the wider sense, 
effect denotes any of the subsequent results of taxa­
tion. A tax may have a great many effects. It may 
diminish industry and impoverish individuals; it 
may stimulate production and enrich individuals; 
it maybe an unmitigated curse to society; it may 
be a necessary evil; it may be an unqualified boon 
to the community regarded as a whole." 1 

When defining "effects", to speak of the term 
being used in a narrower and in a broader sense, 
as in the above passage, certainly seems to be very 
confusing-nor is any exact distinction drawn between 
the two. Not only so, but it appears to be im­
possible, on Seligman's definition, to draw any definite 
line of demarcation "between the incidence of a tax 
and an effect of the tax. None the less, he wishes 
the two, incidence and effects, to be kept separate. 

2. The Colwyn Committee also attempted to 
establish a difIere:dce between incidence and effects, 
though in a different manner from Seligman. For 
convenience we repeat the passage in full: 

"We may explain the meaning which we think 
it convenient to attach to the term C incidence of 
taxation '. In general usage the term covers not 
only the initial-burden of a tax, but also the whole 
range of consequential effects. Economists, however, 
have given it a narrower meaning. For them C inci­
dence ' is only concerned with the question on whom 

1 E. R. A. Seligman, The Shifting and Incidence of Taxation, pp. 
13.14. Seligman explains his meaning in the same sense in .. The 
Effeots of Taxation n, Political Science Quarterly, 1923, p. 1. 
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the more immediate burden of the tax as a tax rests. 
This is the :first thing to be decided about any tax. 
It is to be distinguished from the question of further 
-e1Iects, which may be exceedingly important. For 
instance, the burden of a tax may rest upon an 
employer, and in consequence he may cut down his 
staff; in such a case the effects of the tax may be 
more serious to the employees than to anyone else, 
but the incidence of the tax is not said to be upon 
them."l 

This definition has already been criticised in 
Chapter IV above. 

Similar, again, is the definition of incidence and 
effects given by Silverman : 

" Under the head of incidence we ask, Who actually 
bears the money burden of a tax t Under the head 
of e1Iects we ask, What are the ultimate economic 
conditions to which a tax gives' rise t In studying 
the practical probleID8 of particular taxes it is some­
times very difficult to separate the two questions, 
especially as the nature of the incidence may have a 
considerable bearing on the determination of the 
ultimate effects. But the distinction has to be made 
if one wishes to obtain a clear view of the distribution 
of the money burden of taxation." I 

.As a result of the distinction that he draws between 
the incidence and the effects of a tax, Silve~ is 
led to devote separate chapters of his book to. a 
discussion of the incidence of the income tax and the 
effects of the income tax respectively. H, however, 
as we suggest is the case in Silverman's definition 
above, the distinction between incidence and effects 

I Report. P. 106. 
• H. A. Silverman, Tazstiort, lIB I~ aM E./Ied8. p. 89. 
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is va~ly drawn, this diminishes the clarity and the 
value of such a discussion. ' 

3'. On the other hand, in a passage or-which one 
'sentence is often 01 quoted, but which deserves ·to .be 
repeated atgreat.er length, Cannan has suggested that 
the term incidence of taxation 'should be cast over­
board' altogeth~r,a,nd, only the' 'effects of taxation 
spoken about in the theory of Public Finance: 

" If the price of wheat goes up owing'to a bad 
season. 'we do not discuss .the incidence of the addition 
to the price cauSed by the baa seaaon. 'But if the 
cost of sewage disposal is raised. '. '. or if a frontier' 
wa:r brings about an Increase of the tax on 'beer, we 
immediately. find ourselves· enga.ged in foggy dis­
cussions about incidence. One friend has suggested 
that the reason why we discuss the incidence of 
taxes, and not 'the incidence of any other- kind pf 
'expense, is that, as taxes can be mOJ"e easily altered 
by public authorit)t than any other expenses, the 
question of their incidence is of more practical int.erest 
than the question of the ineiden~e of a w~t August 
or an earthquake, and tbat the appropriation of a 
special term for use, in conneG1;ion with taxe~ is the 
result of the greater practical interest. Another says 
that the reason is that the rain falls alike on the just 
and the· unjust, but that legislators intend taxes to 
fall on certain classes of persons, and, 'as a matter of 
fact, they always fall on other ,classes. . 

"However this may be, I have no doubt that it 
is desirable to eschew the use of. the terni 'incidence' 
of taxation. It unduly restricts: inquiries into the 
justice and expediency of taxes, since it is always 
held that the 'real incidence' of a tax is up9n the 
persons who ultimately payor provide the money for 
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the tax. But... persons who pay' a tax, are often 
less injured by its lmposition than those ,ho par no 
portion of it. The man who goes two mIles out of 
his way daily.to a"void a bridge ~on would be more 
benefited by the freeing pf the, bridge than most of 
those who pay the toll. It is, theref~re, far) better to 
consider the effect.s of taxation. By u~ing this mo.re 
general term, we s~a~.find it ~asier to avoid the usual 
mistake of supposing that taxes -are subject to' an 
economics'of their owl}, instead 9f having effects. just 

. like any other expense. We shall also be less likely 
to lose our.way 'l>yattempting to travel by short 
cuts." 1 ' • 

No amount 'of argume:at can turn aside the point 
of- Cannan's ridicule : the word incidence is useless 
and pret~ntious: worse, the' eviden<i~ suggests .that 
it frequently cauS-es confusion 'of thought. 'The most 
that may\be ple~.in its favour is that it 'has been in 
general use among economists, at -least fr~mi. the time 
of Adam Smith till the presen~ day. On this ground 
- which i$perhaps insufficient, and perhaps the title 

. of this boo!, really ought to "have been," The Effects 
of Income Taxes" -'- we will retaiIJ, the word incidence 
in addition to th6J 'word effects. Yet our usage of the 
term will be almost tantamount to the adoption of 
Cannan's proposal; because we will use the term 
incidence to refer simply to the group or genus of 
effects of taxatio~, 

l'he inciden~e of a tax is the group of economic) 
effects which ill brings mto existence. These economic~ 
effects will mainly consist of alterations in commodity 

1 Memoranda relating chiefly to the Claasijiootioo and Incidence oj 
Imperial and Local Taxatioo, oj theRayal CommisRioo 00 Taxatioo. 
1899, p. 166. 

I 
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prices and in the flows of commodities per unit of 
time j in alterations in factorial prices and in the 
flows of the factors of production into the production 
process: the economic efiects (and therefore the 
incidence).will consist also of changes in revenue and 
cost schedules of firms, and in changes in the distri­
bution of wealth brought about by the tax. The 
theory of incidence is concerned with all of these 
topics.1 

4. It may have been gathered from the previous 
chapters, that the element of time is going to play an 
important part in the discussion. In their theorising 
on the topic of .incidence, the classical school of 
economists in England concerned themselves only 
with the long period of time. It was for the most 
part, indeed, with the long period of time that they 
were concerned in their other branches of theorising 
as well. Bastable, who himself followed the same 
tradition, . points out that cc The orthodox theory of 
incidence professes to explain what will happen in the 
long run". He continues, cc C But taxes', as Leslie, 
well remarks, C are paid immediately under the real 
conditions of life and out of the actual wages and 
profits or other funds' of individuals, not out of hypo­
theses or abstractions in the minds of economists' ".' 

The usage of Marshall and Edgeworth, however, is 
more general than that of the classical school. They 
use the words CJ incidence", cc burden" and cc weight" 
of a tax, to refer to the efiects produced by the tax 

1 This view of the meaning of incidence agreee with the usage of 
Marsp.all and Edgeworth. Edgeworth says at the bEoginning of his 
paper on Urban Rates, It Inoidence here denotes all those effects of 
taxation with whioh the economist is concerned" (PO]*,8, vol. ii, 
p. 151). 

• Publio FitioltCe, 3rd edition, pp. 367·8. 
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after the lapse of periods of time of different lengths ; 
the incidence of a tax will of course in this case vary 
according to the length of time allowed to elapse 
after it has been imposed. These authors sometimes 
discuss the incidence of a tax in the long period of 
time, and in other places they discuss its incidence 
after the lapse of a short period of given length.! It 
is this usage which we will endeavour to follow in 
this book. 

5. The problem in the theory of incidence to 
which we will address ourselves, is one in which there 
are a large number of economic variables; and the 
method par excellence for the solution of such problems, 
is general equilibrium analysis of the type of the 
school of Lausanne. In this type of analysis, the 
related movements in all of the variables dealt with 
are shown; and full account is taken of the effect 
that each variable exerts on the others during the 
process of change. The partial equilibrium method 

. of Marshall, on the other hand, proceeds on the 
assumption that only one variable alters at a time, 
while the others are supposed to remain constant, 
being impounded in ceteris paribw;. When a number 
of variables of the same order of importance are in 
question, the Marshallian method is, by comparison, 
very inferior. 

Yet, in the present instance, we are, out of limita­
tions of intellect, driven back from application of 

.. MarsbaIl, Priaeiplu. pp. 414-15 and Appendix G. See also his 
.. Memorandum on the Claasification and Incidence of Imperial and 
Local Tuea ",1897, OJlieial Papn-a by .dlfretl Mar&1iaIl, p. 327. 

Edgeworth's treatment of the time el~ent is more exp1icitly rig0r­
ous than that of MarahaIl. The reader who will mark each reference 
to the period of time, given by Edgeworth in the first twenty-five pagee 
of hie .. The Pun Theory of Taxation" (Papn-a, vol. il), will, I think, 
find the Dumber very striking. 
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general equilibrium methods. An attempt to use 
these methods in the case of this problem, it is true, 
was made by Sensini, who applied mathematical 
methods to trace the effects of a general income tax. 1 

Despite the care and brilliance with which he applied 
the technique, the outcome of the investigation was, 
even in the author's own estimation, of little positive 
value. In the first instance, the simplifying assump­
tions underlying his· treatment were altogether too 
drastic: the firms were assumed to have no overhead 
expenses and to·have fixed coefficients of production: 
it was assm;ned th~t. no use was made of the proceeds 
collected by the tax. Then there was the further 
difficulty, as he pointed out, that the solution of the 
very great number of simultaneous equations that the 
Lausanne method yields, is not as a rule possible. 

In these circumstances, for a solution of the 
problem of the incidence of the income tax, we are 
impelled to the use of the methods of partial equilib­
rium analysis, in which we suppose things to vary 
one at a time. However defective the logic of the 
method as· compared with tha:t of Lausanne, experi­
ence of it has shown it to be often the more suitable 
method for obtaining information about the real 
world. At the same time the realisation of the inter­
depe~dence of variables that the Lausanne method 
gives, assists the mind in an indirect way to the 
solution. of the problem, even when application is 
being made of the methods of partial equilibrium. B 

6. At the conclusion of this section of the book 
1 Sensini, " Le equazioni dell' equilibrio nell' ipotesi di Bottrazione di 

richezza operate dal governo su determinati individui della collettivita " , 
Giomale degli E()O'fU)misti, 1930. 

B See Ricci, "Pareto and Pure Economics", Review oj E()O'fU)mic 
Studiu. Oct. 1933. 
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we will consider the eeonomics of a developing com­
munity such as Great Britain, and the effects that 
an income tax will produce in it. But for the next 
few chapters we will be concerned only with the very 
simplest type of community. 

We picture our community as being, to begin with, 
in a condition of complete, sta,tionary equilibrium. 
All tendencies to change have worked themselves out; 
there are, year in, year out, the same flows of goods 
from the productive processes at the same prices. 
And it will be a closed market, carrying out rio 
transactions with counties outside itself. 

In this stationary community we assume that 
there already exists a tax system which includes a 
general income tax - gen,eral in so far as it affects 
income drawn from all of the industries and profes­
sions in the community. This income tax may be 
either proportional or progressive.. A.nd we suppose 
that a very small increase takes place in the rate of this 
income tax, while the existing complex of other taxes is 
kept unchanged. The rise in the rate of the tax need 
not be uniform as between all sizes of income. The 
rise in rate for an income of £1000 a year may be by 
2d. in the £: the rise in rate for an income of £10,000 
~ year may be by, say, 4d. in the £; while some sizes 
of income may be unaffected by the tax. Why we 
should imagine a small change of this kind to be 
introduced, and not a large one, we will discuss 
presently. 

From this small change in the height of the income 
tax, a series of economic effects willfollow. We will 
take it for granted that the change brought about in 
each variable gradually works itself out to a state of 
equilibrium; so that eventually the community will 
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again attain a condition of stationariness similar to 
that from which it started out. And our inquiry will 
be: What is the size of population ~ What the. 
volume of capital ~ What the volume of goods pro­
duced and the exchange ratios between them ~ and, 
What is the level of real wages! in the new situation 
as compared with the old. When we have sh{)W1l, the 
level that each of these things wiU attain in the new 
state of affairs as compared with what it had been in 
the old, we wiU have shown the economic effects of the 
rise in the income tax. The method employed, that 
is, is to be that. of comparative statics. 

The procedure we follow may be described, in 
general terms, as the method of Marshall and of the 
English classical economists. Assumptions it makes 
will be that there are no wasting natural resources in 
the community; that population gradually works 
itself out to a stable level as the state of stationary 
equilibrium is approached; that the system of wants, 
or scale of preferences of each individual, gradually 
works itself out to· a stable configuration as the 
stationary state is approached; while knowledge of 

, technique remains unaltered once the stationary 
condition of things has been attained. 

The breadth, as well as the narrowness of the 
method, deserves comment: because, although once 
the state of stationary equilibrium has been attained, 
each person's scale of preferences remains unaltered, 
yet, in moving from one state of equilibrium to 
another, his scale of preferences may change. 'When 
the initial spell of stationariness, for example, is 
broken, a person may for the first time consume new 
commodities which in the old conditions he had 
never tasted; should he find the actual utility of 
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these goods greater than he had anticipated, he may 
become a consumer of them in the future. 

The foregoing is an instance of a change in the 
individual's scale of preferences as between one 
stationary state and another. It also furnishes an 
example of a case in which it would be true to say 

. that knowledge has altered as between the two sets 
of circumstances: the individual's knowledge of con­
sumption goods was altering in the process pointed 
out. When we open the door to the possibility of 
such changes taking place from the side of consump­
tion, we see the possibility of invention and techno­
logical change to come in also; because if we grant 
that the individual may rearrange his consumption in 
experimental ways, it will presumably likewise be 
open to a manufacturer to rearrange his production 
methods. After a period of transition from one 
stationary state to another, a manufacturer, through 
the experimentation that had been forced upon hiIu 
by the changing industrial structure, might choose 
to employ in the second condition of affairs, even 
though factorial and commodity prices were the same 
as before, a different arrangement of productive 
resources from what· he would have done in the first 
instance. Thus a theory of comparative statics, 
worked on a Marshallian pattern, appears to include 
the possibility of technological change, another name 
for which is invention or dev~lopment in the state of 
the arts. The change in knowledge and technology, 
however, that takes place during this process of 
transition, need not be a positive. one and in the 
direction of progress: it may also take the form of 
a forgetting, of processes, for example, and be in the 
direction of technical retrogression. Change of know-
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ledge in either direction, therefore, is possible between 
one state of stationary equilibrium and another; 
though none is possible once a condition of stationary 
equilibrium has been attained. 

The method we follow, indeed, will be in some 
ways (Viz. with regard to uncertainty and changing 
wealth structure), more general than that of the 
school of Lausanne. The method of Lausanne would 
envisage, when a tax was impos~d, a jump made 
instantaneously from the initial point of equilibrium 
to the final position; or at least the process of transi­
tion from the initial to the final stage would be 
disregarded. No -cognisance would be taken by it of 
the changing wealth or changing tastes of the members 
of the community: nor regard paid to the chance 
losses and chance gains that would inevitably arise 
during any such process of transition. 

The method which we follow, on the other hand, 
does trace price changes throughout time: it is an 
economics of the transition process as well as of the 
initial and final stages of equilibrium; and it takes 
into account the uncertainty that would be expected 
to arise during the transition process. 

7. The industries in the community which we 
envisage, are taken to be working under conditions of 
perfect competition. By this we mean that 

(a) the demand for the commodity supplied by 
each firm is infinitely elastic, and 

(b) each firm places only a negligibly small portion 
of the total production of the commodity on 
the market. 

Knowledge of prices in· the market, whether of 
buyers or of sellers, we may be permitted to repeat, 
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is not assumed to be perfect. When stationary con­
ditions have emerged ~ i.e. both initially and finally 
- the knowledge of each individual relating to prices 
is taken to be stationary, though not necessarily, even 
then, perfect. 

The industries in the community are supposed to 
be sufficiently large for some of them to employ 
appreciable fractions of the total supply of 'certain of 
the factors of production. An expansion or contrac­
tion of such industries, therefore, influences the prices 
of these factors. 

Once these conditions have been hypothesised, 'the 
key to the solution of the problem of the incidence of the 
income tax would appear to,lie in an analysis of: 

(a) changes introduced into demand schedules by the 
income tax, together with 

(b) changes brought about in the supplies of the 
factors of production, when this analysis is taken 
in conjunction with the theorem which we ~ve 
established on pp. 16-18 supra. 

8. One of the assumptions we have made still 
remains to be discussed. It may be found puzzling 
that the change in the height of the income tax is to 
be supposed a small'and not a large one; in contrast 
with our discussion of partial income taxes, where no 
restriction of this kind was imposed. Yet good cause 
exists, I believe, for this step.! If the rate of income 
tax were to be increased suddenly by 5s. or lOs. in 
the £, we would have very little conception of the 
effects that might follow: whereas if. it were to be 
raised by 3d. or 6d. in the £, we probably do believe 

I Einaudi, .. Osservazioni criti~he." • ." cit., reasons on the basis of 
& small change introduced in the height of a. general income tax. 
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ourselves to- have at least some rough idea of the 
results which would be produced. The supposition 
we employ, therefore, enables us to make fuller use 
of our existing knowledge. 

Again, for the individual the economic problem 
usually presents itself in some such guise as, Should 
I alter my output of effort by a small quantity! or, 
Should I introduce some small change into my 
existing plan of consumption! Similarly, for a 
Government the practical problem usually is to 
increase or reduce the level of income tax or of death 
duties by a small amount. lt is really of greater 
practical importance to know the effect of reducing 
the income tax from a level of 5s. to 48. 6d. than to 
know what would happen in the event of a sudden 
and drastic reduction in the tax to 3s., 2s. or zero. 
Of course, if it should be found possible to discover 
the effects of a sudden reduction in the tax to 2s. or 
zero, as well as the effect of a small reduction, then 
so much the better. But this type of knowledge 
appears to lie outside our reach. 

The practical problem of altering the income tax 
of any country, of reducing it from 5s. to 3s. or 28. on 
the one hand, or raising it to 6s. or 7s. 6d. on the other, 
relates to an alteration of the level of the tax to either 
of these heights, achieved asa result of a gradual 
process of change extending over a number of years ; 
and on this, the really vital practical problem, the 
theory which we develop is calculated to throw light. 
Because, in so far as our theory is successful, we will 
have found it possible to get an account of the effects 
produced by a small change in the income tax. We 
will then be able to assess the effects that would be 
produced by a comparatively large change in the 
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rate of income tax, which had been, brought about 
by a series of alterations during a period of time, as 
the sum of the changes resulting from each of th~ 
individual small changes out of which it had been 
compounded. 

Here a possible difficulty would be, that while the 
earlier small changes which were made might produce 
certain definite effects, the succeeding small changes, 
going to complete the large change, say a large rise, 
in the height of the income tax, might produce effects 
of a different, perhaps a contrary, kind. Though this 
is a possible difficulty, it is one which does not appear 
to arise in our discussion of the effects of an income 
tax which is introduced into a stationary community. 
If, however, the community we are dealing with is a 
progressive one, when we examine the changes which 
would be introduced by a succession of small incre­
mentsof income tax, we will find that it may be the 
case that, while over a portion of the range of varia­
tion of the tax each increment gives rise to one kind 
of effect, after a tax of a certain height has been 
reached, the· succeeding increments produce effects 
which are, in part, of an opposite nature.1 

1 Chapter XVI, Section II. 



CHAPTER X 

ON THE DISREGARD OF THE EXPENDITURE 
OF THE TAX PROCEEDS IN THE 

THEORY OF INCIDENCE 

1. IF ten million pounds, say, be collected by a 
Government in taxation, this sum is not only collected 
but is disbursed in the expenditure that the State 
makes on social services, payment of interest on the 
'national debt and in other ways. There is, therefore, 
a double aspect of every tax: collection of the tax on 
one hand, which inflicts a burden on the taxpayers, 
and disbursement of the proceeds on the other. 
Prima facie there is no reason to expect that one of 
these aspects, in the economic effects it produces, 

'should be more important than the other. Yet, by a 
certain one-sidedness of economic reasoning in dis­
cussions of the subject - save for rare .exceptions -
only one of these aspects, that connected with collec­
tion of the tax proceeds, has received consideration 
in the theory of incidence. . 

Let us suppose. that a new tax is levied additional 
to the existing body of taxes; say a tax of £1 per 
unit on the manufacture of a certain commodity. 
From the side of costs the effect produced by this 
will be perfectly determinate and important - an 
increase in cost of production by £1 per unit. 

The revenue produced by the tax, amounting, let 
us suppose, to half a million pounds, is spent by the 
Government, possibly on poor relief or on the navy. 

134 
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But w:hen the revenue is spent in this way it will 
produce as a rule no appreciable effect either on the 
cost of production of the commodity (which has 
already been increased by £1 per unit) or on the 
demand for the commodity. Here, therefore, the 
effects produced by expenditure of the tax proceeds 
on the industry originally concerned, are small; and 
the classic~l type of analysis might be deemed to give 
a sufficiently accurate account of the effects produced 
in this industry. Effects would be produced outside 
the industry, however, to which the classical analysis 
would direct no attention. 

This illustrates the most probable occurrence when 
a tax is levied on the manufacture of a commodity: 
the expenditure of the p~oceeds. of the- tax will be 
thinly spread over a wide field, and the effects which 
this expenditure produces on the industry on which 
the tax had originally been imposed, will be small in 
comparison with the effects which the tax produces 
on the costs of the Industry. It is wrong, however, 
even in an instance of this sort, not to point out that 
effects will be produced by the expenditure of the 
revenue which has been raised by means of the tax, 
both in this and in outside industries. These effects 
will be the more important, the larger the total 
revenue which the Government collects by means of 
the tax. . 

Suppose, again, that -in the example we have 
chosen, the tax has been levied on the manufacture 
of steel, and the revenue from it used to finance new 
naval building. The expenditure of the proceeds will 
increase the demand for steel; and this reaction will 
require 'to be taken into account in assessing' the 
incidence of the tax on the steel industry itself. 
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Or, if a tax be levied on petrol and its pr:oceeds 
used to improve the state of the roads,1 economio 
reactions on the price of petrol and on the quantity 
of it sold, might be no less important from the side 
of demand than from that of supply, the improved 
roads stimulating an increase in the number of car 
users. The traditional theory of incidence, neglecting 
expenditure of the proceeds, would faU seriously short 
of adequacy in a case like this, even in regard to the 
industry on which the tax had been imposed; and 
its neglect of effects produced in the outside industries 
still remains unsatisfactory, as it had been in the 
previous instance. 

The temptation to disregard effects produced by 
the expenditure of the tax proceeds will be greatest 
when this expenditure is spread thinly over a wide 
field. But what if the tax itself is one that is levied 
not on a commodity but on income or inheritance, so 
acting over a wide field! The economio effects 
produced from the side of costs are themselves not 
concentrated on one section of producers: they are 
spread over the whole of industry. If it had been 
permissible in this case to disregard the e..,;:penditure 
of the tax proceeds, then, no less so, it would ha. Ye 

been permissible to disregard the collection of the 
tax and the efiects.it produces from the side of costs 
- the economio effects in both cases being equally 
widely diffused. 

These examples illustrate the principle that if the 
imposition of a tax gives rise to an increase in govern-

1 This example is giYM by Keudrit'k. .. Publio Expt'uditun-. 1\ 

N~gl(ICt(>(l C'onsid~:nltlon in Tu Int"idt'ut'e ThN)fY n • .t ... riot" EroIt.,..~ 
Rnu .... 1930. &e al.-.o Fagan; .. Tu: Shifting and the Laws of ('ost n. 

Qt/mtnI, JOlU'lla' 0/ Ero"mMic.s.. August 1933. 
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mental revenue, then the economic effects produced 
when this revenue is spent, ought to be taken into 
account in investigating the incidence of the tax. 
(See Wicksell's rule mentioned later.) 

2. At some points in their writings Edgeworth 
and Marshall both allude to the expenditure of its 
proceeds when considering the incidence of a tax. 
Edgeworth, for example, refers to it when he is 
considering a tax on house rent. He says: "Rates 
on houses when expended in improving the neighbour. 
hood tend to increase the demand for houses. Yet in 
measuring the burden of tke tax to tke owner it is allow· 
able in pure theory to abstract its influence on demand." 1 

Doctrine is allowed to retain its incomplete classical 
form. Again he refers to the matter in connection 
with an income tax: "In so far as it [the income 
tax] strikes those who are entitled to a fixed payment 
from the proceeds of a going concern, it affects 
economic margins only in so far as the reduction of 
income may cause an alteration in the consumer's 
scale of demand ".1 But Edgeworth did not develop 
these allusions. 

Marshall's awareness of the problem is made clear 
in his discussion of the incidence of local rates. He 
distinguishes two classes of such rates: "Onerous 
rates are those which yield no compensating benefit 
to the persons who pay them .... On the other 
hand beneficial or remunerative rates are those spent 
on lighting, draining and other purposes; so as to 
supply the people who pay the rates with certain 
necessaries, comforts· and luxuries of life, which can 
be provided by the local authority more cheaply than 

I Paper. relating to Political Ecmwmy. vol. ii, p. 70. My italics. 
I Ibid. p. 76. 
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in any other way. Such rates, ably and honestly 
administered, may confer a net benefit on those who 
pay them; and an increase in them may- attract 
population and industry instead of repelling it." 1 

Again, wh~n he is considering the incidence of export 
and import duties, Marshall takes ·into account the 
manner in which the Government spends the revenues 
which t1i.ey fetch.1 • 

Bastable felt perturbed at the limitations of the 
current doctrine of incidence. It is, he says, a 
development of the Ricardian doctrine: it starts out 
from certain "unduly simplified 1f assumptions such 
as mobility of capita! and labour, and on the basis 
of these seeks to determine what the long-run 
tendency to shifting win be. What the theory of 
incidence, and inp.eed of public finance as a w;hole, is 
aiming to do, however, is to illuinine the facts of 
everyday life in the departments ot which it treats ; 
its real intention is to show all the implications of 
any change that. is in~roduced in the. conditions 
assumed, e.g. through.. the introduction or a new tax. 
And in this respect " a doctrine of incidence that is 
confined to the receipt of income without regard to 
its expenditure is so. far defective". a But while 
Bastable' and other writer~ might regret its existence, 
they did not feel equal to the accomplishment of the 
difficult task of filling in this gap in the theory which 
had been left by .Ricardo, "'.Marshall, Edgeworth and 
the other " tool makers". 

Hobson stated the problem we are dealing with in 
1 Priticiple8. Appendix G, p. 794. See also co Memorandum on the 

Classifioation and Inoidence of Imperi&l. and 1.00&1. Taxes". Official 
Pap8t"8 by Alfred Mar8haU. 

s Money, Oredil and Oommerce, Bk. lIT, ohap. viii. 
a Public Finance, 3rd edition, p. 367. 
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a way which bro.ught o.utbo.th its eco.nomic and its 
moral importance. He says about a tax on "surplus 
income" (surplus income being income that a person 
receives over and above th.8.t minimum income for 
which he would just be willing to provide his present 
output of effort) ': "Even if the taxation . . . did 
imply a reduction in the rate at which new iI}dustrial 
capital, private or public} was created, this is no. 
condemnation of the policy. Labour and ability are 
even more important factors of production than 
capital, and any ~provement in their efficiency may 
be cheaply. purchased by some diminution in the 
growth of industrial capital. Public expenditure on 
health and education, in particular, will, wisely 
directed, add immensely to the future productivity of 
the nation. . .. Hitherto too much of the national 
surplus has bee~ put into increasing the capital 
structure, too little into improving the physical and 
intellectual calibre of the people." 1 

In his evidence befo.re the Colwyn Committee he 
said: "The general long-range effects of taxation 
upon trade largely hinge upon the uses made by the 
State of the tax rE\venue. When used productively and 
eco.nomically for "health, education, etc., the revenue 
may be regarded as income. earned by the State and 

. needed for her perfo.rmance of economic services. 
" The State is a Factor of Production." II 
Stamp made one or two interesting extensions to 

the existing theory in his Fundamental Principles of 
Taxation (1921). Not all the consumption of the 
wage-earner, he shows, goes to increase his efficiency; 
and if his expenditure, e.g. o.n beer and tobacco, can 

1 Tazation in the New State, 1919, p. 69. See also pp. 72·4. 
• Paragraph 20 of his evidence·in·chief, Minute8 oj Evidence, p. 119. 

K 
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be cut down by taxes placed on these commodities, 
his. efficiency .may be unimpaired. "The efficiency 

. given by the direct eipenditure of the community 

. may equal or exceed the efficiency taken away by the 
. tax. Suppose school feeding were paid for by impos-
ing a sugar tax - the net effect on the health of the 
fawly might not be adverse, if the detriment caused 
by depriving the children of some sugar was more 
than made good by the benefit from the food provided. 

"In so far as· collective spending is wiser than 
individual spending, a taJ: may increase efficiency, 
and therefore not be thrown off. While so great a 
proportion, on the average, as one-sixth to one-fifth 
of a worker's ·income is spent in beer, it is idle to talk 
about taxation being thrown off because efficiency is 
reduced. This could only be the case if the worker 
insisted on having an unreduced quantity of beer, 
and the extra expenditure thereon, caused by the 
tax, curtailed other items of the household budget." 1 

In dealing with the effect of Death Duties on 
accumulation, Stamp points out that if death duties 
or any other tax could be reduced in height, other 
things remaining the same, ·people would be able to 
save more. "But, of course, all other things would 
not be equal, and the cessation of Government expendi­
ture might so adversely affect the possibilities of 
effective saving, that accumulation of-capital wealth 
would be actually retarded. A potent factor in 
successful accumulation and maintenance of capital 
is the setting aside of part of individual funds for 
collective use." I 

His .conclusions take into account the expenditure 
of the proceeds of the duties. They are: 

v 
1 Op. cit. p. 75. • Ibid. p. 144. 
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"(1) Apart from other: ecop.omic .effects of death 
duties, e'Ven current expenditure of the 'proceeds is 
likely to add to the nation's power 'pf Il-ccuniulation 
more than the actual capital it ta~es from individuals. 

" (2) Immediate effect on realised savings. .(a) In 
so far as Government expenditure is in permanent 
works or reduction of debt there is oDIy a transfer o( 
capital. (b) If it is not so spent, savings Juay be 
, wasted', but if the money had been raised by other 
taxes, potential saving might have been' wasted' to 
just the same extent, and no special disadvliptage 
attaches to death duties. 

"(3) Ultimate effect on stimulus to saving. Owing 
to powerful countervailing considerations, the net 
effect is only slightly against the death duties as 
compared with other taxes." 1 

We have already dealt in some detail with the 
treatment given to this aspect of the proble~ by 
Mr. Coates and by the Colwyn Committee. 

Seligman, when he is considering the incidence of 
income taxes, gives some account of the effects pro­
duced by the expenditure of the proceeds of the taxes.2 

3. On the Continent: Writers were earlier aware 
that consideration of expenditure of the proceeds of 
a tax constituted a definite problem for the theory 
of tax incidence. Credit for having been first to see 
the issues involved, and for having seen them clearly, 
belongs to Wicksell. a There are, he showed, two 
distinct and separate questions that may be asked. 

1 Ibid. p. 155. 
• Arl. cit. Section V. See also" Taxation and Prices", Btudiea in 

Public Finance, p. 90 f. . 
a Wicksell, Finanzthwretiache Unter8'UChungen, 1896, p. 6. See also 

Einaudi's review article on the appearance of the Italian translation 
of the book. Bi/m'1TI4·Bociale, July-August 1934. 
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If it is a question..of levying !'lither one tax or 
another tax, each with the same yield, public expendJ.­
ture will be left unchanged whichever is levied; and· 
in this case we may logically inquire what the economic 
effects of either tax will be, irrespecti-<re of how. the 
tax proceeds are expended. If the problem. we are .. 
dealing with is of this kind, then the type of discussion 
given by the classical school is the logical 'one, and 
the expenditure of the tax proceeds can be dis­
regarded. 

If, alternatively, the problem we are dealing with 
is one where, if a tax be imposed (remitted), at the 
same time the expenditure of the State will be 
increased (reduced) by an amount equal to ,the yield 
of the tax, then in this case our treatment of incidence 
must take the expenditure of the tax proceeds into 
account. 

When we are trying to assess the effect of an 
increase or reduction in the income tax, or: in the 
height of anyone of the existing complex of taxes, 
in such a way as to produce an alteration in the level 
of public expenditure, it is on this broader type of 
inquiry, and not on the preceding narrower type, that 
we must embark. 

Since there are these two separate types of investi­
gation the word inoidence may possess either of two 
distinct meanings; and it behoves any author to 
make clear in which sense he uses it. In this book 
we use it in the broader sense so as to include under 
it effects brought about by the expenditure of the 
tax proceeds. 

4. Although Wicksell's words bore no fruit in 
Anglo-Saxon literature, their importance was better 
understood by the Italian writers. Einaudi, De Viti. 
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and others discussed the inciqence of taxes in such a 
way as to take into account" the effects produced by 
the expenditure, as well as the collection, of the tax 
proceeds. 

Barone, for example, anticipates Hobson in an 
mteresting fashion - though, it is true, he does so 
while discussing the distribution of taxation altd not 
its incidence. He points out that if our object should 
be to maximise average income per head of popula­
tion, it does not follow that we should strive to 

o II. 

DaGRAl\[ I 

maXImIse the volume of national savings. "The 
increase in average income does not depend only on 
the increase in savings, but also on the improved 
productive qualities of the labourer. It is possible, 
keeping the productive qualities of the labourers 
unchanged, to provide them with a greater quantity of 
savings, in which case a certain increase in average 
income will result: it is possible to invest a quantity 
of savings in improvement of the labourer, and not­
withstanding that they are then assisted by a lesser 
volume of savings, to have a more rapid increase in 
average income. Suppose we start from the situation 
M in the diagram. An increase in savings nt, the 
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productive qualities of laboUr remaining th~ same, 
will give an increase RS in average me of income. 
If the increment of savings nt, instead of being used 
a~mg witA the labour, is invested in the labour to 
improve its productive qualities, there will be an 
increase in av~o-e income by MT, which may be 
even greater than RS." 1 

Einaudi, when trying to assess the effects producw. 
by an income tax, was at some pains to take int.o 
account the expenditure of the proceeds of the tax, 
but in a way which is n.ot easy to summarise.' 

Nevertheless it was only with the appearance of 
the 1928 edition of De Viti's I Prim, Princ'ipi, delf 
Eoo"omia Finanziaria that the expenditure of the tax 
proceeds began to be worked. into discussioruf of 
incidence in a definite and systematic way. De Viti's 
work, from which we quoted earlier some of the most 
important p~o-es, has proved of enormous stimulus 
to writers in Public Finance. A majority of the 
Italian writers now accept a view similar to his; and 
as a result this aspect of the theory has been further 
elaborated and systematised. 

In this book we accept and apply the theSis of De 
Viti, which we believe to be thoroughly scientific. 
Further analytical examination of the topic, however, 
appears to fall within the other branCh of the theory 
of taxation, the Theory of the Distribution of Taxa­
tion, rather than within the Theory of Incidence. 
Since we hope to treat this in another book, discussion 
of the topic will not be carried further here. 

I IA o~ Ero_o ... i(ol~ ~1. iii, pp. 160-61. 
I .. ~one t'ritiche .•• ", cit. Einaudi ~iVftl an inlportant hiblio­

gt'I'phi~ note in .. Contributo aUa rict'l'l"& dt'll' • Ottima Impost&''', 
.dIlItflU d, EC'OIIoffti6, 1929. pp. 78-SI. &oe also his Introduction to 
De Yiti'8 Firsl PrillCiplu 0/ PlIblic Filla_at, po 29. 



CHAPTER XI 

THE EFFECT OF THE INCOME TAX IN DIRECT 
ALTERATION OF DEMAND SCHEnULES 

1. WE take it for granted 1 that it can be shown by 
the theory of Distribution of Taxation, that the 
Government of the community will spend the money 
collected from the increment in the income tax 
which has bee~ imposed, on determinate objects, such 
as defenc~, justice, etc.; -and that the quantity of 
money spent ~n each one of these objects will itself 
be determinate. • 

In this chapter it becomes desirable to distinguish 
the two different forms which may be t;aken by govern­
:mental expenditure financed by the tax. Firstly the 
Government inay provide certain additional services, 
for example medical and health services. the people 
will not, consume these services in accordance with 
the same' principle as they will, say, butter, sugar or 
the other ,commodities which they purchase in the 
market. . The amount of their consumption of Govern­
ment service~'''1vill not follow the familiar lines of 
equating marginal- utility to price, but will be in 
accordance with some other criterion.. Goods and 
services which are supplied by the Government are 
referred to as indivisible goods. 

On the other hand, the Gove~ent may distribute 
part of the proceeds of the income tax in the form of 

I We make this &8S1lmption although some of the questions which 
it raises are difficult. 
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old-age pensions, for example, or in payment of 
sickness benefits to workmen. The recipients of the 
money in cases of this type will use it to purchase 
food, clothing and other divisible goods in the manner 
described by marginal utility analysis. 

When the revenue of the Government is increased 
through an .increase in the height of the income tax 
or from any other cause, the' presumption is that 
part of the increased revenue will be used to finance 
a larger volume of services of the indivisible type, 
and part will be used in payment of money benefits 
to its dependants, so increasing their consumption of 
divisible goods. This would represent the normal 
occurrence to be expected from theory. The case in 
which only the cons~ption of indivisible goods and 
services was increased, or the .opposite case in· which 
only the const~mption of divisible goods was increased 
and that of indivisible goods was left unaltered, would 
be exceptional. We will assume that we are dealing 
with the normal case, that in which the proceeds of 
the tax are used to finance an increased consumption 
both of divisible and of indivisible goods, on the part 
of the members of the community. 

2. A theorem: in economics. How the consump­
tion pattern of the individual alters when his income 
alters. ' 

It will be a famlliar matter to the reader that the 
individual, when he attains equilibrium in the pattern 
of his consumption expenditure, derives the same 
utility from the last unit of expendit11re, e.g. the last 
penny; that he devotes to each commodity 'which he 
purchases. Only when he does so, does he derive the 
maximum utility from his expenditure. If the income. 
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of the individual increases, therefore,. while the prices 
of commodities remain unaltered, he will increase his 
consumption of each commodity until this equation 
again holds good. . 

A very concise analysis of this case, showing how 
the consumption of an individual alters when his 
income either increases or diminishes, while the prices 
of goods remain unaltered, has been given by Hicks 
and Allen; 1 and for convenience we will reproduce 

DuORAK I 

it here. Let us suppose, to begin with, that there are 
only two oommQdities, A and B; and draw the 
indifference curve diagram of the individual for his 
consumption of these commodities. (See diagram I.) 
These indifference curves, so long as no uncertainty 
exists, will remain unaltered in position. 

I "A Reoonsideration of the Theory of Value ", EconiYmica. 1934; 
anll for a fuller explanation of some parts of this section see Allen and 

. Bowley, Family Ezpenditure, p. 97 f. 
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In the initial state of equilibrium, let us suppose, 
the income of the individual would be just sufficient 
to purchase either a total quantity OAI of the 
commodity A, or else a total quantity OBI of the 
commodity B. Then it can be shown that all possi­
bilities of exchange open to the individual are given 
by co-ordinates of points on the line AIBI. He will 
achieve the most desired consumption of commodities 
by choosing that point on the line AIBI which lies 
on a higher indifierence curve than any other: i.e. he 
will come to equilibrium at the point at which AIBI 
becomes a tangent to one of his system of indifierence 
curves, the point P with co-ordinates (Ollt, Obi) in 
the diagram. 

Suppose, now, that the individual's income is 
increased, so that he would be able to purchase an 
amount OAB o£ commodity A and none of commodity 
B, or else an amount OBa of B and none of A. In 
the same way as before, it can be shown that if the 
prices of .A, and B remain constant, the individual 
will now purchase Oas of A together with Oba of B. 
In general, the equilibrium combination of commodi­
ties for the individual, as his total income either 

. increases or decreases, will be given by the co­
ordinates of points on the curve PQ. 

The case where the individual purchases more than 
two commodities can be dealt with in a similar way, 
by supposing -the diagram to be extended into n 
dimensions if there are n commodities; or dealt with 
on the same principle, by an ~lgebraic treatment 
instead of a purely gec:>metrical one. 

If uncertainty exists (and i:t is this more general 
case ,which the theory of the income tax which we 
give, attempts to cover), the foregoing diagram will 
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only apply at one particular instant of time. The 
shape of the indifference curves will be altering from 
moment to moment; and the shape of the curve PQ 
will, therefore, also alter from moment to moment. 
If a time axis be added to diagram I in addition to the 
axes OA, OB, the diagram will then show the varia­
tion in the individual's consumption ·of the com­
modities through time. 

It would still be possible t<? go behind any diagram 
which was drawn, and explain,in more general terms, 
the phenomena which it represented. Part of the 
explanation would show how the individual, when his 
income crrcumstancesalter, must feel uncertain as to 
the proportions in which he can best combine A, B 
and other commodities in his consumption pattern. 
Only after a period of experimentation in which he 
consumes these commodities in varying proportions, 
will he come to feel assured that the combination 
which he does consume is the optimum one. 

3. The influence of the income tax in altering the 
consumption of divisible goods and the demand 
schedules for them in the short period. 

Part of the proceeds which the Government collects 
from the income tax it disburses to the poorer sections 
of the community, as, for example, in old-age and 
other pensions. The people whose incomes are 
increased in this way will, therefore, increase their 
consumption of the various commodities, after the 
fashion which we have explained analytically in the 
preceding paragraph. Or, if we look at the changes 
which the increased governmental expenditure brings 
about in the short period in a more concrete way, we 
will envisage the beneficiaries of the governmental 



150 THE INCIDENCE OF INCOME TAXES Pr.m 

expenditure as increasing their consumption of actual 
commodities, cotton shirts, pork, wheat, milk, housing 
and the other commodities which are usually con­
sumed by the working classes. We should also expect 
to find an improvement in the grades of food, clothes 
and housing which these classes consume. 

At the other end of the income scale, among the 
richer persons on whom the payment of the tax rests, 
we should expect to find a falling-off in the consump­
tion of the commodities which they customarily con­
sume. There would be, presumably, a falling off in 
the demand for country houses, expensive flats, boxes 
at the theatre, yachts, the more expensive kinds of 
food and wines, and so on. Perhaps, instead of going 
to the Riviera, to take a colloquial example, and 
hunting and shooting, all in one year, certain of these 
people would now hunt one year, in the next go to 
the Riviera, and shoot in the next again. If this 
were the case, the falling-off in demand would be to 
some extent concealed from the observation of the 
readers of pictorial journals: but evidence of the 
change would still be visible, during the short period, 
in yachts that were laid up, and in falling prices of 
country houses. There is reason to believe that this 
represents what has actually happened in regard to 
the wealthier sections of the population of Great 
Britain, since the heavy increases in the Income Tax 
(and Death Duties) were imposed during the last 
twenty-five years. 

Hence we see that, as a result of the increase in 
the income tax, and the corresponding increase in the 
type of public expenditure which we have mentioned 
- namely, a direct distributi~n of money to certain 
classes of individuals in the community - an elaborate 
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system of alterations will be set up in the demand 
schedules for the various goods in our imaginary 
community. And we are able to say that, in any 
short period following the imposition of the tax, in 
which the supplies of the factors of production have 
not considerably altered, the amount of goods and 
services consumed by the poor in the community will 
be increased, while the amount of goods and services 
consumed by the rich will have diminished. 

4. The effect of the income tax in altering the 
consumption of divisible goods and the demand 
schedules for them in the long period. 

In the long period, as we go on to prove, the 
supplies of the factors of production will have altered: 
the size, and perhaps also the distribution . of the 
national income will, therefore, alter on that account. 

If we were temporarily to make the assumption -
to be discarded immediately afterwards - that the 
gross relative shares of labour and capital in the 
national income remained unchanged after the tax, 
then since the general level of taxation falling on the 
incomes of the rich was higher after the tax than it had 
been before it, the most likely outcome would appear 
to be that the proportion of the national income of 
goods and services going to the working classes in 
wage payments together with benefits from the social 
services, would be increased. Conversely, the pro­
portion of the national income of divisible goods and 
services consumed by the rich would be diminished. 

5. The influence of the income tax in altering the 
consumption of indivisible goods in the short period. 

As a result of the increased tax receipts, the 
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Government of the community will supply a greater 
quantity of indivisible goods to the population. It 

. may add to the navy, or build new law courts, or 
provide additional educational facilities. 

6. The· consumption of indivisible goods in the 
long period. 

In the long period, we have said, factorial supplies. 
will have altered. If we were again to aSSUIIie, 
temporarily, that the relative shares of labour and 
capital in the national income remained unchanged, 
then, since the general level of taxation was higher 
after the tax than it had been formerly, it would ap­
pear likely that the supply of indivisible commodities 
wo~d represent a greater proportion of the total of 
goods and services consumed by the community than 
in the initial situation of equilibrium. (Here we regard 
each of these two supplies, that of divisible and that 
of indivisible goods, as being measured by their cost 
of production.1 ) 

7. Alterations in the prices of (divisible) goods 
and services in the short and in the long periods. 

We have shown that in both the short and in the 
long periods, the demand for the different goods and 
services which are consumed by individuals and by 
the Government, Will have altered as a result of the 
tax. 

In the short period, the goods for which demand 
has increased, will, since the law of diminishing 
marginal returns is then in operation, have risen in 

1 The assumption of unaltered relative shares of labour and capital 
in the national income, is introduced temporarily in §§ 4 and 6 only, in 
order to draw attention to some of the issues involved. No further use 
is made of the assumption in this book. 
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price; and those for which demand has fallen, will 
be lower in price. Owing to the redistribution of 
money through the expenditure by the Government . 
of the tax proceedS, therefore, the goods consumed 
by the poor will, on the average, have risen in price, 
and those consumed by the rich have fallen in price. 

After the· lapse of the long period, the plant of the 
community will. have become adapted to the new 
stabilised conditions of demand; some industries will 
be on a greater scale than initially, others on a smaller. 
The industries for whose commodities deIlland is 
relatively greater as compared With the initial situa­
tion, will employ a greater proportion of the factors 
of production than the industries for whose com­
modities demand has, relatively, fallen off. 

If, in the long period, factorial prices were to have 
come to stand at the same levels as initially - a 
very improbable assumption, as we shall see later­
then those goods which are consumed by the poorer 
sections of the community, and which are produced 
under the law of decreasing costs-, will have fallen in 
price; those produced under the law of increasing 
costs will have risen in price. ~ majority of the 
goods consumed by the poorer classes (or other 
classes), however, are likely to be produced under the 

./' law of constant costs; 1 and, if factorial prices were 
unaltered, the prices of these goods would be unaltered. 

The case of the goods dominantly consumed by 
the rich could be similarly dealt with. 

Actually, we go on to show, at the end of the long 
period the supply of the factor labour, and the supply 
of the factor capital, will have altered. One of these 
will have become more plentiful relatively to the 

1 Sralla, ECO'IIOmie Jourruil, 1926, pp. 540·41. 
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other than it had been initially. In this case a good, 
whether consumed by the rich or by the poor, will 
have fallen in price relatively to another good, if it 
uses in its -production a greater-proportion of. the 
factor which has become relatively more plentiful. 
A simple algebraical proof of this s:hould be given. 

8. The changes which take place in factorial 
rewards throughout time, as a result of the changing 
structure of demand. 

In the short period there will be an increased 
demand for the factors of production which are 
engaged in manufacturing the goods consumed by 
the poor and by the Government; and rising rewards 
will be paid to these factors. Conversely, the rewards 
of the factors of production which are engaged in the 
manufacture of goods consumed by the rich, will fall 
during the short period. 

The issues involved can be seen sufficiently clearly, 
probably, if we consider a single instance. Let us 
suppose that the Government has decided to increase 
the size of its navy, and places orders with the various 
shipbuilding firms. The firms already in the industry 
and with an established reputation, will, in this case, 
tend to benefit from the diversion of purchasing 
power to naval d~fence. The more quickly the 
Government wishes to complete its naval programme, 
and the more d.i.fficult it is for new firms t~ enter the 
industry concerned (e.g. through the need to establish 
a reputation for quality), the greater will be the 
benefits enjoyed by the firms which had been in the 
industry to begin with. Also, the more difficult it is 
to train labour for the industry for whose commodity 
demand has increased, the greater will be the benefits 
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to the labour factors which had been in the industry 
initially. 

Thus if battleships be ordered in a hurry, the 
already-existing funis and ~he factors which they 
employ, will very quickly enjoy increased remunera­
tions. . To begin .with these benefits will accrue, 
perhaps, to the shipbuilding .firms and producers of 
steel: after that to ships' joiners, painters, elec­
tricians and suppliers of ships' furnishings. Positive 
quasi-rents accrue to shipyard owners and to steel 

. companies in the first instance, and to all factors 
employed by them.1 As these positive quasi-rents 
reach their peak and begin to fall, the quasi-rents for 
the second group, ships' furnishers, etc., will begin to 
grow. After the lapse of a further period, the quasi­
rents of the ships' furnishers will also subside; and 
those of the people who constitute the personnel of 
the navy and man the battleships which have been 
built, will begin to rise. The waxings and wanings 
of these different series of quasi-rents illustrate 
the importance of the time element in the whole 
process.· 

If the .firms benefiting from these increases in 
Government demand, bid away factors of production 
from other, employments, then the capital-owners in 
these other lines of production (e.g. the building of 
merchant vessels or the building of steel bridges), will 
tend in the short period to experience negative quasi­
rents which will vary through time. 

Perhaps, however, the extension in governmental 
functions will be of a type more closely related to the 

I Using the term .. positive quasi.rent .. to denote a return greater 
than normal. 

• Cf. Pugliese. .. Un imposta sui reddito lordo delle imprese specula­
tive e i suoi elJetti ". Giornak /legli Economiali. 1933. 

L 
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system of production than, say, military preparations. 
It may be, for examp)e, that additional road-making 
or road improvement ii- und~rtaken. In such a case 
the factors engaged in. making roads will benefit. 
When the road-~uilding has been completed, the 
position of road-transport 'firms will be improved 
relatively to th~t· of the railway companies. The 
shareholders and employees or'railway companies will 
lose, arid, those of the road-transport firms will profit 
from the change. 

The variations in the rewards ()f the factors of 
production will depend also on the behaviour of the 
supplies of the factors, ;which we' now go on to 
examine. 



CHAPTER XII 

'l'HE EFFECT OF THE JNCOME TAX. ON THE ,SUPPL 'y 
. OF LABOUR PER IND,IVIDUAL. 

1 .. WE will suppose in thiS chapter that· the number 
of individuals in the community remains unaltered; 
and that the in~ustrial and empl0Yro-entopportunities 
with which each' individual is confronted also remain 
unaltered after the tax is imposed~ . 

When the iIl-crementin the income tax is imposed, 
the people in the 'community}VM have to pay it 
experience a reduction in the amount of income that 
they. receive from each uriit· of their labour output. 
For example, a doctor- who formedy had received ten 
shillings for a visit to Ii patient, may now receive, 
after paying twopence in income .tax to the Govern­
ment, only a· net nine shilIiIigs and tenpence. A' 
bamster for· the . last . or marginal brief prepared by 
him, in the initial state of equilibrium perhaps had 
received £30. Now, after payment of income tax, he 
may only receive for the same brief~ £29: 15s. A 
worker, again,. may now receive for· a day's labour 
nine shilliD.gs and elevenpence inpla.ce of teil 
shillings as formerly. Will the people whose incom~s 
are reduced by the tax in this ·way, work longet:or 
shorter hours than they had done formerly ~ 

Professor Knight has argued that when an income 
tax is imposed, each individua~f. as a result of it, will 
necessarily increase his supply' of labour. His argu" 
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ment can be summarised as follows.1 IIi. the condi­
tion of affairs after the tax has been imposed, he says, 
each individual, if he continue to work the same 
number of hours as before, will have a smaller net 
income. .The marginal utility of a unit of this 
smaller income will, therefore,. be greater than the 
marginal utility per unit in the initial state of affairs. 
Hence in the new situation the last unit of each 
commodity which he purchases, will have to afford 
him a higher utility than the last unit of that com­
modity had done to begin with. This can only be 
the case if the individual purchases less of each 
commodity. 

One commodity which the individual purchases, 
however, is leisure. The individual as a result of the 
tax, therefore, must cons:ume a smaller quantity of 
leisure than he had done to begin with. His hours of 
leisure are fewer; that is, he works longer hours 
than he had d~ne to begin with. 

Knight'li' argument, it is true, recognises that 
when an income tax is imposed a change takes place 
in the utility of a unit of income to the individual. 
But it does not take into account that when the tax 
is imposed, among all the commodities consumed by 
the individual, one, and one only, has altered in 
price - the price of leisure has fallen. The doctor in 
the arithmetical example can now purchase leisure 
equal in amount to the time of one visit, for nine 
shillings and tenpence instead of ten shillings as 
formerly. Similarly, the price of leisure to the 
barrister and the workman has fallen. Because of this 

1 F. H. Knight, Risle, Uncertainty and Profit, pp. 117-8. This 
birers-eye view of Knight's argument follows R. Frisch, New M elhoda 
oj MealfUring Marginal Utilitg, p. 100. Frisch's work is the outstand­
ing trea.tment of the whole problem. 
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fall m the price of leisure, the individual may possibly 
be induced to purchase not less, but more leisure, 
after the tax, than he had done to begin with. 

2. Work for the individual is fundamentally an 
exchange of leisure in return for. income. It is just 
as if he were giving away some of the commodity A 
which he possesses (leisure), in return for the com­
modity B which he wishes to acquire (income). 

Now the price or exchange ratio at which the 
individual is able to effect this interchange between 
leisure and (net) income, will depend on the gross 
wage rate that industry pays to him, wage per hour 
say, and the amount of this wage rate that the 
Government absorbs by its income tax. We will 
neglect at this stage of the argument the problems 
arising from the fact that, in the real world, an 
individual .finds it difficult to obtain work except for 
a definite length of working day, sayan 8-hour day; 
and our supposition will be that it is open to him to 
work whatever length of day he may choose, on the 
same conditions as to wages, etc., as he would do 
for the 8-hour day. 

In these circumstances the individual's gross rate 
of remuneration is a constant quantity, perhaps two 
shillings per hour, and is independent of the number 
of hours that he works. Yet his net rate of remunera­
tion will vary with the number of hours per day that 
he works; because the rate at which he pays income 
tax, if it is a graduated tax, will depend on his size 
of income; which, in turn, depends on the number 
of hours per day that he works. When he is deciding 
the number of hours per day that he will work, it will 
be this net rate of remuneration which the individual 
takes into account; in the same way as it is its net 
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earnings and not "its total receipts which matter to a 
fum' in any line of business. 

The effect of the tax on the' number of hoUrs 
.labour per'day of an individual, Can 'be shown by 
means of indifference curves. Let leisUre be measured 
along the axis Oy; along the axis Ox let net' income 
be measured. The diagram has, reference to a day's 

---'0' 
HOURS LEISUAE 

PUl DAY 

!----~--+-'''':----''';A~-.I!:PE.:'RI~~~ 

time. In it the indifference curves of the individual, 
showing his scale of preferences as between leisure 
and income, are drawn. (See diagram I.) 

There are 24 hours in the day; so that the 
maximum possible quantity of leisure that the 
individual can. enjoy will be 24, hours = OM in the 
diagram. 

In the initial state of affairs, at the existing wage 
rate if the individual were to devote the whole 24 
hours of the day to labour (supposing this to be 
physically possible), he would gain a total net re~ 
muneration per day equal to OA in the diagram. 
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Now it can ,be shown.- that in the initial state of 
affairs, if there ,be no income tax,l all of the possi­
bilities of exchange for the individual between leisure 
and income are I represented by points on the line 
AM,. joining the given points A and M.I Of the 
choices -which are open to hjm in this way, the 
individual will select the one which he most desires, 
by coming to rest at the point on the line AM at 
which this line becomes a tangent to an indifference 
curve. It can be shown that there will be only one 
such point. When he comes to rest in this way, the 

. individual will then be choosing that combination of 
leisure and income which brings him on to the highest 
indifference curve in the system which it is possible 
for him to reach. The individual with the system of 
indifference curv~s of diagram I, will attain equilibrium 
at tne point P. . 

When 'he is in· this position the number of hours 
worked per day by the individual, can be;'got by 
taking (24 hours - the quantity of' leisure .he con­
sumes), that is (OM - Op) = pM. Initially the number 
of hours worked per day = pM. 

The effect of the imposition of the tax is to alter 
the rate at which it is possible for the individual to 
exchange leisure for net income. The gross rate of 
remuneration, ex hypothesi, remains constant. He 

1 The case where in the initial state of affairs an income tax, either 
proportional or graduated, is in existence, can be similarly dealt with. 

I In diagram J and also in diagram II the exchange ratio between 
leisure and net income is shown as the slope of a straight line. This 
corresponds to the case where a proportional income tax is levied, from 
which no income is exempt. In the case in which the marginal rate 
of the tax'is progressive (regressive), the" line" showing the exchange 
ratio between leisure and Ret income will be a curve that is concave 
(convex) to the z-axis. But the treatment will remain substantially 
unchanged. ' 
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now pays income tax on such remuneration: his net 
rate of remuneration is reduced, as a result of the 
tax; and if, in these new circumstances, he were to 
devote 24 hours of the day to labour, his total' net 
income per day would be OB instead <;>f OA as 
formerly. All possible positions of equilibrium open 
to him, now lie on the line BM. As before, the position 

NUMIIR 0' 
HOURS Lll.URI 

PER DAY 

. . 

DIAGRAM: II 

of equilibrium that the individual will select will be 
that at Which BM becomes a tangent to an indifference 
curve. .. This, for the system of indifI~rence curves of 
diagram I, is at the point H. 

After the tax, the individual of diagram I will 
work hM hours instead of pM as initially. That is, 
as a result of -the tax he will curtail his supply of 
labour by ph units. 

Let us, however, draw another system of indiffer­
ence curves, as in diagram II, corresponding, say, to 
the tastes of another individual in the community, 
And let the points M11 A1 and B1 have the same 
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significance as M, A and B respectively, in diagram I. 
In diagram II the initial position of equilibrium for 
the individual corresponding to the line of exchange 
AIMI, between leisure and net income, would be the 
point PI . .As before, the individual's line of exchange 
after the ~ would be BIMI, and his position of 
equilibrim.n the point HI. 

In diagram II the individual had, to begin with, 
worked yMI hours per day; after the tax he works 
klMI hours. In the:final situation after the tax has 
beell" imposed, he works kly hours per day, more 
than to begin with.1 

Thtis the individual whose indifference curves had 
the constellation of diagram I, would contract his 
supp!y of labour when the tax was imposed; but 
the indivi«;lual of diagram II would extend his. 
. No general rule, therefore, can be laid down. The 
outcome, whether towards a contraction or an ex­
pansion in the individual's supply of labour, depends 
on the shape of the indifference curves for the 
particular individual concerned. 

3. From an indifference curve diagram of the type 
that we have been considering, a further diagram can 
be derived in which only the two variables appear 
that directly mterest us, viz. number of hours of 
labour worked per day and wage rate. For example, 

I The treatment we have given 8II81llIle8 that the system of indiffer· 
ence curves for each individual remains fixed and stationary; this i,s 
equivalent to the 8IIS1JlIlption that no uncertainty exists. To take into 
account the effects of uncertainty, we would ~ that when the 
tax is imposed experimentation is forced on the individual. &8 regards 
the coJl8DJJlption of different combinations of leisure and other goods. 
A COIUIeCluence of this is that his acale of preferences, i.e. his system of 
indifference curves, will itseH alter through time; and the directioD 
in which, or the rate at which, his labour mpply tends to alter, will 
itseH vary with time. 
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in diagram I, if the point of equilibrium.'be P, whose 
co-ordinates'are (Oi, Op), we know that the number 
of hours worked per day = pM. TotaL income per 
day = Oi. 'The corresponding (net) wage rat,e is 
therefore given by Oi/pM. 

Let us construct a diagram along whose y-axis net 
wage rate is measured, with number of hours worked 
per day along the x-axis. This gives us a curve of 
supply of labour for the individual concerned. (See 
diagram III.) 

H£T WAGE 
RATE PER HOUR 

DIAGlWI[ m 
AB is the supply curve of labour for one individual; CD that for another 

individual. 

Our analysis relating to indifference curves. has 
shown that when a tax produces a reduction in the 
net wage rate per hour, then the number of hours per 
day that the individ~al works may either rise (curve 
AB), or fall (dotted curve CD). Each of these cases 
is theoretically quite possible of occurrence. The 
case applying to the individual will depend on the 
shape of his indifference curves. 

4. While it is theoretically poss~ble that the 
labour-supply curve for any individual should be 
either down-sloping or up-sloping, in fact, for people 
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in the lower income strata, the curve is, on the 
average, down-sloping. This, has been shown by 
Douglas for populations' in the lower income strata 
in the United States.1 No statistical information has 
yet been collected as to the response of people in the 
middle and upper ranges of income to changes in their 
rates of remuneration.' 

It need hardly be said that Douglas's findings in 
this regard, apply only to industrial workers on the 
average, and ~re not necessarily true for all workers. 
Individual persons, we should expect, will be affected 
by a given wage alteration to different extents, and 
some individuals may ev~n react in an opposite way 
to the average. 

Since; on the average, .the curve of supply of 
labour for the lower income classes is' down-sloping, 
people in these classes will be willing to work longer 
hours when an income tax, ceteris paribus, is placed 
on their wages. In practice, however, the workers in 
most countries pay but little towards the income tax. 
Exemption from the tax is usually granted until the 
person's incomE\ attains a certain height; deductions 
in payment of the tax are permitted for children in 
the person's family; and taxes are for the most part 
imposed at a less rate on " earned" income as com­
pared with " unearned". In this way it comes abo'Q,t 
that in 'a country whose tax and income distribution 
is similar to that of Great Britain' or the United 
States, a majority of the workers are exempted 

1 Paul Douglas, The Theory oJ Wagea, chap. xii. Frisch, op. cit. pp. 
98-9, and Pigou, The EIlO7IUmic8 oJ Stationary StateB, chap. xxxi, a.lso take 
the view that for ~he average individual in the lower income classes the 
supply curve of labour is down-sloping; although, like Douglas, they 
emphasise that the statistical information available on the point is of 
the scantiest. 



166 THE INCIDENCE OF INCOME TAXES n.m 

altogether from payment of income tax; and many 
of those who do pay the tax on the wages that they 
earn, are liable at a very low rate. The extension 
in the supply of labour of such workers on account 
of income tax, therefore, will be of small amount. 

From the other side of the equation, when the 
Government distributes the tax proceeds in its public 
expenditure, the benefits will go in some measure to 
the working classes, perhaps taking the form of 
different kinds of subsidised insurance, cheaper 
medical services, cheaper houses, and pensions of 
various kinds. Each person who benefits from this 
expenditure, whether through the receipt of increased 
purchasing power or through the cheapening of 
certain services to him, will be in possession of a 
larger real income than before. Money will now 
possess for him a lower marginal utility than it 
formerly had done. He will tend to increase his 
consumption of the different commodities which he 
enjoys, and one of these commodities is leisure. Most 
individuals in the community will, through the 
expenditure of the proceeds of the income tax, tend 
to diminish the number of hours that they work.1 

On balance the income tax, taking into account 
. both its collection and its expenditure, will tend, 
ceteris paribus, to r~duce the supply of labour in the 
community. 

5. Let .us examine the further economic effects 
which will follow, when a reduction in the individual's 
willingness to supply labour comes about in this way. 
Owing to a number of rigidities, such as psychological 
inertia and the difficulty of altering existing wage and 
hour agreements, it is unlikely that the hours of 

1 The effects of education and some other fl\Ctors are neglected. 
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labour worked in industry will be reduced from, say, 
S to 71, until a fairly considerable period of time has 
elapsed. Instead, to begin with, various methods of 
slowing down work and making it less intense, are 
likely to be adopted. Piece-work may be abandoned 
in favour of time-work; "bonus" systems may be 
abandoned and more holidays introduced as an 
indirect means of reducing hours of labour per day 
on the average. These changes will secure to the 
workers a fuller satisfaction of their desires in relation 
to income and leisure. 

Acting over the longer period, the reduced willing­
ness on the part of the workers to supply labour will 
succeed, through a gradual remodelling of the terms 
of bargaining, in bringing into existence· a shorter 
working day. The workers will then take out a 
larger portion of their incomes in the form of leisure 
and a smaller portion in the consumption of material 
goods.1 

In each industry there will be a number of workers, 
probably, who will experience, when the tax is 
imposed, a change in their willingness to supply 
labour, different from that of most other men in the 
industry. To such workers this new difference from 
their fellows will be a source of psychological strain ; 
it will diminish the attractiveness of their own 
industry to them and increase the relative attractive­
ness of some others. This factor will tend to bring 
about a change in the personnel of each industry and 
will act as a tendency towards change in the numbers 
employed in each industry. Its quantitative import­
ance, however, is not likely to be great. 

1 Cf. Pigou, A Study in Public Finance, 2nd edition, pp. 91-2. 
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THE EFFECT OF THE INCOME TAX IN CHANGlNG THE 
SIZE OF POPULATION IN SHORT PERIODS AND IN THE 

"'" " ~ 

LONG PERIOD 

1. THE income tax will exercise an effect on popula­
tion through the redistribution of purchasing power 
that it brings about in the community. Some classes 
are rendered richer by it, other cla&ses poorer than 
they were before. The classes that are richer will on 
that account tend to produce a larger or a smaller 
number of children than they had done formerly. 
There will. be a reaction alSo on the nulnJ:>ers in the 
classes that are poorer. . 

The size of popUlation of any given income class 
in the cOn;lmunity, will depend on two factors, the 
birth rate and the death rate for that class. Its net 
fertility rate is equal to (birth rate - death rate), and 
gives the rate at which the population of the class 
increases in size. Initially, since the coinmunity 
which we are considering had been stationary in 
numbers a~g. of a· stable age composition,· the birth 
rate for ea~h income class 'must have been equal to 
the death rate for that class, (neglecting possibilities 
of immigra.tion mto and emigration out of thEl class)!. 

Let us examine the·' time-variation in population 
caused by the incoine tax,. both by: its collection and 
by the expenditure of its proceeds, on the birth and 

1 This assumes that there are birth. and deaths in our stationary 
population. 

168 
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death rates of the different income classes. For 
convenience we speak as if~he community ~oneerned 
were fairly ~imilar in its 'government and .state of 
development to Great Britain or t¥ United States at 
the present day. 

~hiS tim~-vari~~i<m of population is more com­
pliQated than the usual case in econom,ics, in which, 
'the ten9.ency for each variable is to move progressively 
from its ~tlallevel towards the long-period adjust­
ment: In the case 'of population, we will see; the 
moverJru,.t is not always in a straight line tqwards 
the tlla! position; sometimes the movement is in 
one, direction, sometimes in another, de~:qding on 
the period of time that has.elapsed since the im,posi­
tion of the tax. 

2. Effect on the death rate in the short and in the 
long period. ~ 

The revenue that has been provided by the new 
tax increment which has been imposed, is used partly, 
we assume, to help to finance such things as improved 
schemes of sanitation, welfare clinics and other 
measures.designed to improve the community's health. 
They will produce an' effect in, lowering the death 
rate that will be felt gradually and will gain slowly 
in strength; Over the ~ong period the m~ey devoted 
to these schemes will bring abQut adeterniinate 
lowering in the death rate and. a determinate in(lrease 
in the average'length of life of people in.'the pom­
munity. Old-age and other peI'lSions will also ~xereise 
some effect in lowe~ing the death rate; . 

There· will, therefore, in the short and· in the long 
period, be a. movement, as a result of the income 
tax,. towards a lowering in the death rate. The 
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movement in death rate will be continuous until the 
final position is reac:b.ed, when the death rate will 
stand at a new level lower than that from which it 
had set out. 

3. Movements in the birth rate of the lower­
income classes in the short period immediately 
following on the imposition of the income tax. 

The redistribution of purchasing power brought 
about by the income tax is equivalent in its effects 
to an increase in the wage rates of the poorer sections 
of the population whom the expenditure of the tax 
proceeds largely benefits, coupled with a reduction in 
the net incomes of the richer sections of the com­
munity, on whom, to a large extent, the tax is levied, 
and who receive little direct benefit from it. 

The effect in t~e short period of an increased 
purchasing power which has' come into the hands 
of the lower-income . classes, either through, say, 
higher wage rates, or through increased governmental 
expenditure favouring these classes, would appear 
likely to l>e an increase in the number of marriages 
that take place in the income strata affected, and an 
increase in the number of births per family for the 
couples who already are married. 

It has been verified by Douglas that a positive 
correlation exists between short-period movements in 
wage rates and short-period movements in the birth 
rate. He did this by fitting a straight-line curve to 
the statistics of wage rates in the United Kingdom, 
traced over the period of time 1861-1912, and in 
Massachusetts for the period 1889-1929. The ratio 
of the actual value of the wage rate for any year, to 
the trend value for that year, he defined as the 
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"trend ratio" of wages. In the same way he fitted 
a straight-line curve to the statistics of the birth 
rate over the same period and obtained the series of 
trend ratios for the birth rate. He then found' 'the 
following correlations to exist between the movements 
of the statistics in the two series : 

, TABLE I 

CoEFFICIENTS OP CORRELATION BETWEEN TREND R.fTIOS 

OP RELATIVB REAL WAGES AND OP BIRTH RATE 1 

Countzy Period No Lag Births IaggM Births lagged 
One Year Two Years 

England and ( 1861-1877 +0·23 +0·28 +0·22 
. 

Wales l 1878-1912 -0·38 +0·05 +0·36 
Massachusetts 1889-1929 +0·58 +0·55 .. 

This confirms the expectation we have mentioned, 
that short-period rises in wage rates would be followed 
by short-period increases in the birth rate. Thus we 
may take it that in the analogous case of an increase 
in the income tax, when its proceedS are partly 
expended so as to benefit the economic position of 
the poor, there will likewise be an increase in the 
birth rate of these classes. 

In the initial state of equilibrium, the number of 
births per year had been equal to the number of 
deaths per year, for each income class. In the short 
period immediately following the imposition of the 
income tax, the death rate will have changed but 
little, while the birth rate of the lower-income classes 
will have increased. The population of these classes, 
therefore, will be increasing. 

Even though the birth rate of the richer classes 
were, during the short period immediately following 

a Douglas, The TAemy oJ Wagu, p.391 and pp. 396-7. 
],I 
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on the imposition of the tax, to fall somewhat, these 
classes are not so important numerically as the lower­
income classes. On balance, therefore, the population 
of the country as a whole in the short period immedi­
ately following on the imposition of the tax, will 
show an increase. 

4. Effects on the birth rate of the lower-income 
classes, and of the higher-income classes, after the 
lapse of a further period of time and in the long 
period. 

It is a well-known feature of modern vital statistics, 
that the birth rate for different social classes is 
negatively correlated with the income or social rank 
of these classes. The explanation of this falling-off 
in birth rate, as income increases, appears to pe that 
a family, when its income is increased, comes to 
appreciate more keenly the advantages which attach 
to an improved standard of living. It comes also to 
be more ambitious to extend a better education and 
a better .start in life generally, to its offspring. To 
achieve this the parents limit the size of their family, 
either by the exercise of moral restraint, or by an 
increased use of the methods of contraception. 

The increase in the welfare of the lower-income 
classes as a result of the tax, has the same effect as a 
displacement of these classes upwards on the scale 
of income: and, given a longer period than we had 
initially envisaged, there is adequate ground, both 
from the side of statistics and from general reasoning, 
to expect a fall in the birth rate of these classes 
to set in. 

An historical digression in elaboration of this 
,view, may here be of some assistance. Investigations 
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which have been made into population, show that in 
England before 1877, rich people and poor people 
had approximately the same number of children in 
their families.1 In that year the trial of Bradlaugh 
and Besant on a charge of publishing a piece of 
indecent literature, caused it to be known among the 
reading public, which was considerably narrower at 
that time than it is now, that methods of contraception 
existed. To begin with, this knowledge was confined 
for the most part to the rich and well-to-do classes; 
only gradually did the kllowledge filter downwards to 
the poorer classes; with the result that even at the 
present day the richer the class, of people concerned, 
the more use does it make of contraceptive methods. 
This is well brought out by a table of statistics 
quoted by Himes and based qn conditions in the 
United- States; English experience may be presumed 
to be fairly similar. The table shows the percentage 
of the very ,poor, the poor, etc., out of a large sample, 
who make use of contraception: 

TABLE 112 

THE PRACTICE OF CONTRACEPTION IN RELATION TO 

ECONOMIC STATUS 

Moderate 
jVery Poor Poor Circum .. 

stances 
lRlch 

% % % % 
No Contraception 67 61 49 22 
Using Contraception 33 39 51 78 

Totals 100 100 100 100 

The table shows,_ e.g., that two-thirds of the very 
1 G. U. Yule, TM Fall in the Birth Bate, p. 22. 
II N. Himes, "New Light on the Causes of the Declining Birth 

Rate ", in Economica, Sociology and tM M adem World, Essays in Hunour 
0/ T. N. Carver, 1935, edited by N. Himes, p. 314. 
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poor people in the sample were making no use of 
contraception and only a :fifth of the rich in it were 
not using it. Of the intermediate groups in the 
sample, it. was true- that the higher the economic 
status of the group, the more the use did it make of 
contraception. 

It has come about that in the period following 
1877, the richer the class of people and the higher 
its social status, th~ smaller has been its average 
size of family. Stevenson gives the following table 
based on the figures of the Population Census of 1911. 
Social status descends as we move from Class I in 
the table to Class V. At the top, Class I comprises 
the rich and upper classes·; and at the foot of the 
scale, Class V represents unskilled labour. 

TABLE 1111 

FERTILITY OF MARRIAGE DISTINGUISHED BY SOCIAL CLAss, 
FOR ENGLAND AND WALES 

Social Class Children bom I 
per 100 Families , 

I 190 
II 241 

III 279 
IV 287 
V 337 

The higher the social class and t'he higher' the 
income, the smaller the number of children born to 
the average family in it. 

Let us now apply this knowledge to the theory of 
the effects of the income tax over the long period. 
When, through the collection of the tax and the 

1 Stevenson, .. The Fertility of Various Social Classes in England 
and Wales from the Middle of the Nineteenth Century to 1911 ", 
Journal oj the RoyalStati8ticalSociety, 1920, p. 410. 
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expenditure of its proceeds, the poorer classes in the 
community benefit, the figures that 'we have cited 
strongly suggest that, once they have become adapted 
to the new higher standard of living, extended to 
them by the income tax, the poorer classes will tend 
to restrict the number of children in their families 
more than they had done in the equilibrium position 
from which the population had started out. 

Hence we consider that although in the short 
period immediately following on the imposition of 
the tax there will be a rise in the birth rate of the 
population, after the lapse of a further period of time 
this rise in the birth rate will be more than annulled 
by the opposite efiect of a fall in the birth rate. 
And it seems that the fall in the birth rate will, in 
all probability, carry sufficiently far to cause, even 
taking into account the slight downward movement 
in the death rate, a fall, on balance, in the size of the 
population. 

It is of some interest to trace the probable course 
of the birth rate for the richer classes during the 
same period of time. These classes will be in receipt 
of lower incomes than they had been formerly. 
Table III again shows that a negative correlation 
exists between income and the birth rate. Would 
this lead us to expect a rise in the birth rate for 
those classes whose incomes, due to the income tax, 
have now fallen 1 The answer would seem to be No. 
The existing negative correlation has come to hold 
good in a community in which all classes, including 
the higher income classes, have been coming inilo 
possession of continuously increased incomed, and 
have been coming to possess a greater knowledge of 
the methods of b~h control. But the process is not 
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a reversible one. If, for instance, we consider only 
this important factor, and we envisage the incomes 
of the rich as being diminished by the imposition of 
the income tax, the knowledge· of birth control of 
these richer classes will not, on that account, tend to 
diminish and become closer to that of the class next 
in order below them in the social scale. Thus we 
cannot accept the correlation between class and birth 
rate given in Table III, as holding good in the case 
of taxation of income of these richer classes. Indeed, 
neither statistical nor historical investigation affords 
any direct parallel. Thus, as regards the effect on 
population in the upper classes whose money incomes 
have been reduced, we feel that we must shun the 
existing correlations and rather rely, for our estimate 
of the future, on reasoning of a general nature. 

If we consider the notions and feelings of the rich 
people concerned, they have suffered a fall in standard 
of living of which they will be acutely aware. We 
should expect them to endeavour, so far as possible, 
to attempt"to conserve their standard of living; and 
this would lead them to further restrict the number 
of their children. Our conclusion, therefore, is that 
when· an income tax is imposed, both in the short 
period and in the long period after the imposition of 
the tax, numbers ,among the richer classes may be 
expected to fall. 

-
5. Summary of the movements in birth rate, death 

rate and size of population. 
The movement that will take place in the death 

rate of the community, as a result of the imposition 
of I the tax and the expenqiture of its proceeds, will 
be a slow fall. The movement ~hat will take place 
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in the b.irth rate will be, in the initial stages a rise : 
after that a fall will set in. (See diagram I, following.) 
For a time we envisage birth rate as being below 
death rate in the population and the total population 
as declining. 

In the long period, however, size of population 
must, on our' hypotheses, attain to a certain steady 
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The tax increment is imposed at time O. 
Birth rate is taken to be increasing from the date,of imposition of the tax 

until the date I, which corresponds to the highest point on the birth-rate 
curve. The horizontal straight line drawn through the point Rl meets the 
curve of the birth rate at time OA. Birth rate has then fallen again to its 
initial height. 

Population reaches its maximum at time OB, the point at which birth 
rate is equal to death rate. 

level; 1 ,birth rate must then be equal to death rate. 
Hence, in the intervening period, either death rate 
must fall to a sufij.cient extent as to be equal to 
birth rate, and this seems improbable of occurrence 
in practice; or else birth rate must, after a time, rise 
so as to be equal to death rate. We accept this, 

1 An hypothesis that we have made is that the population starts 
out from a certain stable size and finally attains to another stable size. 
Chapter IX, § 6, BUpra. 
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which· seems the more likely of OCClUTence, as being 
what actually does happen.in our community. We 
give in diagram I a sketch of the movements in birth 
rate, death rate and total population that we expect 
~o take place. In particular the total size of popula­
tion in the final situation is smaller t~an that from 
which it had started out; and the average length of 
life in the new state of affairs, is longer than it had 
been to begin with. 

The view which we take in regard to the effect 
produced on population in the long period, agrees 
with that expressed by Wright, who says that, apart 
from direct propaganda in favour of birth control, if 
it were desired to bring about a reduction in the 
numbers of the class of unskilled labourers, then 
" the most effective means towards that end appear 
to be a rise in the standard of life, improved social 
conditions and }letter housing accommodation, as 
long as these benefits are not obtained at the expense 
of parental responsibility ".1 

When we estimate that the behaviour of the size 
of population will be of the fashion described, we are, 
of course, being purely empirical: we a.re stating the 
resUlt that appears most likely to occur in a country 
about the same stage of economic and cultural 
development as Great Britain and which is ruled by 
a democratic Government. The manner in which the 
tax proceeds a!"e spent, as well as the stage of cultural 
development of the country, will influence the size 
and nature of the population change. In countries 
subject to dictatorships, a rise in population might 
even take place over a considerable period of time, 
owing to the nature of the public expenditure financed 

1 H. Wright, Population, p. 165. 
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by the tax. Such a population increase is likely, at 
any rate, to be an aim of the dictators, though their 
instruments for carrying out this aim may prove 
inadequate.l 

6. In the period during. which the size of the 
population is altering, the age composition of the 
population will be altering; and from the point of 
view pf the economic results it produces, the altering 

.,age composition of the population, while it is taking 
place, may be hardly less important than the altering 
total size. In the initial stages after the tax has been 
imposed, babies and young people will be more 
plentiful in relation to people in the other age groups, 
than had been the case to begin with. Producers 
whose goods are purchased or used mainly by young 
people will experience, to begin with, an expansion 
in the market for their goods. Later they will find 
their markets contract. In particular, where these 
goods are durable and, not readily put to other USe8, 

the fall in the incomes of the producers concerned will 
be heavy. If in the early stages there had been 
correct adjustment, then in the later stages there will 
be " excess capacity" in the plant of such industries. 
Such industries will include the school teaching 
profession and others that cater for the needs of 
babies, nursing mothers and young people.1 

1 See D. v. Glass, TM BtnJ.ggle for Population, especially chaps. ii-iv. 
Glass mentions that the earliest Act of the German Government to 
stimulate birth and m&rri&ge rates, the Ms.rria.ge Loan Act of 1933, 
was financed by an income tax. Op. cit. p. 22. 

• L. Robbins, .. Some Probable Consequences of the Advent of a 
Stationary Population in Great Britain n, Economica, 1929. 



CHAPTER XIV 

. THE EFFECT OF THE INCOME TAX ON THE 
QUANTITY OF CAPITAL IN THE SHORT AND 

IN THE' LONG PERIOD 

SECTION I 

A. nalytical 

1. IN order to examine the effects on capital which 
the small increase in the income tax will produce, we 
make the following assumptions : 

(i) We assume that no unit of the labour force in 
the community is· unemployed; in the sense that if 
any unit of labour is willing to accept work at a 
certain weekly wage, and if an employer is willing to 
hire it at that wage, then it is open .to both labourer 
and employer to contract accordingly. 

This hypothesis, on account of certain trade-union 
regulations, would not be quite true of the situation 
as it exists in Great Britain to-day. 

(ii) If we are to render the conditions of the 
problem definite and get a determinate solution, we 
must make definite assumptions of one kind or 
another, as to the nature of the policy pursued by 
the banking system in the community. The banking 
system might quite logically be supposed to pursue 
any definite policy whatever. The price movements, 
capital and population movements, would differ with 
each different policy that was assumed. Let us 
adopt the supposition of the classical economists, 

180 
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that the banking system of the community maintains 
M, the volume of money, constant. 

(iii) A supposition which we have already made, 
is that the community starts off from a condition of 
stationariness. For conditions to be stationary, the 
same amount of capital must exist in the community, 
year after year, the new capital goods constructed 
each year being just sufficient to make up for the 
capital which has been used up during the year. In 
these conditions, the total amount of the community's 
saving each year must be zero; because, if new 
savings were being made, the stock of capital would 
be being added to, and, by hypothesis, this is not the 
case. Each person in the stationary society, we will 
take it, is making zero savings each year; he just 
makes good the depreciation on his capital for the 
year, and consumes the whole of his net income after 
capital has been maintained.1 

2. The dis-saving which takes place during the 
short period and the movement towards long-period 
equilibrium. 

Let us now consider the ~ituation in the short 
period, of the average person on whom the increment 
of income tax has been imposed. He has, for a 
number of years before the levy. been in receipt ofa 
certain -income and has been accustomed to spending 
the whole of that income; his tastes and his mode of 
living have become adapted _to this level of consump­
tion expenditure. In the early stages after the imposi­
tion of the tax he will find it difficult to contract his 
expenditure below this customary level. He will tend 

1 See Joan Robinson's essays, "The Concept of Zero Saving .. and 
.. Disinvestment", in E8BaY8 in the TlIemy 0/ Employment. 
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to postpone the day when he must reduce his standard 
of living; and at this early stage after the imposition 
of the tax, will prefer to meet his tax payment py a 
reduction in his rate Of saving; that is, since his rate 
of saving to begin with was zero, by dis-saving. 1 

Let the person's net income pel' year be measured 
horizontally and his rate of saving per year be 
measured vertically i and let us suppose that in the 
initial' condition of stationariness this person's income 
,had been 011 per year. Then his curve of supply of 

SAVINCS 
PER YEAR 

DIAGRAM I 

savings 81 , say, for the short period of length 81 

immediately following on the imposition of the tax, 
and before his, capital and his income from capital 
have been reduced, will intersect the x-axis in the 
point II (corresponding to the initial rate of zero 
saving); and to the left of II the curve of savings 81 

will lie below the x-axis. 
If the income ta~ has reduced. the individual's 

,income by the amount IzIl> then he will be dis-saving 
at the rate IzA. He will be spending his capital, and, ' 
movements in the rate of interest apart, automatic­
ally reducing the flow of future income from it. 

1 Of. Pigoll, A Study in Public Finance, p. 141. 
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Hence, after the lapse of a further period of time the 
individual's net income will no longer be 012 , but a 
lesser amount OIa say. If the curve 81 were to 
remain the supply curve of savings for this individual 
(and 'similarly for other individuals in the com­
munity), the lowe:p his income fell, the greater would 
be his dis-saving; and after the lapse of an interval 
of time, the whole of the community's capital which 
had been in the hands of taxed· persons, would be 
dissipated. 

But after a period of time has· elapsed, when he 
has had the opportunity to make the necessary 
adjustments in the plan of his consumption and 
saving, the individual, we suggest, is likely to take 
steps to curtail this process of disinvestment, by 
reducing the amount of his consumption expenditure. 
His curve of savings 82 , at the end of a period of time 
82 in length (82)81 ), will, therefore, move into some 
such position as is shown in the diagram; and the 
individual's rate of dis-saving at any level of income 
will be reduced. We may regard him as taking into 
account that the further he carries the process of 
dis-saving, the further he will trench ,on his capital 
and income of the future, as the cost of enjoying a 
higher income in the present. As prudential motives 
come to bear more weight with him - the attitude of 
the prodigal and the spendthrift has been the excep­
tion and not the rule - he will, we assume" gradually 
reduce the amount of his dis-saving, until, after the 
lapse of the long period, it again becomes zero.l 

lOur method of analysis consists in comparing a final state of 
stationary equilibrium with the state of stationary equilibrium which 
had existed to begin with. In order that stationary conditions should, 
in the long run,· be achieved, there must again be a zero rate of saving 
for every individual in the community. 
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Once more he will just be maintaining the volume of 
his capital intact. 

This happens, we suppose, after periods of different 
length have elapsed, for most of those individuals in 
the community who had originally been subjected to 
the new tax. The others - a. very few - of whom 
this is not true, will consume their whole capital, and 
leave the ranks of the capitalists for those of the 
wage-earners. 

The dis-saving of the rich which the tax causes 
in' the short period, will be to some extent compen­
sated by an increased - and therefore a. positive, 
instead of a zero - rate of saving by the poor. The 
expenditure of the revenues collected from the tax 
will have increased the incomes of these poorer 
people: some money will have been distributed to 
them directly, e.g. as pensions or insurance payments; 
and their real incomes will have been further increased 
by services rendered to them by the Government, 
either free or at prices below the competitive market 
prices; e.g. medical or educational services. On 
account of these increases in their incomes the poorer 
classes will, in the short period, tend to save more 
than they had done formerly. Yet the increased 
supply of savings coming from this source, will, we 
believe, be insufficient to offset completely the fall in 
the rate of saving of the rich; because it will have 
been mainly .by the rich in our community - in so 
far as it resembles Great Britain or the United States 
- that its savings have been made. 

3. The volume of capital existing after the lapse 
of the long period. 

In the short period of time after the imposition of 
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the tax, we han estahlished, there ..-ill he net em­
saTIng. and the community's volume of capital..-ill 
dwindle.. But; after the lapse of a sufficient period 
of time, we han supposed above. this dis-saving of 
the community ..-ill he hrough\ to an end. and each 
person in the community ..-ill Booain maintain the . 
volume of hi<s saving at the ~oht zero; and the 
community's capital, once this con.dition. has been 
achiend, ..-ill remain ~oOO. from one year to 
another. 

The volume of the community's capital will he 
sm.all6. in the new rondition of affiUrs, tlIa.n it bad 
been to begin. with.. The dis-saving bad been a 
process of capital c::onmmption. 

Fu:rthennore, anoth8 factor would he operating 
in the situation before long-period equili.hrium was 
achiend, also tending to reduce the volume of capital 
which i<s eTeD.tuaIly in existence.. In the uncertainty 
of the ~oing situation to 1rhich the tax gives rise 
- a situation in which demand schedules and the 
system of supplies of goods both undBgO altention -
a oonsidezahle wastage of capital 1ri1l take pla.ce.. 
The oId8 capital instmments and durable goods of 
the society will, many of them. he less well adapted 
to the new system of production and demand than 
they had been to the old.. On this account their value 
will &II.. In the new conditions too, produeers' 
forecasts will undBgO a long period of variation and 
gradual coriedion before each producer achiews the 
optimum adjustment of hi<s productive resouroes to 
the demand and cost conditions of the m.a:rket. The 
demands exercised. in the ma.rlret hy indi:riduals for 
goods. will he changing. ETeD. if produc:els' forecasts 
had ahrays been coned; and producers had been 
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endowed with perfectly accurate foresight, the chang­
ing numbers, changing demand schedules and chang­
ing age composition of the population would often 
have rendered machinery valueless after it had been 
in use f~r some time, although it was still physic-

,ally in good condition. Because of this, and because 
these changes render forecasting more difficult, they 
will be a potent force, additional to the net dis-saving 
that takes place, towards a reduction in the supply 
of capital. 

4. The movement in the rate of interest had 
population remained constant .. 

The total volume of capital in the community, we 
have established, is going to begin to decline in the 
short period, and the decline will continue at a 
gradually slackening rate, until long-pe!iod equilib­
rium is reached. Had the community's total size of 
population remained constant "meantime, we should 
now have established that a gradual rise would take 
place in the rate of interest. 

Here we snould have to remember, in estimating 
the magnitude 'of the quantities involved, that it is, 
broadly speaking, the national wealth which consti­
tutes the supply of capital, and the annual volume of 
replacements in t~e stationary state of our imaginary 
community will only be a small percentage -of. the 
total .national wealth. Suppose that the annual 
volume of capital replacements in the initial state 
of equilibrium had amounted to 2 per cent of the 
national wealth. Then even though the income tax 
which' has been imposed creates dis-saving to the 
extent of 5 per cent of the annual volume of capital 
replacements, it will not on that account cut down 
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the supply of capital by anything like the same 
percentage: but instead only by io-th of 5 per cent, 
that is by 0-1 per cent per annum. 

In a period of short duration the changing demand 
schedules and the uncertainty which the tax creates 
will probably be a more potent force than this towards 
reduction in the volume of the country's capital. 

On the other hand, the process of dis-saving which 
has been set in motion will act in a" cumulative 
fashion, the effect brought about in the course, say, 
of a five-year period, being, since the process of 
capital reduction from this cause gradually comes to 
an end, rather less than five times the capital wastage 
of the first year.! " 

5. Taking into account the fall in population in 
the long p~od. 

The total volume of capital in the community is . 
going to begin to decline in the short period, and the 
decline will continue into the long period. Yet what 
matters from the point of view of the main economic 
variables, wage rate and real income" per head of 
population no less than the rate of interest, is not the 
total quantity of capital in the community, but the 
quantity of capital per head. The tOtal quantity of 
capital in the community, it is true, will have declined. 
"But 80 also, we have found, will the population of the 
community in the long period. Hence although total 
capital has declined, it is not necessarily the case that 
capital per head will have declined: this may have 
declined, remained constant or increased, depending 
on the percentage decline in the total capital of the 
community, as compared with the percentage decline 

1 ct. Calandra. La riperCU88ione dell' imposta aul mldito, pp. 52·3. 
N 
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in population. If the proportionate fall in population 
has been the greater, then even though the total 
quantity of capital is less, the quantity of capital per 
head will be greater in the final equilibrium than it had 
been initially, and the rate of interest will be lower. 

Which of the pair, capital or population, will, in 
the long period, have declined the more 1 It is 
not possible, on the basis of the reasoning given, 
to return a definite answer to this question. The 
quantity of the community's capital has begun to 
decline immediately after the tax was imposed; and 
the decline has been continuous. The numbers in the 
population have increased to begin with after the 
tax, and then have begun to decline. The decline 
in numbers may have continued so far as to leave 
the quantity of capital per head greater than it had 
been in the initial positioll. of equilibrium: or the 
decline in population may have been less great than 
this, leaving a reduced quantity of capital per head 
in the community and a higher rate of interest than 
initially. ;Both cases are theoretically possible of 
occurrence. But the outcome seems likeliest to .pe, 
as I think most people would agree, that the propor­
tionate fall in capital will be greater than that in 
population, giving a smaller quantity of capital per 
head than initially, and a higher rate of interest. 

SECTION II 

Oriticism of some contrary views expressed by 
De Viti and Einaudi 

6. Einaudi, although he is not at the time discuss­
ing specifically the question of the income tax, has 
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arrived at certain conclusions bearing on the point 
under discussion.1 

• A highly important question, he says, is that of 
the use made by the State of the financial means that 
the tax, has placed at its disposal. The use that it 
makes of these financial means may be : 

(A) just as advantageous and no more, 
(B) more advantageous, or 
(C) less advantageous, 

than the use that would have been made of the funds 
by the private individ~als concerned. 

Case (B), Einaudi thinks, ought to be envisaged as 
a possible case in economic analysis. When (B) is 
realised, then although in the short period the tax 
may cause the flow of goods and services in the 
community to contract, .still, over the long. period, 
owing to the building of streets, bridges, schools and 
railways, it will cause the national income to expand. 
Einaudi envisages population as remaining constant 
the while. Thus his conclusion is one opposed to that 
a~ which we have arrived. We do not envisage an 
expansion of the national income of divisible goods 
and services as being possible as a result of the tax. 

The source of our 'difference of opinion from 
Einaudi in this regard, arises partly from his different 
conception of the State from that which we entertain, 
and partly from our following a methodology that 
has more explicitly reference to the conditions of 
stationariness. Einaudi's conception of the State is 
the same as that of his teacher, De Viti. De Viti, in 
an important passage 6f his work, says that a tax 
instead of raising cost of production may lower it. 

1 Einaudi, " Osservazione critiche ••. ", cit. 
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incl\'&...~,l the ~yious ('()St. of tn.1\SpO~ti\.'I\. It 
lUust l'l\~ said. tobaw dt'('.~~-J it. 

.. Ph"n this ~l'('('ial (',Uluple we may l'\&...o1;S to the 
~'n\'.f31 ~.a~ - n.ullely, that the i1\~lu('tion of 
l)uhiie St'niC\~ aud. th('ir ~wth and. improwt\\('ut 
ba,"" l\,hlC\-J the ('()St of' all the PrOOuctiw &('tint.l\.'$ 
of t.b(' roU1\tI'Y. 1It'l1c."e it is l\('('('....~y to d.iscuss the 
1,,,-,h}\.'t\\ on the moot ~U\'w hypotht'oSis that the 
suhstituti\.\l\ of l,uhlie ('nt('.rpri.~ for priy~te (,llt('.ll,rise 
l\'Sults in a"h'all~~~ fl)f the tu}'*J\'.fS. But ('WI\ if 
the ('\\ntnry bYl"-)t.h(\.~s is •• 1"'I)t('\.l, it will alnys 
haw to l", a"lmith.-J. that. it is not t.he tu l~l hy 
die l',,-,,-lu~.r tliat ,h'('idt'S., but the natuI'(' ofth(' l,ublie 
St'!'yi\. ..... 'S l,,,-\\.hl('t,l alld. the d,~ ~ wbkh ~c.h 
ind.i,-iJual (\u\('.ll)tl$\' (,al\ in £let mu.~ use of' th(\..~ 
~niC\'S. 

•• To sun\ "p: the p~\'ious ('()St of' proJuct1.'l\ may 
ha,~ ~,(,l\ inc:ro."\...~,l, l"ft, a.s it ~ or diminish\,l l,y 
an in(,l\~~ iu ~~ In 1)\U'e throry it must l", ~l 
to ba '"" \l\.,(,l\~~'l." 1 

In a lat,,!, m.nk of' hi..~ Rinau\.li, a1k!' quoting from 
this l""\...~" ~l,,-'a.ks tlms in the ~\\e Will *oS it : 

, o,...na.. ",,1M. 
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"When the tax is in fact what it is in theory, it 
ineritably increases and does not diminish the flow 
of social income; it increases saving and increases 
capital values. In other words when the tax is truly 
such, the discussion of incidence and of losses is a 
~aurative way of speaking, which confuses ideas, 
because it applies to the affairs of perfect States, 
words which men rightly used at those times when 
governments were enemies, oppressors, spoilers and 
plunderers of the population." ~ 

7 . .As opposed to this view of De Viti. and Einaudi, 
it appears to us that there are only three sets of 
circumstances worthy of mention in which the imposi­
tion of a tax could lead to an increase in the national 
mcome. 

The first of these is where the Government is 
wiser than the people from whose pockets it extracts 
the money in tax, and makes better or «more pro­
ductive" use of the money. An example of this 
would be where, in the example of De Viti, the 
government drew up a better plan of a road than 
would have been drawn up by the private individuals 
in the country, had they been left to themselves. 

Under the conception of perfect competition, which 
is used for example by Knight,- in which it is assumed 
that each individual knows the prices of all factors 
and of all commodities in the market, such a contin­
gency as this, viz. that the Government is wiser than 
the individuals in the community, would not be 
possible of occurrence. Because, to take the example 
given by De VIti, why should not the manufacturers 
in the industry concerned have come together, and 

I EiDaudi. .. Ottima Imposta >s. ciL po 81. rootDote.. 
• Knight. BUI:,. t'-*"-'f'" PnsjI. pp.. 76-80. 
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decided to maintain the road in the way eventually 
done by the State 1 Ex hypothesi they must have 
sufficient knowledge to enable them to do so. Or 
else, why should not some independent company have 
undertaken the provision of the road services, and 
either made lump-sum charges on the manufacturers 
concerned or else charged tolls to the traffic that 
used it 1 The example chosen by De Viti in fact, 
when we make the assumption of the existence of the 
type of perlect competition that involves perfect 
knowledge, seems sufficient to establish the opposite 
conclusion from his: it establishes the conclusion, 
namely, that the proceeds of a tax, when employed 
by the Government, could never, in these circum­
stances, be more productive of an income of divisible 
commodities, than if it had been employed in industry 
by the persons who had'paid the tax. 

The assumption regarding knowledge which we 
ourselves have made in this book, is not so far­
reaching as the' one we have mentioned. We do not 
assume that e~ch individual has a perfect knowledge 
of all market prices: but only that" when stationary 
conditions have emerged - i.e. both initially and 
finally - the knowledge of each individual relating to 
prices is taken to be stationary, though not neces­
sarily, even then,perfect ".1 Thus on our assumption 
it is not formally impossible that the Government 
should be wiser in regard to matters like road-building, 
etc., than are the private individuals in the com­
munity. Yet, while on our assumption the possibility 
is not formally ruled out that the Government should 
be wiser in these matters than the people directly 
concerned, we consider that the likelihood of this 

1 Supra, Chapter IX, § 7. 
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being true in practice is so remote that the possibility 
can be disregarded in our analysis also. 

The second set of circumstances in which the 
productive type of State action envisaged by Einaudi 
and De Viti might come about, would be where the 
imposition of the tax in question caused an increase 
in the net investment of the community. This might 
come about, say, partly because the Government had 
used the proceeds of the tax in a way that was pro­
ductive, directly or indirectly, of divisible. commodi­
ties, and partly because the tax had induced people 
to cut down their consumption expenditure, giving 
as the upshot of the whole process, the equivalent of 
a greater amount .of yearly investment than the zero 
amount that there would have been had there beeIj. 
no tax. 

Now if we were considering the imposition of an 
extra increment of one tax to replace an increment 
of another tax - e.g. if an additional increment of 
the income tax were imposed in order to enable the 
Government to abolish a portion of the. tax on 
inherited estates - then it seems not improbable that 
as a result of the adjustment the net investment of 
the community. would be increased. But if the 
problem, as in this boo.k, is. that of the imposition of 
an increment of the income tax, in addition to the 
rest of the existing system of taxation, the possibility 
that the effect of this additional increment of income 
tax should cause an increase in net investment, seems 
sufficiently remote in most circumstances to make it 
convenient that it should be disregarded in theory. 

One type of public expenditure, however, does 
appear to exist which in ~ome circumstances may 
prove more productive, (as also in others it may prove 
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less productive), than money invested in industry. 
Anq. even though, in a certain community, it wE;lre 
to be true that this type of invest~ent had a 
higher productivity than that of other forms,_ yet 
only a Government and not private individuals 
might' be 'able to undertake it. We refer to invest­
ment in education and in public' health. For 
special reasons, although it were to be the case that 
investment in education, for example, in a certain 
community should have a productivity greater than 
normal- we do not argue that this need be the 
case, but enly that it may be so - yet it may not 
be undertaken by private enterprise. The reasons 
for private enterprise not undert~king this type of 
investment would be that in the case of juveniles 
who had been educated, difIiculties would arise in 
regard to the ascertainment of the value of the 
improvement or the increased productivity that had 
taken place in the iIldividual, through the education; 
and, in addition, difficulties of legal contract would 
arise which would 'render private enterprise rather 
impotent ,in this matter. . 

In this, the case where the tax proceeds are spent 
on education or health services, and in this case only, 
it appears to us, would it be useful to introduce the 
conception (in our own analysis of the stationary 
state) that it is po~sible that the imposition of a tax 
might lead to. an inctease in the national income of 
the community. However, the occurrence of the 
particular points in the expansion of the public 
expenditure of a country at which the money raised 
by taxation is going to be devoted in sufficient 
proportion to education and health, and where these 
services are going to be sufficiently productive of 
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income in the form of divisible goods and services as 
to $lause the national income to rise, will be rare in 
practice. This possibility, it is true, has not been 
inclup.ed in the analysis we have given in the earlier 
paragraphs of this chapter, in which we state that a 
necessary consequence of .the tax will be to reduce 
the total national capital and the total national 
income of divisible goods. 

The criticism we have given of the views expressed 
by De· Viti . and Einaudi, goes to strengthen the 
conclusion arrived at earlier, that the national capital 
will be reduced as a result of the tax - sa~e possibly 
in the instance in which the proceeds of the tax are 
devoted in part to. improving the health and educa­
tion services. The dynamic phenomena which would 
result in this case are complex and would be difficult 
to deal with in exact economic terms. 



CHAPTER XV 

CONCLUSIONS 
THE INCIDENCE OF A GENERAL INCOME lAX IN A 

STATIONARY COmmNITY 

1. THE period immediately after the imposition of 
the tax (roughly from date zero to date (OA + 15) 
years). 

To present a synthetic picture of the incidence of 
a general income tax, we require to combine the 
efiects from the three sources of change on the side 
of supply - change in labour supply per individual. 
change in size of population and change in capital 
structure - and to take along with these the changes 
which are going on in the demand schedules of the 
Government and of the different income classes in 
the community. Further, it is the moving picture of 
change through time that is important. 

Let us take first, in conjunction with each other, 
the movements in population and capital in the 
community. The movement in population after the 
tax has been imposed, is, to begin with, an increase, 
and then a decline until a new stable level of popula­
tion is reached, lower than that from which the 
population had set out. In the meantime, after the 
tax is imposed a fall in the total volume of capital 
sets in and continues into the long period. 

If we refer to diagram I on p. 177, supra, birth rate 
is higher than the old rate, as a result of the income 

. 196 
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tax, during the period of time between zero and OA. 
Let us suppose that the school education of most 
children covers the period of their lives between their 
5th and 15th years.. Then between the date zero and 
the date (0..1. + 15) years J. there will be a tendency to 
decline in average standard. of Jiving through people 
having to maintain a larger nomber of children per 
fa.miIy than they had in the initial equilihr.iu:m. state 
of a1faHs. 

During this period of time. standard of living will 
also be falling on account of the gradually contracting 
total volume of capital 

On the other hand, in this short period of time 
between years zero and (OA+IS) years after the 
imposition of the tax, the governmental expenditure 
of the tax proceeds will be acting in the opposite 
direction towards an increase in the standard of 
living of the poorer people in the community; and 
unless only a very small portion of the tax proceeds 
are spent on social services. the forces towards a rise 
in standard of Jiving of the poor will outweigh those 
towards a decline.. 

H it should be the case that a large proportion of 
the tax proceeds are spent on social services. and if 
these services begin to yield their benefits immediately 
after the imposition of the tax (as, for example. old­
age pensions might do). then the position of the 
poorer classes will show an improvement very 
promptly after the tax has been imposed - because 
in these circumstances the forces towards a rise in 

• 'I1UiJ aad CIther daiaI assigDed ant CIIIIy magis. ~ _ a 
.waber 01 YariahIee addilim.l &0 ~ WWIhoned, e.g.. age 01 muriage 
01 ~ ~ chutgaI ia. deatJa nte aa.mg acbdta aad aa.mg 
dUIdn. nspdiwely ... 
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standard of living of the poor will be strong, and 
the forces towards a decline (viz. a larger p.umber of 
children per family and a smaller vorume of capital), 
will only be beginning to come into operation. 

From 15 years after the imposition of the tax 
until (OA + 15), the labour force of the community 
(through the increased birth rate between the dates 
zero to OA), will be increasing. The total labour 
supply in the cofnmunity in fact, will have begun to 
increase before this, through the gradual lowering in 
the death rate which had been occurring. 

The increase in labour supply at this time, like 
the reduction in the quantity of capital which has 
taken place, will tend to increase the productivity per 
unit" of capital and to raise the rate of interest. But 
probably the rise in the rate of interest will be less 
than sufficient to bring dis-saving to an end; for the 
uncertainty of the period gives rise to capital wastage 

. and the income tax further reduces the incomes of 
the rich. Although the rate of interest will be higher 
at, say, the date (OA + 15) years than it had been 
initially, the total quantity of capital on which this 
higher rate of interest is earned will be smaller; and 
total savings will probably, as we say, be below its 
initial level of zero. 

There will be two forces during this time tending 
to reduce the value of capital goods as compared with 
what it had .been before the tax was imposed. l'he 
change in demand schedules through the altered dis­
tribution of income, and through the changing size 
and age-grouping of the population, will render plant 
less adapted on the average to the new state of affairs 
than it had been in the past. Again, in the short 
period, we have seen, the rate of interest will tend to 
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increase; capital .values, will, therefore, be reckoned 
at a smaller number of years purchase of annual 
income. :Soth these causes will act so as to reduce 
the capital value of plant which had been in existence 
when the tax was imposed. 

2. From date (OA + 15) onwards to the long ·period. 

Mter the date (OA + 15) approximately, the 
standard of living of the lower-income classes will 
show a tendency to rise, in so far as there will be a 
smaller number of children per family to maintain; 
governmental expenditure of the tax proceeds will 
act in the same direction. 

Again, about the date (OA + 15), the size of the 
labour force in the community will attain its peak 
and thereafter will begin to decline. . The decline in 
the labour force will continue 'until it comes down 
to its initial quantity, and will continue below that. 
This fall in the labour force will tend to cause a fall 
in the marginal productivity of capital, entailing a 
reduction in the incomes of the rich: But a much 
more important aspect of the contraction in labour 
force which sets in, is that it tends to increase the 
quantity of capital which is being combined with the 
labour of each worker. This also tends to increase 
the standard of living of the worker by raising wage 
rate. 

On the other hand the reduction in the quantity 
. of capital per head of population will still act ,in the 
opposite direction towards a fall in the standard of 
living; and through the continuance over a number of 
years of dis-saving, and capital wastage resulting from 
uncertainty, this force will, by this time, have gained 
in strength. 
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3. In the long period. 
How far will the fall in numbers carry in the long 

period, as compared with the fall that has taken place 
in capital 1 Will it carry far enough to raise quantity 
of capital per head to its initial figure, or will it not 
go so far 1 This, we said, is the crucial question to 
which no definite answer can be given. But, if we 
may be allowed to rely on nothing rrwre than our own 
general impression of the magnitudes of the quantities 
involved, we should say that in the long run, quantity 
of capital per head will be less tlian to begin with 
and the rate of interest will be higher. 

Since the quantity of capital per head is less than 
to begin with, the worker's wage- rate will also be 
lower. The worker's standard- of living, however, 
depends not only on his wage rate but also on the 
benefits he derives from the increase in the social 
services which is financed by the tax. And even if 
his ·wage rate be lower than initially, the quantum of 
social services which he enjoys will partly make up, 
or more than make up, for his fall in wage rate. But 
which of these cases wilJ hold good, whether the 
worker's standard of living as represented by his wage 
rate and the social services which he enjoys, will have 
been raise!} or lowered in the long run, as a result of 
the income tax, we are unable to state definitely. A 
vital question must, therefore, so fat as we are able 
to see, remain without any definite answer of a Yes 
or No type. 

4. Changes in the output of effort of the individual, 
in the short and the long period. 

Now let us take in conjunction with capital and 
population movements, the movement in supply of 
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labour per individual in the population. The analysis 
which we gave, taken along with the existing statisti­
cal evidence, was sufficient to establish that, in the 
short period, there would be, due to the expenditure 
of the tax proceeds, a tendency towards reduction in 
the number of hours worked by the average individual 
in the lower income strata. In the short period 
following on the imposition of the tax, we should ex­
pect, not actual reductions in hours of labour worked, 
but instead, various tendencies towards a slowing down 
of the pac~ of work, hours of labour themselves, 
because of various frictions, remaining unchanged. 

Over the longer period, when population and capital 
both alter, if the smaller quantity of capital per head, 
taken in conjunction with the scale of social services 
which exists in the long period, leaves' the real income 
per head of the working classes greater than before, 
then the supply of labour per head for these classes 
will be less than before, so introducing a tendency 
towards reduction in standard of living. Vice versa, 
if it should be the case that the fall in capital per 
head combined with the long-period scale of social ser­
vices leaves the standard of living of the working classes 
lower than it had been initially, then members of these 
classes will tend to work longer hours; and this will 
help to counteract the fall in the standard of living. 

For those in the higher-income strata, which 
would include works managers, higher administrative 
staff, company directors, etc., and professional men 
like lawyers, doctors and authors, no statistical· 
material ~xists on which to base a judgment of fact. 
Since our analytical treatment had shown that the 
reaction on the part of any individual !night be 
towards either a lengthening or a shortening of 
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working hours, in the a,b...~nce of statistical evidence 
for tht.'so biglwr-int.'Ome cllk"''It'S, no jutlgment as to 
the probable din-ction of change in their supply of 
llloour can be e.xpresst-d, eithe.r in regaN. to the short 
or the long period. 

s. Summa.ry. 

It may be uSl.'ful at this point to provide a SUl»mary 
of the ch{u~'r\.'.S which take place, e\'en though it 
should antidpat~ one or two points in the subsequent 
l){\rngrnphs. 

(i) Yean between the date zero (date of imposi· 
tion of ta.x) and (OA. + IS) rea.rs : 

There will be a \'ery slowly falling dea.th mte. 
There will be a largt'l' numhl'.r of children to be 

mainhlinN pt.'.r family. 
A. slow llrogressi\'e faU will occur in tile quantity 

of capihll pt.'r ht.'ad of working poPUh\tiOl\; and a 
''t.'ry slow rise in the rate of int~'l't.'st. 

The poorer cll\...~es will Ilt.'nt.'.fit from the e.xpNlditure 
of the h\.~ llrot.'t.'t.'\ls - the more so the grel\t('r the 
pn'portion of the ft.'wnue of the income tu which is 
spent on SOdlll st',rviCt.'.S. 

On b,,'\hmce the st,\ndn.rd of living of the llOOrer 
dllSS(,S will rise. If the social St'.fviCt.'.S yit.'lJ tbdr 
bt'ut.',fits quickly (as, t,g., olJ.a.ge pt.~nsions), tlte rise 
iI\ the St.'\Udllro of living of tlle llOOr will be particularly 
great in the early stngt\s. 

The labour force will be inc.reasing ll('h\'t.'t.'n the 
lla.t.t's 15 aud (OA. + IS). 

Altt'.rations will b\,l-e plll('e ill the systCl\\ of demand 
sdl\~lules for COl\\l\\O\.Utit'S and fllctOrs of production 
as a rt'Sult of the collt-ction of tbe tu and the e.xpt.'ndi. 
ture of its ft.'\'t.'llue. 
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(ii) After date (OA + 15) : 
The fall in the volume of capital, as a result of dis­

saving and capital wastage, will have gained in strength 
by this time, tending to raise the rate of interest. 

The labour force of the community will be declin­
ing, tending to increase the quantity of capital per 
head and to lower the rate of interest. 

The adaptation of the productive structure of the 
community to the changing demand structure will be 
gomg on. 

(iii) In the long run : 
The percentage fall in the size of population, we 

expect (or guess), will be less than that in the volume 
of capital. 

This will give a lower wage rate than existed to 
begin with and a higher rate of interest. 

The poorer classes, however, will. still enjoy the 
benefits additional to their wages, which they derive 
from the social services financed out of the proceeds 
of the tax; This will compensate their standard of 
living, either wholly or in part, for the fall in their 
wage rate. But whether their resulting standard of 
living will be lower or higher than it had been to 
begin with, we do not find it possible to say. 

If their resulting standard of living is higher than 
initially, their hours of work will be shorter; if their 
standard of living is lower, they will work longer hours 
than to begin with. (Here weare regarding hours of 
work as dependent solely on standard of living, irre­
spective of how wage rate and social services con­
tribute to make up that standard of living.) 

6. The changing structure of demand and produc­
tion in the short period. 

o 
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As to the part played by changing demand 
schedules in the community, the disbursement of a 
greater proportion of the national income on the 
goods and services consumed 'by the 'Working classes 
and the GQvernment will involve a rise in'the short 
period ill the prices of these' goods, and positive 
qua,si-rents for the factors engaged in making them. 
The factors which supply the rich with consumption 

'goods will, at the same time, be getting negative 
quasi-rents. With the lapse of a further period of 
time, factors of production will gradually transfer 
from the one set of industries into the other. New 
factories will be built that provide for the consump­
tion of the poor and that manufacture those goods 
consumed by the Government for which demand has 
increased. Certain firms which had catered for the 

,rich Wi~ not renew machinery 'as ,it wears out and 
will go out of production; and for some time after 
the imposition of the tax a larger amount of plant in 
the community will be concentrated in· the one set 
of industries than had been the case to begin with. 
As' the transference of plant takes place, the price 
rises which had taken place in the goods consumed by 
the poor and by the Government will subside: the 
positive quasi-rents of the factors engaged in the 
manufacture of tp,ese goods will likewise sllbside. 

Similarly in the case of goods consumed by the 
rich, the prices of these goods and the rates of re­
muneration of the factors making them will, in the 
short period immediately following the imposition of 
the tax, fall below their previous levels. But with 
the lapse of a further period of time the prices of these 
goods and the rewards of these factors, will begin to 
move upwards towards the heights at which they will 
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stand in the long period. The price movements 
upwards, for both goods and factors, will be the 
quicker, 

(a) the less durable are the goods concerned,and 
(b) the more readily are the factors engaged in 

making the~ transferable to other industries. 

A corresponding system of transfers of income and 
capital among the individuals in the community will 
be set up. Some individuals will profit in a w,ay that 
had not been foreseen, from the changes which take 
place; others will lose. The talents and capital of 
some men will be better adapted to take advantage 
of the new state of affairs than they had been to take 
advantage of the ~ld; of others', less well adapted; 

7. The consumption of divisible and indivisible 
goods in the long period. ' 

The supplies of the factors of production will be 
different in the long period from what they had been 
initially: and we have pomted out that wage rate 
will be lower and the rate of interest higher. The 
heights of wage rate and the rate of interest, the 
quantities of labour and of capital; together with the 
tax and expenditure structure of the community will 
determine the long-period pattern of consumption of 
divisible and indivisible goods in the community. 
But it is doubtful, if, in the absence of a more quanti­
tative treatment than we have given, anything more 
than this can usefully be said about the quantity of 
divisible and of indivisible goods that the community 
will consume in the long period. 

We ~ave pointed out earlier (Chapter XI, § 7), on 
what factors relative movements in the prices of 
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divisible goods will depend. Since wage rate has 
.fallen and rate of interest risen in the final as com­
pared with the initial situation of equilibrium, goods 
whiGh employ more labour in their manufacture will, 
in the long period, have fallen in price relatively to 
those which employ more capital. 



CHAPTER XVI 

CONCLUSIONS (continued) 
THE INCIDENCE OF A GENERAL INCOME TAX IN A 

PROGRESSIVE COMMUNITY 

SECTION I 

Analytical 

1. HrrnERTO we have only taken into account a 
society which, apart from the effects of the income 
tax, is in a condition of stationariness: but the con­
clusions arrived at in relation to a society of this kind, 
we believe, can be transferred, with some modifica­
tions, to the case -Of one which is progressing in wealth 
and population. The community we now envisage is 
one which is progressing continuously and smoothly 
in wealth and in industrial technique and whose 
population is continuoUsly increasing? The problem 
at issue is that of determining ~he difference between 
the state of this progressive community at any_ given 
moment in time if its system of income tax' had re­
mained unchanged, and the state of the community 
at the same moment in time when a small additional 
increment of income tax is used to finance the various 
governmental services. 

2. The imposition of the tax and the expenditure 
of its proceeds in the advancing community, would 
tend eventually to cause a fall in the birth rates 
of the lower classes; because it increases the real 

1 No account is taken of trade cyclical effects. 
207 
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incomes of these classes and this in turn sets a com­
plex of forces in action towards a reduction of birth 
rates. To begin with, however, the effect of the tax­
ation and the consequent benefits in real income to 
the poorer classes, will be to raise their birth rates; 
though the rise in birth rate after a few years, when 
the ideas and knowledge of the people concerned have 
had time to become more adapted to ~heir new income 
status, will gradually turn into a fall. , 

3. In the case of a stationary community, we 
found, the imposition of an income tax brought about 
a reduction in the annual rate of saving and invest­
ment; and in a progressive community the effect 
of the income tax will ordinarily be the same as this. 
An analytical proof that this is so can be given along 
the Jines of the previous proof. Diagram I of 
Chapter XIV can be regarded as valid for an indi­
vidual in the community at a particular instant of 
time, if the curve AIl is prolonged above the x-axis, 
since, in the progressive community, the individual's 
savings may be positive and greater than zero. The 
effect of the tax will be to reduce his total net income ' 
and so to reduce the sum of his consumption expendi­
ture and savings. To begin with, those people on 
whom the tax is levied will tend to reduce their savings 
to a greater extent than their consumption; but 
gradually their consumption will be further restricted. 
The tax, therefore, will reduce the volume of saving 
and of investment of the progressive community in 
the same manner as it did in the case of the stationary 
community. If, as we believe will be the case, the 
reduction in the volume of capital at any point in 
time is by a greater percentage than the fall which 
the tax has induced in the size of popula.tion, its effect 
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will always be towards raising the rate of interest, 
and towards reducing wage rate. 

4. We show in the nextchapte.r that the probable 
effect of the tax will be to reduce the volume of 
risky and venturesome business which is undertaken" 
in a greater degree than that of the safer kinds of 
business; and this will retard the advance of in­
dustrial technique, and retard the rate of growth of 
real wages. 

5. For the progressive community, as for the 
stationary community, the effect on the output of 
effort of the individual brought about by taxing his 
income, may be either to increase or to diminish his 
outp~t of personal effort. This may be proved by 
considering the diagrams I and II which we gave in 
Chapter XII, and which are applicable to the case of 
an -individual in the advancing community at a 
particular point in time: the same proof would then 
apply as before. 

In so far as the Government spends the proceeds 
of the tax on social services, this increases the standard 
of living of the working classes and tends to lead 
them to curtail the length of their hours of work. 
The greater the proportion of the tax proceeds which 
are spent on these services, the stronger will be the 
tendency in the short period towards a reduction of 
hours of labour. 

In the longer period, whether the income tax has 
led to a resultant shortening or lengthening of hours 
of labour, as compared with what they would have 
been in its absence, will depend on whether the total 
effect of the tax, taking into account population 
changes, changes in the quantity of capital and in 
the volume of risk-bearing undertaken by the com-
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munity's industry, has been to raise or lower the 
standard of living of the workers from the two 
sources, wages and social services. Whether the 
workers' standard of living will, on balance, be raised 
or lowered eventually, we find ourselves unable, as 
in the case of the stationary community, to state 
definitely. 

6. As in the case of the stationary community, the 
demand schedules for commodities will be altered. 
To begin with, after the imposition of the tax, the 
rate of consumption of divisible goods by the working 
classes, and the rate of consumption of indivisible 
goods by the community as a whole, will be increased; 
and the rates of remuneration of the factors which 
supply them will be increased. The consumption of 
the rich, during the same period, will be on a lower 
scale than it otherwise would have been, and the 
factors which supply goods to them Will get lower 
rewards. 

The amount and structure of consumption of 
divisible and indivisible goods after the lapse of a 
longer period of time will depend on the extent of 
the alterations. brought- -about by the tax in the 
quantities of the factors of production and in their 
i'ates of remuneration. 

Since the tax !:tas brought about a rise in the.rate 
of interest and a fall in wage rate, as compared with 
what they would have been in its absence, goods in 
whose costs of production capital figures more largely 
will tend to rise in price as a result of the tax, rela­
tjvely to those whose costs are accounted for in a 
greater proportion by labour. 
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SECTION II 

The case of Great Britain 1 

7. Throughout the nineteenth century and the 
early part of the twentieth century, the population 
of Great Britain grew at a very rapid rate, and 
additional workers swelled the labour force of the 
country. For each of these additional workers 
industrial equipment had to be supplied. 

Again, owing to the continuous growth in indus­
trial technique and the manner of its growth; the 
equipment of machinery and tools used, both by 
those already engaged in the industrial process and 
those just entering it, was always becoming more 
elaborate and more costly. The cost of the new 
industrial'equipment for the existing labour force and 
for the new entrants into industry, was met out of 
the savings which the community continued to make 
during the period. 

As is well known, in the future the population of 
Great Britain, after reaching its peak about 1942, 
is going to begin to decline. The demand for capital 
arising from this source, however, does not depend on 
the rate of growth of the total population, but on 
that of the industrial population of the country: and 
the figures show that there will be no appreciable 
decline in the number of occupied population of 
Great Britain until some time after 1950.2 But, and 
this is the important point, the continuous growth in 

1 Oolm and Lehmann, Economic 001l8equences oj Rooent American 
Tax Policy, deal with the similar problems which confront the United 
States. • See p, 239, infra. 
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population which the nineteenth and early twentieth 
century experienced, is going to disappear; and the 
demand for capital to provide equipment for new 
entrants into industry is going to dry up. 

Next, ~he demand for capital per worker already 
in employment depends, in an important degree, on 
two technological factors: (a) the rate at which 
technical progress is taking place, and (b) the rate at 
which this technical change (operating in conjunction 
with economic factors) tends to increase the cOl?tliness 
of the machinery in use. The manner in which these 
two factors will behave in the future can, of course, 
only be guessed at: but the feeling appears to be very 
general that technical progress has shown a slowing­
down since the Great War and will continue into the 
future at a rate which will become slower; and that 
the nature of the technical change of the future will 
be less pronouncedly towards increasing the cost of 
the equipment per worker than it has been in the 
past. The demand for new capital arising from the 
source technical progress, therefore, appears likely to 
be on a smaller scale than in the past. 

In these circumstances, it'seems probable that the 
demand for new capital in this country from each of 
these two sources, growth in the industrial population 
and change in industrial technique, is going to bear 
a considerably reduced ratio to the national income 
from what it did in the pre-war epoch. Now, accord­
ing to the manner of reasoning of the classical school, 
which employs among its other assumptions that of 
full employment, little or no difficulty need .be experi­
enced on this account. If the demand schedule for 
capital falls, while the community attempts to save 
as high a proportion -of its income as before, the rate 
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of interest will fall sufficiently to induce entrepreneurs 
to intensify the use of capital in each of its various 
employments, while, by hypothesis, the volume of 
employment remains unaffected. The new savings 
will, on this theory, fulfil a useful function. 

It is to be doubted, however, whether this theory· 
fits the situation very well at the present day. Keynes 
has shown that the rate of interes~ olers a strong 
resistance to a fall below a certain level; and that 
the probable effect' if people attempt to maintain 
savings at their previous rates in face of a falling 
demand schedule for capital, may be that severe un­
employment will ensue, which will drag down the 
national income of the country to such a level as will 
enable a quantum of savings to be made, ~mall 
enough to be absorbed by industry at a rate of interest 
which is scarcely lowered at all. The process of bring­
ing abou~ the necessary equality between savings and 
investment, it seems likely, would only be completed 
through the community experiencing a high and con­
tinuous volume of unemployment. 

In circumstances where the inducement to invest 
is low, the size of the national income and the 
volume of investment itself, will both, up to a certain 
point, increase, when the volume of consumption of 
the community is raised.1 And one way to increase 
the 'Volume of consumption of a community is for the 
Government to raise the height of the income tax or 
death duties, and spend the money in its various 
services. Thus in a community situated like post-war 
Britain, the income tax, until it attains a certain 
height, will be of benefit both to the national income 

1 O. Lange, "The Rate of Interest and the Optimum Propensity 
to Consume", Econmnica, 1938, p. 23 f. 
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and to national in'\"estment. Which height or strue-­
ture of income tax would maximise the size of the 
British national income at any particular date, it is not 
possible, in the present state of our science, to calculat~ 
But the theory is sufficient to show that the advent of 
increasing taxation in Great Britain during the war 
years, was much more fortunate than many people 
had been disposed to think. 

8. The important question remains, whethe.r the 
height of direct taxation in Great Britain has already 
passed or has not yet reached the point at which further 
increase in it will stimulate growth in the national 
income (irrespecti\'e of the manuer of its distribution), 
and the volume of the country's investment. Any 
answe.r to this question must be in its nature con­
jectural. The view most favourable to furthe.r increase 
in the rate of the British Income Tax. would be that 
the height at which it would maximise the national 
income of the future has not )"et bee.n readied. E''en 
on the opposite view, which is less favourable to a 
raising of the tax, it would still have to be borne in 
mind, following the Keynesian analysis. that increase 
in the Income Tax, until it reaches a certain height, 
is favourable to growth of the national income; and 
only after this height has bee.n passed does a tendency 
to restriction of n!ltional income set in - somewhat in 
tile fasllion wllich tile dassical theory depicts. 

The argulUent of Chapter XVIII, tHJN, on how we 
should desire to see the he.ight of the British Income 
Tax alte.red., will proceed. on the assumption that the 
point at which inc.reasing the he.ight of the Income 
Tax tends to increase the size of the national income 
has already been pas..'Ied. This. the.refore, is equh-a­
lent to the view that so far as present-day rat~ of 
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income taxation are. concerned, the main factors in 
the situation work out after the fashion envisaged by 
the classical or neo-classical theory. But the guess 
which we hazard may be wrong; and if the reader 
makes the opposite guess, he will also disagree to some 
extent from us as to which income-tax policy it 
would be best for Great Britain to adopt. But even 
though the view should be taken that increasing the 
rate of Income Tax would increase both national 
income and national investment, the amendments 
required to Chapter XVIll would still, we think, 
not be very great. 



CHAPTER XVII 

,THE EFFECT OF THE INCOME TAX 
ON UNCERTAINTY-BEARING 

1. THERE are two kinds of risks in business, predict­
able and unpredictable risks. Predictable risks are 
those whose weight over a year or over the course, of 
a number of years is known, if not for the individual 
business at any rate for a gro~p consisting of a large 
number of businesses which are similar and similarly 
situated. In this chapter, however, it will only be 
with the unpred,ictable risks of industry that we are 
concerned. The probable burden of an unpredictable 
risk, or an uncertainty, as it is referred to, people 
may guess at, but they cannot know what the burden, 
either for the individual or the group, will eventually 
turn out to be. Such uncertainties are mainly borne 
by the purchasers of ordinary shares, whose yield is 
not of a guaranteed amount, but fluctuates according 
to the degree of success or failure attained by the 
company which had issued them; though the uncer­
tainties borne by preference and debenture share-
holders are by no'means negligible. ' 

Let us consider the process that goes on when a 
company makes a new issue of ordinary /'!hares.1 

The success of the firm lies in the future, and in the 
present can only be guessed at. Each person con­
cerned will form a different estimate of what its 

1 See J. ~. Hicks, .. The Theory of Uncertainty and Profit", 
Economica, 1931. 
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success is likely to be. It is as if each person formed 
an estimate of the chance that the share had of each 

. different rate of Teturn in the future. . The set of 
estimates of any given individual in relation ~o any 
given share can be represented in the form of an 
uncertainty schedule as shown. (See diagram J.) 
The scheme of chances or uncertainty schedule in 
relation to a given share, will differ for each individual 

DIAGRAM I 
ESTIMATB OJ' INDIVIDUAL A 

in the community. Some, for example, may be 
optimistic about a certain share for which others 
entertain but little hope. Uncertainty schedules, that 
is, are subjective in nature. 

Owing to the views they hold of the chances of the 
different degrees of success of any given share, and 
as well owing to their scales of preference for uncer­
tainty schedules of different types, the people in the 
community will be willing to take up a certain definite 
quantity of that share when it appears in the market. 
By varying the terms of issue of the share, a demand 
schedule for ~t similar in nature to a demand curve 
can be obtained. 

Now suppose that in the circumstances we envis­
age, an additional increment of income tax is imposed. 
The course of events at each s~bsequent moment of 
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time will be different from what it otherwise would 
have been. But for shortness let us speak as if we 
pictured the same firm. as before, issuing at any 
particular moment in time, the same share as it would 
have done had there been no income tax. 

When the income tax is imposed it alters the whole 
complex of business conditions at all subsequent 
times. Each individual will form an estimate of the 
company's chances of gain, different from what he 
would have done had there been no additional tax. 
The uncertainty schedule corresponding in the mind 
of the person to' the gross return on the given share, 
will, that is, be different in shape from what it would 
have been had there been no additional tax. Also 
part of each gross return that the share earns, will be 
absorbed by the new tax, causing a distortion in the 
shape of its uncertainty-curve of net return. And, 
further, the distribution of income and of capital, 
and therefore the ability of individuals in the com­
munity to purchase shares, will have altered as a 
result of the tax imposed; and the positions on their 
scales of preferences of unce~ainty-curves of given 
shapes will have altered. 

As a result of these changes, an alteration will have 
been bro,ught about in the demand schedule for the 
shares of the " given company" at each subsequent 
moment of time: ' the company will find it either 
easier or more_difficult to issue shares: through the 
tax its business will come to be on a different scale 
from what it otherwise would have been. The pools 
of capital available for the different types of businesses 
in the community will have altered as a result of the. 
tax, both in absolute and in relative size. Some kinds 
of business will find it relatively easier to get capital, 
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others will find it relatively more difficult; and the 
relative size and development of different kinds of busi­
nesses will therefore be altered as a result of the tax. 

2. These effects can be shown more neatly using 
indifference curves, as follows. In diagram II, along 
Ox let us measure the rate of interest.or profit (after 
payment of income tax), on capital invested, along 
Oy, the probability of getting the corresponding rate 

PlIICENTAGE 

~.~~~--~--,---------

DIAGRlll II 

of return as this is estimated by the person concerned. 
He may be indifferent, e.g. between a rate of return 
of 3 per cent which he believes to be certain, and a 
return of 7 per cent which he believes has a 50 per 
cent probability of accruing. The two points defined 
by these co-ordinates -- 3 per cent return, 100 per 
cent probability; and 7 per cent return, 50 per cent 
probability -- would lie on the same indifference 
curve. Following this method a complete set of in-

. difference curves could be drawn to represent the scale 
of preferences of the individual.l When we proceed 
in this way, it may be mentioned, we suppose the 
individual to take into account only the most probable 
rate of return on an investment, and to disregard the 
amount of dispersion of each uncertainty schedule. 

1 See R. H. Coase, arlo cit. p. 20. 
p 
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The individual concN'nt'l.i will survey U10 ma.rkt't 
andestimato for himsQlftbe vMioua invt'Stment oppor­
tunitiQs which it presents. lIe will hu.:e into 8{'('ount 
the stooks of 90 PQr {'('nt probability, say (as estiuUltl't.l 
by him), and consider wheUlt'r he ~ould purdmso 
that one which affords a higher rate of yield than any 
other at this probability. And similarly for Ule oUu,'r 
shares he believes to have 80, 'lOa eto., per ctmt prolr 
ability. Thus 31 per oont may be the highest yield 
whioh lle belie'1}s it po.."Isiblo to ~t with 90 per cent 
probability of its ooourrillg. If so (31 per cent, 90 per 
cent) will be one of a sel'ies of points which lie on a 
cmrve MM in the dillgrnm, one of which is bound to 
represent the final state of the investor's choice. IIo 
will eventually choose that point on tile our\'6 Mll 
whioll is on a higher inditIeren~ ourve thlln any 
other; i.e. the point at which MM booomes a hUlgt'llt 
to one of his indifference ourves, the point P in the 
diagrlllll. 

The effeot of the impo...ution of an income tlu is 
to reduoe the rate of return on whatever st.Ot'k he 
purchases; and the cur\'6 MM booomes displllCt'\l to 
the left. into the position NN say, gh-iug a llOW point 
of equilibriu.Ul Q for the share purchllsQS of this in­
vestor. In the case represelltt'li by tho dillgnun U10 
investor wO\11d P\\rc}UlSO shl\reS of a &.u,,'r kind than he 
had done previously. But it would be NlSY to show, 
by drawing another dillgl'lllll, tbat the new point of 
equilibrium might equally well corh'Sllond to tIlO pur­
obllse of shares of a more risky kind tIlan belure. 

FurtIl(~r. the inOOllle tax alters tho inoomo all\l 
capital oiroumsbmot'S of each indh-idual sul\j,,'Ctt'li to 
it; and this in itself alters bis proi'Ql't'nct.'S as ootwoon 
stooks of different degrees of riskiness, i.e. alters tho 
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indifierence ~uive diagram. perhaps in the direction 
of riskier. perhaps of safer. shares. And again. 
through the wide and pervasive economic changes 
which the income tax introduces into the economic 
system of the community. the uncertainty schedules 
of profit themselves. of many or all :firms in the com­
munity. will be altered as a result of the tax. 

3. A formal analysis of the kind we have given. 
however. does nothing to SU&,aest wh~ther. in relation 
to safe businesses. businesses that involve considerable 
risk will find capital easier or more difficult to get in 
a given income-tax regime; and the question. Does 
the British Income Tax reduce risk-taking! or. Does 
it reduce risk-taking unduly! remains unanswered. 
The total volume of investment made by the country 
will be cut down by the tax. we know; and we wish 
to discover whether the volume of investment of the 
safer or of the riskier kind will be reduced in the 
greater proportion. 

Perhaps some indications of the answer to this 
question may be obtained if we take a more empirical 
view of the matter. Let us suppose that a certain 
individual in the absence of the tax would have in­
vested the sum of £3000 annually. during a specified 
period; and with half of this sum would have bought 
gilt-edged stock and with the other half stock of a 
given, fairly risky, nature. After the income tax has 
been imposed he pays tax at the rate, say, of lOs. in 
the t, and now invests annually £2000, say. To look 
only at these two types of stock, Will he now make 
more than half or less than half of his total invest­
ment in the more risky stock ! 

Let us suppose that the yield on gilt-edged is 4 per 
cent, and the probable yield of the risky stock 1 per 
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cent (this being the modal yield in th~ probability 
schedule as conceived by him). Before the tax is 
imposed he expects, if he is fortunate, to get a 3 per 
cent higher yield on the risky than on the gilt-edged 
stock; but he knows at the same time that he runs 
a risk of loss, should luck be against the venture. 

Mter the tax, -the net yield to him of gilt-edged is 
2 per cent, that of the risky stock is 3! per cent. 
For bearing the same industrial risks as previously 
he only gets a net I! per cent above the return on 
gilt-edged. The investor, reflecting on the smaller 
gain likely to accrue now, even though the risks of 
the situation are as great as before, may decide that 
the risk is no longer worth taking and concentrate 
'his purchases either more largely or altogether on 
gilt-edged. 

It is also possible, on the other hand, that the 
investor, feeling rather impoverished as a result of 
the income tax of lOs. in the £, will, in an effort to 
increase his income, -use a larger proportion of his 
savings to purchase ~he risky shares. 

The general belief, however, and it is a very 
widespread belief, is that the effect of the tax on 
the whole will-be to make people concentrate their 
savings to a greater extent on investments of the 
safer kinds. A number of witnesses giving evidence 
before the Colwyn Committee agreed that the effect 
of th~ British Income Tax was to reduce the willing­
ness of investors to assume industrial risks, a view in 
which the Committee concurred.l 

Stamp expresses .the belief that "A moderate 
residuum of the whole class of the service of risk-

1 See Repm, pp. 142-4, 160-61, 169; also Stamp, .. Taxation, 
Risk-taking and the Price Level", Economic JO'Urnal, 1928. 
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taking is discouraged by high taxation, perhaps to 
a greater extent than any common· discouragement 
that may be postulated of energy and production 
in general, and that it is probably this risk element 
in production .which would be responsible for any 
reduced production that occurs ".1 

Meade Says "a high and progressive income tax 
will . . . reduce the incentive to spend money on 
capital development ".1 

And Robbins: "There seems little reason to 
doubt that high direct taxation does tend to damp 
down enterprise of the pioneering risk-taking type: 
and the effect of this on the general rate of investment 
may at times have even more far-reaching reper­
cussions ".a 

In the face of so much unanimity among the 
witnesses, although the effect of an income tax might 
possibly have been to increase the supply of uncer­
tainty-bearing, we come to the conclusion that it will, 
in fact (in so far as it resembles the British Income 
Tax), reduce it. 

4. The supply of uncertainty-bearing will be 
reduced by an income tax. What of the demand for 
uncertainty-bearing t One of the effects of the tax, 
we have seen, will be to cut down the expenditure of 
the rich, substituting for it, through the transfer. of 
income carried out by the Government, an increased 
consumption by the poorer sections of the community. 
The consumption of the rich which the tax eliminates, 
would have been of goods of a luxury and semi~ 

1 Arl. cit. pp. 210-11. 
• Meade, An Introduction to Ewrwmic AnolY8i.a and Policy, p. 239. 
• Robbins, .. The Long-term Budget Problem", LloydB Bank 

Monthly Review, April 1938, p. 162. 
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luxury ;nature. • Now the manufacture of these goods 
is one demanding 'uncertainty-bearing: the market 
in them is ¥nperfect and, very frequently, among 
the :first to collapse at'the onset of a slump when the 
rich curtall their luxury expenditure. There is less 
demand' for goods of this kind after the imposition of 
an income taX: the demand for uncertamty-bearing 
coming from the industries that manufacture them 
will, therefore, also be reduced} 

IIi place ofa demand for luxury goods, the income 
tax substitutes a demand for the articles of consump­
tion of the poor, food, clothing, house-room, etc. 
The market for these goods is much more dependable 
than that for luxury goods; and the industries 
which produce them make smaller demands on their 
shareholders for a willingness to bear risks. 

Thus the demand made by the industry of the 
community for uncertainty-bearing will be reduced 
as a result of the income tax, We have previously 
seen that the supply of uncertainty-bearing pro­
vided by investors will also have fallen. Both these 
movements act . in the same direction, towards a 
curtailment of the amount of uncertainty-bearing 
undertaken by the community. When the volume of 
risky enterprise is reduced in this way, the expecta­
tion must be that a slackening in the rate of industrial 
progress will result, Nor can we say that the in­
dustrial inventions which would have been obtained 
from a greater development of the luxury industries 
- which will be among the industries most affected 
- would have been useless as benefiting only the 
consumption of the rich; for in the process of pro-

1 See Reddaway, .. Special Obstacles to Full Employment in a. 
Wealthy Community n, Economic Journal, 1937. 
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gress the luxuries of t~ rIch to-daY" to-morrow 
become the necessaries of the poor,' better housing, 
better clothes, electricity, etc. The ;resl1Iting retard 
ing of technical and inventive lJrogress which is to be 
expected, is one of the costs, neceSsarily jp.c1pTed in 
securing the social and ~cono~c betterment. of the 
poor in a capitalistic community through the instru­
mentality of the income tax. 

5. Note on the depressed condition of the capital­
producing industries of Great Britain after the Great 
War. 

The depressed- condition of the-heavy industries of 
Great Britain after'1918 and befor,e 1935 his called 
forth much.99mment. During the wai'j;he capacity 
and labour force of the industries was greatly,in­
creased tp meet the special needs of the manufactUre 
of gpns, ships and other war materials,; and with a 
return to peace-time conditions, Unemployed plant.' 
and an unemployed labour force was to be expected. 
The main cause Qf this unemployment was un­
doubtedly the transition from war to peace. Yet it 
has passed rather unperceived that, among the many 
other causes, the high post-war rates of Income Tax 
will have played a part in accentuating the difficulties 
which the heavy industries were enc~untering. 

(i) The Income Tax cuts down the annual volume 
of savings and investment. But investment takes 
the form of capital goods; and the output of the 
capital-producing industries, therefore, which are 
chiefly represented by the heavy industries, will be 
reduced by the tax. 

(ii) The shares of the heavy industrie~ are widely 
regarded as being specially loaded with risk. Through 
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the greater unwillingness of investors to assume risk­
taking these industries must have found it more 
difficult to obtain capital, whether from the existing 
shareholders in the industries or by the flotation of 
new issues in the market. 

And (iii) the activities and share yields of the heavy 
industries are notoriously dependent on the course of 
the trade cycle. This fluctuation in share yield can 
be shown 1 to impose an additional burden of tax on 
the recipient of dividends and to make the shares less 
profitable to hold. 

Each of these causes must have played some part 
in making investment in the heavy industries less 
attractive in post-war Britain; and the first two in 
particular must have contributed to bring about the 
depressed state of the heavy industries of Great Britain 
before the rearmament programme commenced in 
1935. 

1 See Appendix, § 2. 



CHAPTER XVIII 

THE BRITISH INCOME TAX: HOW SHOULD WE 
ALTER IT! 

co MANY of the children of the working-classes are im­
perfectly fed and clothed; they are housed in a way 
that promotes neither physical nor moral health; 
they receive a school education which, though in 
modem England it may not be very bad so far as 
it goes, yet goes only a little way; they have few 
opportunities of getting a broader view of life or an 
insight into the nature of the higher work of business, 
of science, or of art; they mee1; hard and exhaustive 
toil early on the way, and for the greater part keep 
to it all their lives. At last they go· to the grave 
carrying with them undeveloped abilities and faculties; 
which, if they could have borne full fruit, would have 
added to the material wealth of the country - to say 
nothing of higher considerations - many times as 
much as would have covered the expe~ of provid­
ing adequate opportunities for their development" 
(Marshall, The Ecorwmics of Industry, 2nd edition, 
p.298). 

"For all men are by nature provided of notable 
multiplying glasses, through which, every little pay­
ment appeareth a great grievance; but are destitute 
of those prospective glasses, to see afar off the 
miseries that hang over them, and cannot without 
such payments be avoyded" (Hobbes, Leviatkan, 
chap. 18). 

227 
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SECTION I 

Judging a good tax system. Some remarks on 
Method 

n.m 

1. When considering the equity of taxation, 
writers almost without exception point out that it 
is useless to consider the justice of any tax or tax 
system without taking into account the shifting and 
incidence of the taxes concerned. Yet, preliminary 
admonitions about taking incidence into account once. 
passed, a writer, as he proceeds with his work on 
equity, usually lets all considerations of the incidence 
of taxes recede into the background and become 
virtually disregarded. To be sure, this achieves a 
certain economy in the effort of authorship: it allows 
the mind at one time. to become engrossed with the 
effects of taxes on prices and the flows of goods and 
services: and when this has been done, the mind, 
freed from these distinctively economic questions, 
conducts an ethical investigation into sacrifices of 
utility, what is just, what conduces to economic 
welfare and so· on. But this separation of the two 
aspects of the tax problem, the incidence and equity 
aspects,' with no :(inal bringing of them together again, 
has done much to render the theory of public finance 
sterile and void of useful results. 

To point the moral by referring to one of the most 
distinguished works in public finance, we may instance 
Edgeworth's "Pure Theory of Taxation", three 
essays published in the- Economic Journal for 1897· 
and reprinted in his Oollected Papers, vol. ii. The 
first two essays de~l with the incidence of the various 
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taxes and the third with the distribution of taxation. 
In considering how the tax burden ought to be dis~ 
tributed, Edgeworth, espousing the theory of mini~ 
mum sacrifice, arrives at the conclusion that a. tax 
system ought to aim at bringing into existence com~ 
plete equality of income. But, he says, any attempt 
to put this aim into practice would be stultified by the 
insuperable difficulties which would be encountered. 
These are the familiar diffi<)Jllties of contraction in 
output of effort by the people who, under the scheme, 
would receive the same payment whether their own 
contribution to the national income were greater or 
smaller; and difficulties connected with increase of 
population - though the difficulties which Edge~ 
worth envisaged in regard to population increase, do 
not hold good at the present day, and probably were 

• not true either of the time when he was writing­
and with infringement of the liberty of the individual. 

The difficulties of putting the principle he has 
arrived at into practice - minimum sacrifice leading 
to equality of incomes - seem. to Edgeworth to be 
insuperable. He recommends that the principle be 
pursued so far as it is found possible to "reconcile 
equality and security", such means being adopted as 
"the limitation of inheritances and the taxation of 
unearned increments, so far as these means are free 
from the dangers enumerated ".1 Though this. may 
make Edgeworth's theory consistent, it does not rob 
the .criticism of its validity that the applicability of 
his theory to any existing set of circumstances, is 
obscure and difficult to perceive.1 In fact there is a 

1 Papers, vol. ii, p. 106. 
• Cf. Seligman, Progressive Taxation in Theory and Practice, p. 286. 

Edgeworth himself was quite aware of this deficiency in his method 
and says at the outset of the section on distribution, .. The character 
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great need in discussions of the distribution of taxa­
tion, for a more intimate marriage of the theory of 
distribution with the theory of incidence. 

2. A more realistic treatment of the problem of 
distribution and one which would take into account 
the incidence of existing taxes and of any others that 
might be suggested, would be as follows: 

(a) To consider each one of a large number of 
ways of spreading a definite aggregate of taxation 
over the whole community, tracing the economic 
efiects of each type of distribution. 

(b) To consider the efiects produced when this 
aggregate revenue is spent in each of a number of 
difierent ways. 

And (c) to trace both these series of efiects at 
each of a number of difierent levels of aggregate 
revenue and expenditure. 

The instances considered under each head should 
be understood to be as numerous as it is conveniently 
possible to make them. 

H we were to consider (a) 7 types of tax distribu­
tion, (b) 10 ways of spending the total sum collected, 
and did this for (c) each of 5 difierent levels of tax 
burden and State expenditure, this would give us 
in all 7 x 10 x 5 = 350 difierent plans to be discussed. 
The space and tiple at our disposal would make any 
such method of procedure a counsel of perfection; 
but nevertheless it helps, if we keep in mind in each 
problem, this, the most appropriate method of pro­
cedure, as it seems to us, even when we are not 
following it out. 
of pure theory, deduction from received first principles, attaches not 
only to'the incidence of taxes ••• but aIso--in a minor degree, doubt­
less-to the distribution of the fiscal burden among the taxpayers .. 
(op. cil. p. 100). 
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We say that the approach we mention seems, in 
our view of the matter, to be the most appropriate; 
but we do not hold that it is to be considered as 
necessarily, or logically, the best approach, for no 
one method can be shown to be necessarily the best. 
The determination of the optimum distribution of 
taxation and public expenditure, presents, funda­
mentally, an ethical problem; and the person, e.g. the 
Hedonist or Utilitarian, who takes a different ethical 
view from that of the present author, is, of course, 
entirely within his rights in rejecting the method of 
approach which we have outlined, in favour of some 
other better adapted to his ethical outlook. 

3. The method of inquiry that we have outlined 
was vigorously championed by Barone, who himself 
made use of· it. When considering a progressive 
community, he said, going to the heart of the matter: 
" Let us suppose, by way of simplification, that we 
were able to experiment. on, shall we say, 'a hundred 
social groups, identical in every respect, but differing 
only in this, that a given tax burden - equal in all 
of the hundred groups - has been distributed in each 
one of them in a different 'way from the others. We 
will have the experiment of 100 different ways,of dis­
tributing a given burden. Then, observing these groups 
after some time-after twenty years let us say-there 
will be found in each of them a. certain increase in 
average income (with all its consequences on the dis­
tribution of income), different from that in the others. 

" Which type of distribution, among the hundred 
experimented with, will we judge to be preferable 1 
That in which the increase in average income in the 
twenty years had been greatest." 1 . 

1 E. Barone, Le Opere Economicke, vol. iii, pp. 159·60. 
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Although we may, and do, disagree with th~ con­
clusion he reaches in the last sentence, still Barone's 
procedure of judging for himself which is the best or 
optimum type of tax distribution, by attempting to 
see, so far as possible, the diJIerent effects that can 
be produced in a given community, and then choosing 
that set of effects which is most satisfying to his 
individual tastes and conscience, seems to us to be 
the best method attainable: and it is the method we 
have advocated in the preceding paragraph, although 
on a broader scale than that mentioned (here) by 
Barone, for we consider the distribution of public 
expenditure and the size of the tax burden as being 
variable, as well as the distribution of the ta."(: 
burden. 

The method we describe would, we think, be accept­
able to the numerous and important group of economists 
who desire to make economics as objective as possible, 
and to avoid the use of vague and not exactly defined 
terms such as cc economio welfare n. cc wealth n as 
defined by Professor Cannan; or cc utility" in the 
exact, but rather trhial and unreal sense in which it 
is usually employed in publio finance. Economic wel­
fare, for example, may depend on size of national 
income, distribution of national income, size of popu­
lation, working c~nditions; educational opportunities, 
public health and so on. But it is not possible to say 
definitely that a given impro~ent in anyone of 
these elenlents creates a greater increase in economic 
welfare than a given increase in anotlle.r element; 
we do not know to what extent the different con­
stituent elements ought to be weighted; and the con­
cept economic welfare can neve.r be rendered some­
thing objective about whose content everyone is 
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agreed.1 If we set forth the different constituent 
elements in economic welfare, there is no possibility 
of being misunderstood; and then no judgment need 
be expressed as to the importance of one element as 
compared with another. Facts or events can be 
described in this objective way, without the occasion 
arising for expressing a value-judgment: or rather, if 
a value-judgment is perhaps eventually expressed (and 
it is as a rule useful that the author's own opinion as 
to what is desirable should appear at the end of his 
analysis), then it -will be understood by all to be the 
personal opinion of the author which is being ex­
pressed, from which the reader who has followed, and 
who agrees with the analysis, will still be at liberty 
to dissent. It is an objective method of this kind, 
which separates out and leaves distinct each of the 
main elements, that we have advocated above: it 
deals with purely objective facts, and leaves any final 
judgment about what ought or ought not to be done, 
to be taken by the individual for himself. 

The method has another advantage. It was men­
tioned earlier that the Hedonist, for example, is under 
no compulsion to recognise the method we have out­
lined as being superior to some other which he may 
suggest. Yet, as will be perceived, this method has 
the advantage that it may be found acceptable by the 
Hedonist, the Utilitarian, or the Idealist say, whereas 
any method of deciding what is an optimum tax 
system, which is explicitly dependent on the par­
ticular system of moral philosophy held by any-one 

1 See Benham, .. Economio Welfare", Eccnwmico., 1930, who has 
pointed out the implications of this for publio finance, .. NoteS on the 
Pure Theory of Publio Finance", Eccnwmico., 1934, pp. 444-9. The 
point of view of the text is also that adopted by Henry C. Simons, 
PerllOr&Ol lru:orM Tr=Jtion (1938). 
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of these people, will in all likelihood be unacceptable 
to the others. The objective method is more general· 
than any other which can, be put forward, and this 
in itself gives it some claim to pre-eminence. 

4. Having satisfied ourselves as to the status of 
the method described, of enabling the individual to 
choose which, for him, Is the optimum tax system, 
it still remains to make the method usable in the 
problem to hand, and to show how we may judge, 
after the fashion of one who watches an experiment, 
what appears to us to be the best height and structure 
of the British Income Tax. This is the matter really 
at issue. Now we cannot take 100 or 1000 com­
munities identical with Great Britain to-day, and 
subject each one of them to different tax and expendi­
ture systems over a period of years. All we can do 
is to consider what effects would be produced in our 
community by each tax and expenditure structure, 
judging this as well as we are able from the theory 
of the incidence of the income tax given in this or 
other books, and from the theory of the incidence of 
other taxes given elsewhere. Again, partly through 
limitations of time, partly through the roughness and 
inexactness of our theory - our theory of the in­
cidence of a general income tax is quantitative only 
in a rudimentary way - we are not able to consider 
profitably even a score of different types of tax and 
revenue stru,9tures. How many can we consider with 
profit 1 The applicability and usefulness of our 
method appears tQ be more doubtful than its theo­
retical validity. 

Still, by a certain short-cut we can use what 
amounts substantially to this same method. We can 
:fix our attention on three or four main variables in 
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our community (which, in this chapter, is Great 
Britain in 1938), and examine the reaction of any 
given alteration in the rate of structure of the Income 
Tax on eacn of these variables, when the corresponding 
increase (or reduction) in public expenditure is taken 
into account. The variables on which attention ought 
to be concentrated, it appears to us,· can be picked 
out as being: 

A. The distribution oj. the national inoome.-W e 
must consider the effect that a raising or lowering of 
the Iricome Tax will have on the distribution of the 
national income, apart from its total size. It has been 
pointed out, for example, that' 60 per cent of the wage­
earners in Great Britain earn less than £2: lOs. per 
week.I The difficulties of ra.ising a family in any sort 
of decent fashion on so low a weekly income as this 
must be very considerable, and must leave both 
parents and children little opportunity of living what 
may be referred to, in a general way, as "the good 
life ". The desirability or necessity of improving, by 
means of the Income Tax or otherwise, the income and 
status of workers at the lower end of the income 
scale, we take to be beyond dispute. 

B. The size of the country's population.-A problem 
which the future will have to face, and which, although 
it may for some years close its eyes to it, the present 
generation would itself be in the best position to 
tackle, is that of preventing an undue fall in the 
population of Great Britain; and the problem is one 
common to all countries of advanced civilisation. It 
the present low rates of net reproduction 2 are allowed 

. 1 Pigou,8ocialiam Ver8U8 Oapilliliam, pp. 18·19. 
I See Harrod. .. Population and the Future", The Political Quarterly, 

1938. 

Q 
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to exist for a generation - and much more so if they 
fall still further, or last for more than a generation -
the consequences for Western countries and civilis a­
tiOI!. will be dire. The. position has been described 
and its consequences argued by others, in terms 
which seem to be irresistible and whick we need not 
stop to debate here. 

C. The size of the national income.-As well as it 
being desirable to increase the share of a given size 
of national income received by the workers, it is 
obviously desirable to increase the size of the national 
income itself. 

We will discuss the effect of raising or lowering 
the British Income Tax, and of altering the tax 
struct~e, on each of thElse three variables, A, Band 
C. This should enable the reader to select that tax 
structure which appeals to his tastes as the best 
attainable; and the one which we ourselves prefer 
will be described. 

The problem with which we are dealing here, is 
certainly one that must be tackled continuously over 
the long period. It is to the long period, therefore, 
we look; and so as to be definite we will try to take 
into account a period of about thirty years' time. 

Before discussing the alterations which might with 
advantl1ge be made in the British Income Tax, it 
seems appropriate to describe the tax as it exists at 
the present day. But first we Will indicate a factor 
on which the size of the country's national income will 

. itself depend, apart from any attempts to distribute 
it more equitably. . 
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SECTION II 

Probable movements in populatio.n and national income, 
1938-70; and the structure of the British Income 
Tax in 1!)37-38. 

5. Olie of the chief influences on the budgetry 
situation during the n~xt thirty years of time will be 
the size of the national income during this period, its 
rate of growth, or perhaps of decline. The rate of 
growth of the national income will itself depend toa 
very large extent on the rate of technical advance in 
industry, on the continuance of capital accumulation, 
and on the size of the country's population. 

As to the technical advance, we may surmise in a 
general way that improvement will be introduced at 
a rate resembling that of the last two decades, or 
somewhat more slowly.1 Capital accumulation will 
also continue to go on: and both these causes will 
play their part in increasing productivity per head of 
the industrial population and in increasing the size 
of the national income. 

The population of Great Britain, as is well known, 
is expected to reach its peak about the year 1942, 
when it will remain almost stationary for a short 
time, and then begin to decline. Here an important 
factor in the situation has sometimes been over­
looked a - it is that the size of the national income 
depends not on the total size of the population, but 

1 See "The Long·time Budget Problem ", a memorandum by a 
group consisting of Mr. O. T. Falk, Mr. T. Balogh, Mr. Geoffry Crowther, 
Mr. N. F. Hall and Mr. H. D. Henderson, The Economist, June 11, 1938, 
p.592. 

• As in the memorandum cit. by Falk and others, which takes into 
.account total population (of England and Wales). 
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on the size of the occupied population, of which total 
size of population may be a very poor indication. 
Occupied population would appear likely to vary 
much more closely in 'accordance with the size of the 
population group in the community of working age,. 
those aged 15-64 years, say, than in accordance with 
the total size of population. Now, although Britain's 
total population will begin to decline shortly after 
1940, owing to the large number of young people in 
the population at the present day, the size of the 
group aged 15 to 64 will not decline until some years 
later; and when decline in the population of working 
age does begin, it will be at a slower rate than that. 
of the total population. 

The following figures for the population of working 
age of England and Wales, are taken from the 
estimates of population made by Dr. Enid Charles.1 

Dr. Charles points out that the size of the country's 
population twenty or forty years after this, say, 
depends on a number of unknown factors, and this 
precludes the making of any quite definite forecasts: 
but, as she says, we can state fairly definitely certain 
limits within which the future size of population must 
lie. She made a " first estimate" of what she calcu­
'lated to be the upper limit of the possible total size 
of population, and a " second estiniate" of t.he lower 
limit of its possible size. The actual total size of 
population &.t any time will be somewhere between 
these two estimates. The figures we give are of the 
population of working age, 15-64 years, in her first 
and second estimates: 

1 "The Effect of Present Trends in Fertility and Mortality upon 
the Future Population of England and Wales and upon its Age Com­
position ", Royal Economic Society, Memorandum No. 55. 
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TABLE I 

SIZE OF POPULATION OF ENGLAND AN)) WALES, AGED 

15-64 YEARS, 1935-70 

I Year First Estimate, 
millions 

Second Estimate. 
minions 

1935 27·9 27·9 
1940 28·7 28·8 
1945 28·8 29-1 
1950 28·6 29-1 
1955 28·2 28·5 
1960 27-6 27-7 
1965 26·9 26·5 
1970 25·8 I 24-6 

Dr. Charles's first estimate was made on the 
assumption of unchanged fertility and mor!iality rates 
at the levels of 1933; her second estimate on the 
assumption that these rates would continue to fall at 
the rate at which they had done in a certain period 
before 1933. It is quite interesting, that, although 
the total size of population in any year on the first 
estimate is always greater than the total size given 
by the second estimate, the size of population of 
working age on the fj.rst estimate is less in the period 
before 1965, than that of the second estimate: 

The figures show that the fall in the size of popula­
tion of working age during the period 1940-70, will 
be between 10·1 and 14'6 per cent. 

Not the entire population aged 15, to 64 years 
actually does engage in industrial occupations; quite 
a large proportion of the women in the population, 
for example, do not. The tendency to a fall in the 
size of the national income through decline in the 
numbers in the population of working age, can be 
counteracted partially or wholly, if a larger propor­
portion of this population actually does follow in-
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dustrial pursuits. The greater equality of income 
among the populat~on, which the Income Tax brings 
about, will itself help to stimulate this change; more 
sons and daughters of rich families will be induced 
to find remunerative employment. But the greatest 
assistance to be hoped for in this regard, could be 
brought about through the greater emancipation of 
women, if they followed industrial occupations on a 
larger scale than hitherto, and if the professions and 
industries were rendered more readily open to them. 
The stress of circumstances, when the time arrives, 
the need which is felt for labour when our population 
of working age begins to decline, will help to bring 
about woman's economic emancipation. 

ExamiIring the figures we have given above, and 
taking this last possibility into account, we conclude 
that the number of people in Great Britain who 
actually follow an industrial occupation will not 
greatly decline during the thirty-year period to which 
we look. The nationa,l income, therefore, will suffer 
no great contraction through the population factor; 
and the expansion in it from the other factors will 
continue to go on. The total national income during 
the period, we suggest, may be expected to continue 
to increase, though~ towards the end of the period, 
at a rapidly diminishing rate. Or perhaps after 1960, 
when the fall in the size of the population of working 
age becomes -more rapid, the size of the national 
income will begin to decline. The national income of 
1970, however, would appear to be certain to be 
higher than that of 1940, taking a rate of increase in 
productivity per head through technical progress and 
capital accumulation of only 1 per cent per annum,l 

1 Falk and others regard this as a low estimate. Ibid. p. 592. 



elL xvm ALTERATION OF BRITISH INCOME TAX 241 

and a d~cline in the size· of population which is 
actually engaged in industry (setting aside the possi­
bilities of the f~her economic em~ncipation of 
women), of 14'6 per cent. 

6. In describing the British Income Tax as it exists 
to-day (1937-3S), it is easiest to start off from the 
case of an unmarried person whose income is entirely 
" unearned", i.e. is derived entirely from invest­
,ments. The other cases which arise can be reduced 
witltout difficulty to terms of this simplest case. 

The person whom we consider, pays no Income Tax 
on the first £100 which he receives. On the next £135 
of his income, i.e. until his income amounts to £235, 
;he pays tax at one-third of standard rate, viz. at. 
Is. sd. in the £. On each pound of income he receives 
above an income of £235, he pays tax at standard 
rate of 5s. in the £, until his total income attains the 
height £2000. When his income exceeds £2000, he 
pays on each additional pound which he receives, 
standard rate of Income Tax plus Sur-Tax. The rates 
of Sur-Tax at present are the following rates plus 
10 per cent: 

Rate per £ of 
Income .. tl . 

On income between £2000 and £2500 1 0 
On the next £500 to £3000 1 3 

" " 
£1000 to £4000 2 0 

" " £1000 " £5000 3 0 

" " £1000 " £6000 3 6 

" " £2000 " £8000 4 0 

" " £2000 " £10,000 5 0 

" " £5000 " £15,000 5 6 

" " £5000 " £20,000 6 0 

" " 
£10,000 to £30,000 6 6 

" " £20,000 " £50,000 7 0 
On the balance over £50,000 7 6 
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Thus. taking Income Tax and Sur-Tax together, 
we find that the total rate of tax for this unmarried 
person whose income is" unearned" ,is as follows: 

Marginal R3te of Tax 

First £100 , Nil 
Next £135 Is. 8d. per £ 

" 
£1765 5s. 

" 
" 

£500 6s. 1·2d. " 

" 
£500 6s. 4·5d. " 

" 
£1000 78. 2·4d. " etc. 

And the marginal rate of tax payable by this un­
married person whose income is entirely investment 
income, is shown by the curve ARSTU . . . in 
diagrar'n T, in which income is measured horizontally, 
and the marginal rate of tax vertically~ 

MARGINAL UTE 
OF INCOME TAX 
PER £ OF INCOME 

T'r-____________ ~, 

.~~~--------~--~C--~Dr---7E~----~~~~+f.~~ 
bDOo £2500 {_ 

DIAGRAM I 
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The person whom we are considering pays no 111-
come Tax on the first £100 of income he receives; ana. 
he is said to get a personal allowance of £100, fre­
quently described as " the lower personal allowance". 

If our taxpayer should be married, in addition to 
his personal allowance of £100 he gets a wife's allowance 
of £SO: lumping together his personal allowance and 
his wife's allowance, he is frequently spoken of as 
receiving" the higher personal allowance" of £IS0. 
The diagram above is still applicable in this case, 
showing the rate of his tax liability, if we take the 
point 0 to represellt not a zero income, but an income 
of £SO. ' 

In the same way, for each child that he has, the 
person gets a eMU's allowance of £60. This child 
allowance means that if the £60 of his income con­
cerned lies entirely within the range at which the 
marginal rate of tax is Is. sd. in the £, he avoids a 
tax payment = 60 x Is. Sd. = £5. If the £60 of income 
concerned lies entirely within the range in which the 
marginal rate of tax is standard rate, 5s. in the £, he 
avoids paying 60 x 5s., that is, he avoids handing over 
£15 to the Government. 

Next,let us consider a person who has an earned 
income and who makes his living by the 'exertion of 
personal effort. The first deduction to which he is 
entitled - and this deduction in reckoning tax is to 
be made before deduction of "personal allowance" 
.....,.. is earned income relief of one-fifth of his earned 
income. That is, he deducts one-fifth of his income, 
and treats the figure of so per cent of his income so 
obtained as if it were unearned income, subtracting 
from it the various personal allowances to which he 
is 'entitleda and reckoning his tax payment on the 
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basis of the rates we have mentionoo aboye~l 
The :reckoning of tax a.ssessment on SO per ('('nt of 

the income and not on the entire income it&>lf. in the 
case of <t ea.rned " incomes, is known as the di,fff'I'f'Htia­
lion of the Income Tax in favour of U earnoo" as 
compared with tC unea.rned ., incomes. It is one of 
the means adopted of graduating the B.ritish Income 
Tax and was introduced by Mr. Asquith in his budget 
of 1907. 

To illustrate the aboye rules for computing income 
tax liability, we have worked out three enmples in 
the Appendix. 

7. The above-mentioned allowances I't'p.re&'nt the 
position in I't'gard to the indindual. A joint-stock 
company is assessed to tax at the standa:rd .rate of Ss.. 
in the £ on the whole of its profits: and at this stage 
it is immaterial to the Inland ReYenue Jkpartment 
for the purposes of assessment, whether the profits 
are distributed as dividends to shal't'holders or allo­
cated to reserve~ When the company is distributing 
dividends it deducts Income Tax at standa:rd rate from 
the payments it makes to shal't'holde.rs, a dividend 
of 5 per cent, say~ representing a net payment of 
1 )( 5 per cent, i.~~ 31 per cent. The company may 
refer to its dindend as one of 31 per cent to free of 
tax ", or else as one of 5 per cent. 

If deduction of tax at standa:rd .rate in this ""Sr. 
impo...qes a larger tax payment on the :recipient of 
dindends than that to which he would have ~n 
liable had he :rect'iYed the dindends without deduc­
tion of tax, then he can claim. and will :receh~ flOlD 

1 ~t ~ ~ is sub~' lo aD allo_bk lUUimU'" ," 01.)0. 
This is the amount of J\'lW.f OIl all eamM m.:-o- of £1301.\ Ul,.Y ~ 
inrome aoo", this ~"Uft bftng 1uable ill ~nl'tl..Y tM ~- -r M 
"~~ 
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the Inland Revenue Department, repayment of the 
amount of tax by which he has been over-assessed. 
Again, the shareholder's liability to Sur-Taxis reckoned 
so that its amount is independent of whether deduc­
tion of tax from dividends had been made at source 
or not. 

The main advantage of this method of collection 
is that income only comes into the hands of the 
recipients after tax on it has been paid by the com­
pany, which has· no incentive to avoid payment­
evasion is greatly reduced. Seligman says that 
"stoppage at source ... is perhaps the chief cause 
of the great success of the English Income Tax ".1 

The end result of the method is that a joint-stock 
company pays Income Tax at the standard rate on the 
'I1I.lYne'gs it places to reserve: and 'the individual recipi­
ent of dividends makes a payment of Income Tax 
which depends only on the total income he receives, 
and which is neither increased nor diminished by the 
administrative device of deduction of tax at source. 

Now if we take the simplest case - the others 
follow a similar principle - of a company in which 
the only class of shareholders are ordinary share­
holders, clearly in this case the ownership of the 
moneys which the company allocates to reserve is to 
be attributed to the individual shareholders in the 
company, the amount to be imputed to each being in 
proportion to his holding of shares. In so far as money 
allocated to reserve pays Income Tax at standard rate 
whether the individual shareholders of the company 
be rich or p~or - since ownership of the moneys is 
really to be attributed to the individuals -,. the 

I Seligman. T"M. lfUJOWWl Taz, 1st edition. p. 216. See also Spaulding, 
T"M. lfUJOWWl Taz in (hetJI Britain aM 1M. United Statu, p. 229 f. 
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British. Income Ta~ in this respect is not a p~rsonal 
income tax. That this is so Ipust be regretted in a 
tax whose aim and intention is to allocate the tax 
burden in proportion to the ability of the individual 
to bear it, as judged by his total income and such 
circumstances as whether his income is earned or 
unearned, and the number of his family dependents; 
but we will content ourselves with an expression of 
regret without suggesting any means for remedying 
this defect in the tax. 

SECTION III 

How to alter the Income Tax 

8. A-the Income Tax as a means towards assur­
ing the working classes a greater proportion of the 
national income. 

A single person whose income is entirely earned, 
pays no Income Tax until his income exceeds £125 
a year. If the person concerned be a married man 
whose income is earned and who has no children, he 
does not become liable to the tax until his income 
exceeds £240 a year; or, if he have a 'family of two, 
until it exceeds £375. Thus the Income Tax itself 
cannot be said to, press heavily on those in the lower 
ranges of income. We can definitely say, therefore, 
that there is no call for a reduction in the rates of 
Income Tax, or for an increase in personal allowances, 
or children's allowances, so far as end A of policy, 
the improvement ofthe position of the working classes, 
is concerned. 

If we take a broader view of the problem and 
attempt to see the Income Tax in perspective, we will 
wish to view it, not as an individual item, but in 



ClI. xvm ALTERATION OF BRITISH INCOME TAX 247 

rela~ion to the rest of the British tax system. Now, 
although they may pay little or nothing Qirectly in 
Income Tax, the poorer classes in Great Britain do 
bear a considerable burden of taxes, but of indirect 
taxes. The Colwyn Report showed that in the fiscal 
year 1925-26 a family consisting of t'Yo adults and 
three children, with an earned income of £100 a year, 
paid 12 per cent of its total income to the Government 
in food taxes, tobacco and beer taxes and entertain­
ment duty. Similarly, a family with an income of 
£150 paid 12 per cent of its total income to the 
Government in indirect taxation. On the other hand, 
a faJl!ily with an income of £500 a year paid only 
half that proportion in taxes of all kinds, 6 per cent. 
The figures given in the Colwyn Report are reproduced 
below, and the earlier figures in the series are illus­
trated by the graph (diagram II). 

TABLE III 

THE PERCENTAGE OF TAXATION PAID BY VARIOUS SIZES 

OF INCOME, 1925-26 

(The taxpayer is assumed to be married and have three 
. children. . Income wholly earned) 

YearJy Income Total Burden of Taxation as 
a Percentage of Income 

.£ 

100 11-9 
150 11-6 
200 10·2 
500 6·2 

1,000 11·0 
2,000 15·2 
5,000 23·2 

10,000 31·2 
20,000 37-5 
50,000 4404 

1 Report, pp. 94-5. 
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The figures we have qU9ted refer to the fiscal year 
1925-26. Since that date the burden of indirect taxes 
weighing on the poor has increased: a general system 
of tariff duties was established in 1932 and, in addi­
tion, Government manipulation and quota schemes 
have raised the prices of bacon, beef and milk. The 

PUCEIII'ACI! OF TOTAL 
INCOIOIE PAID IN 

TAXATION 

s 

DIAGRAM II 

burden of taxation on a faInily with an income of 
£100 or £150 a yearis now more than 12 per cent. 

Whether the tariff duties of 1932 should be re­
moved, however, the average person would not be 
prepared to ~ay from considerations of ·standard of 
living alone- the standard of employment, the 
bargaining power of Great Britain among the nations 
and other questions affecting policy would require to 
be debated first. SiInilarly the bacon, beef and milk 
~chemes would require to be considered mainly from 
the point of view of strategy and an agricultural 
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policy for the country; and the present is not the place 
where this can appropriately be done .. It must, there­
fore, be the duties in force when the Colwyn Committee 
was writing its Report, to which we look. Let us see 
whether any case exists for their retention or reduction. 

The figures given in Table II certainly suggest that 
a first step needed to improve the circlUllstances of the 

TABLE IIII 

PERCENTAGE BURDEN OF THE VARIOUS GROUPS OF TAXES 

ON THREE SIZES OF INCOME (INCOME ALL EARNED) 

Yearly Income 

£100 £150 £200 , ----
Percentage burden of Income Tax and 

Super-Tax .. .. .. 
Percentage burden of Death Duties .. .. ... 

" " 
Food taxes 2·7 2·1 1-6 

" " 
Entertainment taxes 0·2 0·1 0·1 

" " Tobacco taxes 2·7 2·7 2-4 

" ." Alcohol taxes 6·2 6·7 6·1 
----

Total percentage tax burden 11·9 11'6 10·2 

poorer sections of the community, may be to reduce 
the burden of indirect taxation to which they are 
liable. Table III analyses how the burden of this 
indirect taxation is ~ade up. Of the average income 
of £150 per annum, for example, food taxes absorb 
only 2·1 per cent, and the tax on entertainments only 
0'1 per cent. The burden of indirect taxation on the 
incomes of the poor, therefore, arises only.to a com­
paratively SlIlalI extent from taxes on food or enter­
tainments. The main burden of indirect taxation 
arises from the taxes on alcoholic drinks and on 

1 Report, pp. 94-5. The corresponding figures for 1934-35 are given 
by Ursula K. Kicks, The Finance of British GOIJernment, 1920-1936, 
p.277. 
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tobacco: and it would'be difficult to make out a C'ase 
that would be accepted by a majority of people as 
showing that taxation of beer, whiskey and tobacco 
should be :reduced. Other means must be sought for 
improving the conditions of the poor. 

The main instrument of improvement is,. with little 
doubt, the group of social services which had grown 
up slowly before the end of last century and which 
have expanded quickly since then. 'Ye will only 
pause to point out the advantages of these services : 
on the one hand they do much to remove some of the 
main fea.rs from the shoulde.rs of the working classes, 
the fea.rs of unemployment, of sickness and old age : 
and on the other, they improve the health and educa­
tion of the people of the country, enabling them to 
live fuller and more useful lives. Nor is there any 
indication that. the social services of Great Britain 
have yet arrived at a stage when further expansion 
in them would cease to be advantageous, if this could 
be financed in any way that was free from marked 
difficulties. Such a means, we believe, can be found: 
extensions of these services could be financed out of 
revenue which the Government could obtain by higher 
:rates of income taxation. By extending and develop­
ingthe social ser.vices, and at the same time imposing 
higher :rates of Income Tax, the end could be achieved 
of securing a greater proportion of a national income 
of any given size to the poorer classes of the com­
munity. Not only so, but the manner in 'which the 
standard of living of the poor was improved, by means 
of carefully selected .social services, would be such as 
most people agree to be good and improving for those 
who benefit. 

It is tnle that to :raise the :rate of the Income Tax 
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in order to do this, would tend. to reduce the size 
of the national income by cutting down capital forma­
tion and risk-taking. The changes in Income Tax 
ought, therefore, to be framed in such a way as to 
minimise losses to the national income from these 
sources; and we go on shortly to show the manner 
in which this might be done. 

9. B - the use of the Income Tax to lessen the fall 
which is going to take place in the size of the country's 
population. 

The present system of children's allowances in the 
Income Tax has been shown to be equivalent to giving 
a subsidy of £5 to a person whose income is such as 
to bring the relevant portion of his income wholly 
within the range at which tax liability amounts to 
Is. sd. in the £, the range AD in diagram I (above) ; 
and a subsidy of £15 if the relevant portion of his 
income falls entirely in the range BC, in which liability 
is at 5s. in the £. A person whose income is too low 
for him to require to pay Income Tax gets no djrect 
assistance by way of tax remission; but he may be 
considered to benefit indirectly from free education, 
and free health and other services for his children, 
which are partly financed out of revenue collected 
by the Income Tax. 

At the present day the need of this country for 
children, mainly because of political reasons, is great. 
It can be said that a person who raises a healthy child 
is doing a good turn to the State. At the same time 
the fashion of the childless marriage, or the marriage 
with a single child, is becoming increasingly popular. 
In view of this, I would suggest the following as being 
a satisfactory guiding principle as regards children's 

B 
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allowances in the Income Tax: if a couple have three 
or four children, then their economic position ought 
to be scarcely inferior on that account, to that of another 
couple who have the same income but no children~ 

Indeed, some case could be made out for the 
economic position of the couple with children-i.e. 
the income left to them after all expenses attendant 
on feeding, clothing and educating their children have 
been met - being as· good as or better than that of a 
couple with the same gross income who have no 
children. But taking into account the danger that 
people might come to have children in order to make 
a money profit, it seems preferable to state the prin­
ciple in the qualified form above, in the hope that 
this woul.d suffice to meet the practical needs of the 
situation. 

Now the cost of raising a child to a person in the 
range in which income is taxable at Is. sd. in the £, 
is much greater than £5 per year; and in the range 
where income is taxable at 5s. in the £, much greater 
than £15 per year. The money burden of children to 
their parents, causing a lowering of their standard of 
living, must in any age, and particularly in a hedon­
istic age like the present, be a deterrent to people 

. from having children. Hence, in accordance with 
our principle B, child allowances in the Income Tax 
ought to be made larger, perhaps three or fuur times 
their present height (though the reader may judge 
that, for his part, the consequent loss that this would 
entail under the principles A and C, would make such 
a change seem inadvisable). 

As the practical completion of this principle, at 
the lower end of the income scale at which people 
pay no Income Tax, a system of family allowances 
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ought to be adopted whereby they are paid for raising 
children. Free education, free boots, milk, clothes 
and medical attendance for school children, could be 
made part of such a scheme. 

The recommendations we make in regard to prin­
ciple B, like those in regard tQ principle A, will require, 
if decided upon, an increase in the rates of Income 
Tax and Sur-Tax, together with, perhaps, a small 
increase in Death Duties. Before a Chancellor of the 
Exchequer could induce Parliament to accept any­
thing like the necessary rises in taxation, he woula 
have to persuade it that no unduly serious conse­
quences would result. "But", the objection would 
be made to such a proposal, "if you raise Income 
Tax and Death Duties, then you redu~e savings and 
cut down capital structure: you curtail the volume 
of risk-taking; you retard technical progress. The 
nation will fall·liehind in the race as compared with 
other nations. The standard of living of the poor, 
after a lapse of a number of years, instead of being 
higher as a result of your schemes, will be lower; and 
eventually, in the general worsening of the situation, 
population also would be reduced." These possi­
bilities and objections must no.w be considered. 

10. C-how to use income-tax policy as a means 
towards maintaining as far as possible the rate of 
growth in the size of the national income. 

It is true that the advantages to be gained under 
the two earlier principles have been at the expense 
of disadvantages to be borne, should they be decided 
upon, under our third principle. The higher rates of 
Income Tax and Sur-Tax required to finance the 
changes suggested would lead to a reduction in the 
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volume of savings of the country, and a reduction in 
the risk-taking by entrepreneurs, both of which would 
have an adverse efIect on the size of the country's 
national income.1 . 

But .not all that can be said in favour 'of the 
changes suggested under the principles A and B has 

. yet been said. To realise the benefits described, the 
aggregate yield of the income taxes must be rais~d; 
and this higher yield must, because of the proposed 
increased children's allowances, be obtained from a 
smaller amount of assessed income. A channel of 
relief, however, remains open, permitting us to reduce 
the loss, in a falling national income, which would 
result from a straightforward raising of the rates of 
Income Tax and Sur-Tax -'we may manipulate the 
structure of the income taxes in such a way as to 
make the curtailment in the growth of the national 
income as small as possible. Instead of a simple rise in 
the rates of Income Tax and Sur-Tax, we may finance 
the alterations we have suggested, by taxing income 
saved at one rate and income spent at another and a 
much higher rate. For instance, to mention a purely 
hypothetical figure, income saved might be taxed at 
4s. in the £, income spent at 7s. or 8s. in the £. 

This would help to induce people in all ranges of 
taxable income to save rather than to spend; since, 
under the scheme, the State would absorb a large 
proportion 'of any money that they spent on goods 
designed for their own consumption, whereas if they 
built a new factory or installed new plant, i.e. saved 
their money and invested it, the Government would 

1 Compensating factors from the side of improved health and educa­
tion of workers might be brought in: but we leave them out of account 
80 as to state the case against the changes we propose at its strongest. 
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be mucl~ more lenient in its demands. Tl1e standard 
of living of the rich, as.represented by the consump­
tion goodS which they bought, would, on this. scheme, 
be c~ailed much more severely' tha~ it is by our 
present system of taxation. At the same time, as.' 
little bar as possible would be placed to the services. 
they rendered to industry; for when they used their 
income to establish industrial projects, from which not 
they alone but the whole community would benefit, 
they would be taxed at a comparatively low rate. 

By taxing income saved at a low rate in com­
parison to income consumed, we should hope and 
expec~ to maintain the total volume of investment 
at a satisfactory level, even though the change, 
raising a larger revenue. from a smaller assessed total 
income, were equivalent to a stiffening in the rates 
of Income Tax. And if the total level of invest~ent 
were sufficiently high, we should expect that the 
volume of risk-bearing undertaken by the community 
would also remain on a high enough level. The total 
volume of investment appears to be the index to 
which we should give most attention. 

We would desire to see a gradual introduction of 
the changes which we propose, spread over a period 
of ten or fifteen years say, and avoiding any sugges­
tion of abrupt change. Also the reasons behind each 
step which was taken should be carefully explained 
to the puplic, and the gain in equity of the tax con­
fidentlyasserted. The econOInic basis of the scheme 
appears to be sound; and the main further essential 
for its success would be to secure the conviction in 
the community generally of the justice of the re­
modelled Income Tax and its power as an instrument 
of political and social betterment. 
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II. Fisher, Einaudi and Pigou advocate that 
income saved should be tt:l1011y exempt from income 
tax, which should be levied only on income consumed. 
The proposal we make, that income saved should be 
taxed, but at a lower rate than income spent, is for 
a system intermediate between the present system 
and the one which these authorities hold to be pre­
ferable. That it is nearer to the present system than 
theirs, and would involve a less great and less sudden 
jump than would their proposal, must be accountw 
an advantage in it; for the evolution of the British 
fiscal system has been one of piecemeal change. 
Again, the solution we suggest is more general in its 
nature than that of taxing savings at a zero rate, 
which would represent one possible case falling under 
our scheme - and a case which might eventually be 
chosen, but if so, only after it had been approached 
gradually t'ia successive changes, each reduction in 
the rate of tax on income saved and the accompanying 
rise in the rate of tax on income consumed, being 
carefully examined as to its effects on investment and 
consumption and, through them, on the .industrial 
situation generally, before deciding whether or not to 
proceed to a further alteration of these rates. There 
should be perpetual and untrammelled experiment to 
discover the optimum tax system. The writers we 
have mentioned, on the other hand, commit them­
selves to a ~ero rate of taxation on income saved. 
Perhaps they are led to do so by over-emphasis on the 
view that under a general tax on income, like that of 
Great Britain or the United States, saving is subjected 
to double taxation; but this, as we go on to suggest, 
is a rather misleading interpretation of what does take 
place. (See Chapter XIX inira.) 
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No doubt certain administrative difficulties would 
be encountered 1 in putting the scheme we propose 
into practice; but after the achievements in organ­
isation of ·the totalitarian countries, particularly of 
Germany, it would be a severe comment on our demo­
cratic countries to hold that an administrative change 
of this kind could not be introduced. 

12. To s~arise, we have proposed the following 
changes: 

(i) That the social services should be ex¥nded and 
the revenue to do this obtained by raising the rates 
of Income Tax and Sur-Tax. 

(ii) That child allowances in the British Income 
Tax should be increased to several times their present 
height, and this concession supplemented by a system 
of family allowances for the benefit of people in the 
lower-income ranges. 

(iii) That the system of income taxation in Great 
Britain should be remodelled, so as to tax consumed 
income at a higher rate than income saved. 

SECTION IV 

Two possible objections to the proposals 

13. Any number of ends of policy in addition to 
the three mentioned above, may be brought forward; 
and the greater the number of ends taken into account 
the more complete, but the less clear, Will the treat­
ment become. Which particular ends are esteemed 

1 Regarding the possibility of constructing an income tax from which 
savings are exempt see Pigou, A Study in Puhlic Finance, p. 143 f. ; 
Irving Fisher, .. Income in Theory and Income Taxation in Practice", 
Econometrica, 1937; and a simplified account of this, .. A Practical 
Schedule for an Income Tax", The TtU: Magazine, July 1937. 
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sufficiently important to be selected for discussion, 
will depend on the system of valuations of the indi­
vidual concerned. If we have regard to more than 
the three ends of policy which we have mentioned, it 
will be found that the changes which we have recom­
mended in the British system of public finance have 
other advantages and disadvantages which have not 
so far been taken into account. We wish to draw 
attention to two disadvaI\tages of the changes. The 
first relates to a possible state of war. 

In time of war the higher the level of taxation 
existing at the commencement of hostilities, the less 
scope there is for additional taxation for specifically 
warlike purposes. If the Income Tax at the beginning 
of the war is 6d. in the £, and is increased to Is., the 
tax yield will, if the administrative system is as 
efficient as that of Great Brit,ain or the United States, 
almost double. But if the Income Tax were to be 
raised from 6s. to 8s. in the £, through " avoidance" , 
i.e. the more intensive search and use of loopholes in 
the law to escape tax payment, and through illegal 
evasion, the increase in yield of the tax would be by 
less, perhaps much less, than 33 per cent. A Govern­
ment which commences a war with a high level of 
income and other taxes, will experience more difficulty 
in raising its tax revenue than one which starts off 
with a lower level of taxation. 

Great· Britain, in this respect, was fortunately. 
placed at the beginning of the Crimean War, the Boer 
War and the Great War: the rate of Income Tax at 
the beginning of each of these was low and the yield 
of the tax responded excellently to rise in rate, pro­
viding a powerful instruri:lent of war finance. This 
is seen very clearly in Table IV : 
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TABLE IV 

HEIGHT AND YIELD OF THE BRITISH INCOME TAX AT THE 

BEGINNING AND END OF THREE WARS 

Height of Income Tax Yield of Income Tax 

(\) at Beginning, and (i) at Beginning, and 
(ii) at End of War (ii) at End of War 

Crimean War (i) 7d. in £ (i) £8'3 millions 
(ii) Is. 4d. in £ (ii) £16·0 

" 
Boer War (i) 6d. in £ . (i) £18·0 

" (ii) Is. 3d. in £ (ii) £38·8 
" 

Great War ". (i) Standard rate Is. 2d. (i) £47·2 
" in £ 

(ii) Standard rate 6s. in £ (ii) £291-2 
" 

Should another war occur, Britain will be less 
favourably situated in this respect than in the past. 
So also, we 'may reflect, will the other countries con­
cerned, for a rising level of taxation has been: true 
of all countries since 1914; and this may rob our 
present ,high level of taxation of some of its danger. 
But not of all, for perhaps in the future only demo­
cratic countries will rely on the income tax as a main 
instrument of war finance, while totalitarian countries 
will have other means open to them. 

If we look at the problem in its economic aspect, 
clearly the necessity which confronts a country in time 
of war, is to place as large a proportion as possible of 
its productive resources to the manufacture of war­
like goods - the total resources of the community, 
we may safely assume, will be employed in time of 
war in one fashion or another. 

The effect of an income tax iato transfer a larger 
proportion of the community's income to the poorer 
people, the transfer being partly direct, by transfer 
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of income (as in old-age pensions), partly indirect, by 
extension of the other social services (e.g. health 
services); and it is much more difficult for a 'govern­
ment to bring about a reduction in the standard of 
living of the masses of the people, by curtailing social 
services say, or in any other manner, than it is for 
it to reduce the standard of living of the small nUmber 
of rich people. The economic problem involved in 
carrying on a war, therefore, is much more intractable 
if there is a high level of income tax in force at the 
beginning of the war, than if the rate of income tax 
had been low. Likewise the financial problem is more 
difficult, for there is less slack in the tax system, 
which could have been taken up by raising the rates 
of income tax and of other taxes. 

A democratic country with a high rate of income 
tax, n;right resort, in the early stages of'a war, if it 
were able, to measures of inflation, while trying at 
the same time to keep money wage rates constan~. 
This would reduce real wage rates of the workers and 
inflate profits, which could be transferred to the 
Government by the existing (or better still, higher) 
rates of income tax, and by Government loans. A 
democratic country might be able to carry this out 
if its Government were "strong" and the country 
united in its view of the needs of the situation. For 
it to be able to do so, the working classes of the 
country would have to be persuaded of the equity of 
the tax system and its efficiency as a means of pre­
venting the rich from profiting at the expense of the 
other sections of the community. 

14. We can now amend the conclusions we had 
reached before this in discussing the ends A, Band 0, 
and say that if it is believed that there is a good 
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chance of the occurrence of war in the future, and if 
efforts at inducing general disarmament end in failure, 
then rearmament and not extensions in the socia.l 
services will be the main need. The end A for the 
time being loses much of its importance. In that 
event the analysis we had previously given will 
have established the alternative conclusion that higher 
rates of Income Tax and Sur-Tax than those existing 
in 1937-38 in Great Britain,. could be imposed to 
finance the rearmament; and that this could best be 
done under a system in which income spent was taxed 
more heavily than income saved. 

This would avoid the need to issue loans to rearm. 
The power to issue loans" (home or foreign) should be 
held in reserve and at its full strength until the 
occasion for using it in war itself arose, if it did arise. 
Indeed, to foster instead of impair the ability to raise 
fresh loans, it might be of advantage to the country, 
while rearming, to payoff small quantities, even 
though they were only very small quantities, of the 
National Debt: the psychological impression that 
this left on potential subscribers to the Government's 
war loans might greatly repay the effort. The policy 
which it appears to us ought to be followed, in financ­
ing rearmament, therefore, would be very different 
from that adopted by the British Government ill 

the period after 1935. 
Furthermore, in the system we recommend, in 

which saving and expenditure are taxed at different 
rates, there would bea much closer scrutiny than at 
present into the income situation of the individual: 
and this during the war might enable some sort of 
conscription of wealth to be made and not of man­
power only, as in the past. After the expiry of 
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hostilities, when the effort was being made to " get 
back to normalcy", the statistics of income in the 
hands of the Government might yield very useful 
results if it were desired to make a levy on war 
wealth. 

15. Next, it may be that a policy of increasing the 
. Government's total tax revenue - and this is the 
policy. which we advocate ~ will make a further 
objective of policy more difficult to realise, that of 
stability of the economic system and its freedom from 
periods of great unemployment. 

Robbins says: "It is at least arguable that, in a 
free economy, the higher the proportion of the national 
income which goes as taxation, the greater is the 
probability of fluctuations in yield and the greater, 
therefore, the probability of disturbances in the 
running of the national economy arising from such 
fluctuations. It is all very well to say that with a 
properly planned budgetary system these disturb­
ances need not arise. The fact is that even the best 
of budgetary plans are likely to go wrong and that 
the larger the budget the more difficult it is to forecast 
what happens independently of the budget. The 
experience of the last few years in the United States 
and elsewhere seems to suggest t:ttat, once budgetary 
expenditure reaches a certain status in the national 
economy, it tends to supplant other forces as the 
pace-maker of the whole system: the independence 
of the free forces is suspended ".1 

Morgenstern states forthrightly: "It has become 
apparent in the present world-economic crisis that one 
of the principal fa~tors. making for its protracted 

1 Robbins, "The Long·term Budgetary Problem ", Lloyd8 Bank 
'.pIonthly Re.view, April 1938, p. 164. 
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duration lies in the extraordinary height of State 
budgets and social charges ".1 But Morgenstern's 
expressionol opinion is more definite than is justified 
by the present state of theorising on this problem. 

The argument lying behind these expressions of 
opinion is that in times of trade depression a given 
system of taxes yields a lower revenue to a Govern­
ment.1 "The incomes of those dependent on it, e.g. 
old-age pensioners, builders of roads and naval vessels, 
teachers, etc., will, therefore, fall off to some extent; 
while the effort to. partially restore their incomes to 
their former levels will lead to" some increase in the 
rates of ta.xes levied. At such a time the depression 
is deepened" from the side of demand by the reduced 
incomes of the government dependents; "and, if the 
Government attempts to balance the budget by extra 
taxation, the depression is further deepened by the 
rising taxes making conditions more" difficult .for 
entrepreneurs. 

Again, the greater the amount of its normal tax 
revenue and public expenditure, the more difficult 
and dangerous will be the expedients to which the 
Government will be pushed; for example if it decides 
to run a budget deficit, this deficit will be the larger. 
In truth, during the next, and perhaps during the 
next two or three depressions, no one can feel per­
fectly certain which policy a Government placed in 
these circumstances would be best to follow; it may 
require the occurrence of a number o£ trade cycles 
and depressions before economic theory on the topic 
and Government prac~ice emerge successfully from 

1 O. Morgenstem, The Limits oj EC07Wmica, p. 98. 
a During a trade depreasion the yield of an income tax falls off in 

a particularly great degree. 
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the test of experiment. In the next depression there 
will be disagreement as to which policy ought to be 
followed, doubt as to which policy will be followed, 
and doubt as to the results that the policy selected 
will produce. When there is so much doubt concern­
ing budgetary policy, and the quantities involved are 
very large, the economy runs grave risks of meeting 
difficulty and frustration. Hence, the argument con­
cludes, the greater the amount of revenue raised in 
taxation, and spent by a Government in its normal 
budget, the greater will be the difficulties which the 
community experiences in trade fluctuations. 

As·against this line of reasoning we must take into 
account some arguments of Keynes, who believes 1 

that one of the causes of JJ. trade depression is to be 
found during the period of the preceding boom, when 
the rich, out of their rising incomes, attempt to save 
more money than thab quantity for which, at the 
existing level of consumption, it is possible to :find 
investment opportunities.. The larger the height of 
the direct taxation in .. the country, the greater will 
be the proportion of the national income which :finds 
its way into the pockets of the poor; and the attempt 
to over-save will be less strong, with smaller dangers 
of reaction towards a slump. . This is the opposite 
view to that of Robbins and Morgenstern. 

Which of these two views of the matter is, on 
balance, the more important, cannot be said categoric­
ally. It may be that with the .object of diminishing 
the intensity of trade fluctuations, a higher level of 
taxation will be an advantage; or it may be a dis­
advantage. Even though, however, it were to be 
agreed that it is a disadvantage, the present author 

1 The General Theory oJ Employment, Interest and Money, p. 321. 
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would still feel impelled to advocate a secular rise in 
the height of income taxation in Great Britain, with 
the object of financing the social ends which have 
been mentioned.1 

1 See also the note on budgetary policy in the trade I?ycle, infra, 
p.307. 
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CHAPTER XIX 

THE THEORY'OF DOUBLE TAXATION OF 'SAVINGS 

1. THIS theory was given its present form by John 
Stuart Mill.l It seeks to show that in the case of a 
general income tax from which savings are not 
specifically exempted, savings are taxed twice as· 
compared with income spent, which is taXed once 
only. We quote the famous passage in which Mill 
sets out this view: 

"Unless savings are exempted from income tax, 
the contributors are twice taxed on what they save, 
and only once on what they spend. A person who 
spends all he receives pays 3 per cent to the tax, and 
no more; but if he saves part of the year's income 
and buys stock, then' in addition to the 3 per cent 
which he has paid on the principal, he pays 3 per 
cent annually on the interest itself, which is equiva­
lent to an immediate payment of a second 3 per 
cent on the principal. So that while unproductive 
expenditure pays only 3 per cent, savings pay 6 per 
cent: or more correctly, 3 per cent on the whole, 
and another 3 per cent on the remaining 97." • 

Irving Fisher gives the theory an interesting 
formulation by selecting the case of three brothers 
A, Band C, each of whom has a different attitude 
to savings.· A is a spendthrift; he spends his 

I Ita earlier history is traced by MacGregor, .. Taxation of Savings .. , 
Economica,1936. 

• J. S. Mill, Principlu 01 Political Economy, edited Ashley, pp. 813·14. 
• Irving Fisher, The Nature 0/ Capital and 17UX¥f11tl, p. 250. 
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money at the rate of £2000 a year and so his fortune 
lasts only six years. B adopts the conservative policy 
of spending only the interest on his money, main­
taining the capital intact. While C lets interest 
accumulate at 5 per cent on his fortune for fourteen 
years, and thereafter is able to derive from it a 
perpetual income of £1000 a year, instead of £500 a 
year as does B. . 

If a flat rate tax of 10 per cent exists, of these 
three brothers, Fisher shows, A, the spendthrift, 
could compound for all his tax payments by making 
a. payment of £157 at the time when he inherits the 
fortune. To compound similarly, B would have to 
pay £1000; and C, the most careful of the brothers, 
would require to offer a payment at the same date of 
£1714. Under such a system, says Fisher, savings 
are penalised. 

Pigou also upholds the view set forth above. His 
treatment is directly in the tradition of Mill; and, 
since the whole theory, and discussion of it, tends to 
revolve round subtleties and the meanings of words, 
we give the passage from his works: . 

" An income tax . . . differentiates against saving, 
by striking savings both when they are made and 
also when they yield their fruits. Thus, a general 
permanent income tax at the rate of x per cent strikes 
the part of income that is spent at this rate. But, if 
£100 of inco~e is put awayfor saving, it removes £X 
from it at the moment, and, thereafter, removes also 
some part of the fruits yielded by it. . . . Let us 
suppose that the saver's investment is a permanent 
one, so that the principal is never withdrawn. Then 
the secondary taxation amounts every year to x/l00ths 
of the fruit of the £(100 - x) that are actually turned 
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into the investment. The total effective rate of tax 
per cent is, therefore, [X + x/l00 (100 - X)]; that is, 
x(2 - x/l00). Thus, the effective rate on saved income 
is practically double the rate on spent income when 
the tax is small." 1 

2. The theory which we have summarised, how­
ever, would seem to be unsatisfactory. If we accept 
the proposition that money saved is taxed twice as 
compared with money spent on consumption goods, 
then, since taxation reduces a capital sum of £100, 
if it be spent on consumption goods, to £(100 - x), 
adopting Pigou's terminology, we should expect that 
in the case of money saved it would reduce the capital 
sum to £(100 - 2x); or, in the more exact form, to 
£(100 - 2x + x2/100). This we know it does not do. 
£100 on which income tax has to be paid has the· same 
capital value, whether the money taxed is destined to be 
devoted to consumption purposes or to savings. If the 
money is to be devoted to consumption purposes, the 
net capital value of £100 to its owner will be £(100 - x); 
and if the money is to be saved, the net capital 
value of £100 to its owner will likewise be £(100 - x). 

Thus the theory that money saved is double­
taxed, is unsatisfactory at this point. 

It is mainly on this ground that Guillebaud likewise 
dissents from the theory that savings are double-taxed. 
He puts it thus : 

"If a man has saved £100 and placed it on deposit 
in his bank the value of his holding continues to be 
£100, irrespective ·of whether he pays no income tax 
at all, or income tax at the rate of 2s. 6d. qr 5s. in 
the £. The opposite view would lead to the absurd 
result that the investment of £100 is no longer worth 

1 Pigou, A Study in Pvhlic Finance, p. 139. 
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£100 the day after it has been made, but some smaller 
sum." 1 

Ricci has said (if we put "£" in his argument 
instead of " a loaf of bread" so as to bring out the 
meaning. of the passage): when a new tax has been 
levied, " Nothing has altered as regards the rates of 
exchange between £' s that are to be consumed and £' s 
that are to be saved: one £ which is to be consumed 
immediately, is always worth one £ which is to be 
saved ".2 . 

3. Can a more satisfactory view of the facts be 
advanced in place of the theory of double taxation 
of savings ~ A theory in the following terms would 
seem to be. a preferable way of regarding the whole 
matter.S 

Suppose an individual to earn £200, £100 of which 
he spends on consumption goods and the other £100 he 
saves. Let i per cent be the rate of interest he receives 
on the money he saves and invests: since he has got 
to pay income tax on the interest he receives on this 
money, let us refer to i per cent as being the gross 
rate of interest. The net capital value to the indi­
vidual of the £100 which he spends on consumption 
goods is £(100 - x). 

From what we have said in criticism of the theory of 
double taxation of savings, this also must be the net 
capital value to him of the £100 gross which he saves. 
It comes about in this fashion. The gross rate of 
interest is i per cent. But, since, of every £i that a 

1 Guillebaud, "Income Tax and the J;>ouble Taxation of Savings ", 
Economic Journal, 1935, p. 486. 

a Ricci, "La taxation de I'epargne", RetJUe if Economie Politique, 
1927, p. 879. . . 

8 See Ricci, art. pit.; and more particularly his article " L' imposta 
unica ilui consumi non necessari ", Giomale degli Economisti, 1913. 
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person receives as interest on the money he saves, he 
must pay x per cent, i.e. £ix/100, in the form of taxa­
tion, the net rate of interest that he receives after the 
tax has been imposed, is (i -ix/100) per cent. Each 
year he will receive on the gross capital of £100, or 
net capital of £(100 - xl which he saves, a net revenue of 

£(100 - x) i ( 1 -I~O) I~O' 
A net revenue of this amount capitalise~ at the net 
rate of interest mentioned, will be (since we are simply 
reversing the last step in the reasoning) 

£(100 - x) i (1 - x/100) 100 
100 i (I - x/IOO) 

=£(100 -x). 

This view of the matter appears to be more free from 
misleading implication than the theory that saving 
is double-taxed. 

Again, c:lifierent individuals in the community­
whether this community be that of real life and 
graduated taxation, or else the hypothetical com­
munity that we envisage - will be required to pay 
income tax at c:lifierent rates. Another individual, for 
example, may be required to pay tax at the rate of 
y per cent. The net value of a gross income of £100 
to. him, whether he saves it or spends it, will be 
£(100 - y): the net rate of interest on it, should he 
save it, is i (I - y/IOO) per cent. But this introduces 
no new complication into the theory. 

4. The view of the facts stated can be illustrated 
by a diagram.1 . 

Still thinking in terms of the individual who 
1 Ricci, art. cit., Giornale, § 14. 
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obtains an increment of income of £200, and pays 
income tax on it at the rate of z per cent, let OA, AB 
in the diagram each represent £100. Let CB, DA 
each = £:t. Measuring time along the horizontal axis, 
let 01 equal one year, 12 equal another year, etc. 

The capital value of the £100 which the person 
consumes, is, after the tax, equal to AC . 

D~~------------~~--------------~ 

o~--------------~-----------------z~-~ 
DIAGRAM I 

If the gross rate of interest is 5 per cent, let DE 
be drawn parallel to the time axis and make EF equal 
to 5 per cent of OD and GF equal to z per cent of EF. 
(Weare assuming simple interest to be paid on the 
capital sum; the case where interest is reckoned at 
a compound rate needs only a small adjustment.) 

In the diagram the net capital value of the £100 
which is saved, is, after the tax, equal to OD (which 
is equal to AC). It is shown to· be growing at the 
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gross rate given by the slope of DF, but at a net rate 
given by the slope of DG. 

At the end of the first year, the person, if he choose, 
may consume EG, the net interest on the capital, 
leaving the capital value IE at that moment of time, 
the same as it had been to begin with; and the whole 
process can be repeated in the . second, third and 
following years. This would be represented by plac­
ing a succession of geometrical figures similar to the 
first, in order along the axis of time. (See diagram I 
in which one additional such figure is sh~wn.) 

5. Pigou speaks of an income tax from which 
savings is not exempted, as di:fferentiating against 
saving and in favour of spending.1 He is envisaging 
a case such as that of a community in which a tax 
of 10 per cent is imposed, and in which prices and 
incomes re:rp.ain unchanged. This reduces a gross 
income of £1000 to £900 if the money be spent: but 
if the money be saved it reduces the sum invested to 
£900, and in addition reduces the interest on it from 
5 per cent, say, to 4·5 per cent. ' 

Yet even in this, the most definite instance that 
can be cited in favour of retaining the title " double 
taxation of savings", the economic significance of what 
takes place is obscure; sufficiently vague and obscure 
indeed, as to render any title so definite as' double 
taxation misleading in the definiteness of the pheno­
mena that it suggests. 

Let us consider the tax of 10 per cent just cited. 
As a result of it, an individual will cut ~own both, 
the amount of his saving and the amount of his 
expenditure. He may cut down the amount of his 
saving more than the amount of his expenditure: or 

,lOp. cit. p. 140. 
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the reverse maybe the case. There is nothing in 
theory to suggest that either of these two alternatives 
is the more likely. As much as we can say, is that 
it has been the prevalent view that the supply curve 
of savings, over tp.e relevant, portion., slopes upward; 
so that the average individual will save less when 
-there is a fall in the net rate of interest on his savings. 
There will. be some individuals, it is true, who are in 
the opposite case from this: e.g. a person who is 
saving to purchase an annuity of given amount will 
now require to save a larger capital sum than he 
formerly would have done. But individuals of this 
kind, it is generally believed, will be the exception. 
Only, as we have said, theory does nothing to suggest 
whether for the average individual and for the com­
munity as a whole, the contraction' in the amount 
saved or in the amount spent on consumption goods 
will be the greater. If it were to be the case, that, 
when the tax is imposed the amount saved by the 
community as -a whole, falls in a less proportion than 
the amount spent on consumption goods, would it 
still be considered desirable to retain the title" double 
taxation" of savings as compared with income spent 1 
One would, at any rate, use the title with less assur­
ance, than if the reverse had been the case. 

6. Quite independently of the reasons given, a 
further set of reasons exist, quite different in nature, 
some of which in themselves might well be considered 
of sufficient importance for discarding the theory that 
saving is double-taxed. This is because the theory 
of double taxation has a number of different aspects. 
The aspects of which we have just treated may be 
referred to as the accounting aspect and some portions 
of the theory in its economic aspect. Other portions . 
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of what may be broadly termed the economic aspect 
of the theory, have been dealt with earlier in the text, 
where we consider the effect of the· income tax on 
population, the volume of capital and some of the 
other main economic variables. 

But, in addition, the theory has what may be 
termed an interpretative aspect and a moral aspect. 
The interpretative aspect of the theory, which is a 
logical or analytical aspect relating to the meaning 
of words, analyses the nature of the capital, of the 
interest, and of the tax concerned, in such a way 
as to bring out the manner in which saving is or is 
not double-taxed. Some writers put forward a very 
elaborate interpretative scheme. Einaudi does this to 
show that saving is double-taxed = De Viti does it to 
show that saving is not double-taxed.1 Criticism of 
the interpretative aspect of these theories need not be 
given here. The interpretative aspect of the view we 
have put forward, emphasises that money saved is 
not taxed twice, but that what happens is that the 
money saved is taxed once, and that then the interest 
on it, which represents new wealth produced at subse­
quent periods of time by·means of the savipgs, is also 
taxed. This view is illustrated by diagram I, which 
shows the nature of the process that takes place 
through time; it shows the amount of capital,the 
rate of gross interest and the rate of net interest, at 
each moment in time. 

7. Of the writers whose views we quoted, holding 
that saving is double-taxed, for example, Mill, Fisher 
and Pigou agree that it is morally undesirable that 

1 See Einaudi's main writings on the subject, .. Intomo a1 concetto 
di reddito imponibile e di un sistema d' imposte sui reddito consumato .. , 
Memorie della Reale Accademia delle Scienze di Torino, 1912, and I, Ottima 
imposta ". eit.; and De Viti de Marco, op. cit., Book n, chap. 10. 
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savings should be taxed more heavily in this way, 
than money spent. 

J. S. Mill says, "No income tax is really just from 
which savings are not exempted ".1 

Fisher speaks of taxation of this kind being 
" inequitable taxation - double taxation to the saver 
and remission of taxes to the spendthrift ".1 

Pigou says that an income tax from which saving 
is not exempted, is inferior from the standpoint of 
least sacrifice to one from which saving is exempted.' 

On the other hand, De Viti, who considers, from 
the point of view of analysis, that there is no double 
taxation, likewise considers that there is no moral 
problem of how to exempt savings from taxation. 

These and other examples which might be given 
of this coincidence of economic and moral viewpoint, 
suggest that the two strands of reasoning, the moral 
and the analytical, have not been held as separate 
from one another as wo~d be desirable. Clearly, 
however, in so far as the theory of double taxation 
of savings is a purely economic theory, it should be 
quite possible to take the view that no double taxation 
exists, and yet to affirm that savings ought to be less 
heavily taxed than under a certain given system of 
taxation; or, vice versa, to hold from the analytical 
point of view that double taxation of savings does 
exist, but that morally the situation is quite satis-

• lOp. cit. p. 814. \I Op. cit. p. 255. 
sOp. cit. p. 142. 

In the case of Einaudi's work it is not the aim of this author to show 
that savings ought not to be taxed. Einaudi employs the theory of 
double taxation of savings as a means to a general discussion of the 
problem of taxation. See Fasiani, .. Sulla teoria dell' esenzione del 
risparmio dall' imposta", Memorie della Reak Accademia delle Bcimze 
di Torino, 1926, p. 1, footnote; and Benham, .. Notes on the Pure 
Theory of Public Finance", Economica, 1924, p. 445 f. 
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factory. The coincidence of the economic and moral 
judgment in most discussions, suggests some confusion 
between the two aspects. In itself, the title " double 
taxation of savings" is far from being the purely 
neutral and scientific term which it is so needful to 
have in economic analysis. The term suggests ethical 
consequences to the mind: and this in itself would be 
an argument against its use. 

8. The formulation alternative to accepting· the 
theory that savings are double taxed, which we have 
given in the preceding pages, is due to Ricci; yet 
in the most "recent article i~ which he sets forward 
his views on the matter, that writer leaves himself 
open to certain criticisms. . 

In it, Ricci speaks as if the State aided in the 
creation of the new wealth produced by means of the 
savings, and therefore as of right claimed a share in 
such new wealth by way of the income tax.1 He 
commences his analysis wi~h an hypothetical case in 
which a railway is conducted by private enterprise 
and charges traders for the services it renders. Then 
the railway is taken over by the State, which charges 
the same amount as before for the same services as 
before; but this time the charge is made by means 
of the income tax. This tends to introduce the 
implication that it is· right that the State should 
levy such a tax, including a tax on the yield· of 
savings. 

Argumentation of this kind is unnecessary, and 
when introduced can hardly help being misleading. 
It would be desirable that all the relationships 
pointed out in economic analysis should be purely 
neutral and scientific; that is, they should be state-

1 Art. cit., Rewe, 1927, p. 864. 
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ments of quantative relationships existing between 
different econonllc variables. 

The second objection to Ricci's argument would 
relate to its form, but not to its substance: some­
times moral aspects of the question are introduced 
in the middle of a piece of economic analysis. The 
effect on the mind of the reader is not clarifying. 

Both of these objections attach also to the dis­
cussion of double taxation given by Guillebaud, who, 
after he has given the matter some consideration, 
states the conclusion that" to exempt savings from 
taxation would be to differentiate unfairly against the 
non-savers, whose burden of taxation would become 
correspondingly heavier ".1 

It might be argued in favour of Guillebaud's 
treatment that he has already, earlier in the article, 
dealt with the economic analysis of the problem; 
and that having thus examined the issue he now 
states his moral judgment upon it. To some extent 
this mll1y be true and would afford some justification 
of Guillebaud's treatment. Yet on the whole, I 
think it would fall short of a complete justification. 
The aim of economic analysis, as Robbins points out, 
should be to show all the implications of each choice 
of policy. B And it is only after he has expressed this 
moral judgment, that Guillebaud goes on to consider 
the effects of an income tax on total income and on 
income spe~t respectively, on the rate of interest, 
and, by implication, on prices and on distribution. 
Logically, such analysis, designed to show some of 
the major results of the different possible lines of 

1 Arl. cit. p. 490. 
B Cf. Robbins, PM Nat'lM'e and Significance oJ Ewnomic Science, 

chap. vi, Section 5. 
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policy, should, I think, come before the expression 
of the moral judgment on the question. Thiscriticism 
may appear to be hair-splitting. But in practice the 
admixture of economics and ethics, which is so 
frequent in the subject, is undoubtedly retarding the 
progress of the science of public finance. 

Guillebaud introduced a· conception of the State 
similar to that held by Ricci, both authors in this 
point following De Yiti. 

"The State", says Guillebaud, "through the 
exercise of its general function as a co-operating 
factor in the productive organisation of the com­
munity, and through the expenditure of the revenue 
which it··receives from the taxpayers, will increase 
the productivity of the capital accumulated by the 
action of the savers above what it would have been 
in the absence of the State. The State is accordingly 
entitled to a share in this additional income." 1 

This conception of the State in public finance is 
not a tenable one. Reasons for rejection of the 
concept need not be given here, lleyond showing its 
unsuitability by a single example. Suppose that the 
State raises the rate of income tax in order to increase 
the pensions given to old people. No necessary 
increase in the productivity of the factors employed 
in production need result. A more purelyscientmc 
view of the State is needed than that advanced by 
De Viti, and accepted here by Ricci and Guillebaud. 

9. Finally some criticism may be attempted of 
Professor MacGregor's paper "The Taxation of 
Savings", in particular as regards his interpretation 
of the argument of J. S. Mill. To quote from 
MacGregor's argument: 

1 Arl. cit. p. 489. 
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"Mill says that if a tax of R per cent is imposed 
on an income, part of which is going to be saved, the 
result will be that the taxpayer will reduce both his 
expenditure and his savings by exactly R per cent. 
This assumption is essential to his argument. . . . 

"I do not understand why none of his critics 
have pointed out this obvious and quite disqualifying 
objection to his formula, which is thereby at once 
dissolved." 1 

After a perusal of the relevant portion of Mill's 
work, I am unable to agree that Mill either states or 
suggests that when a tax is imposed on income each 
person will cut down the amount of his saving and 
the amount of his consumption by the same per­
centage. Nor does Mill's argument appear to me to 
rest on such an assumption, any more say, than 
Professor Pigou's does. 2 

I think, in this same regard, that Professor 
MacGregor is rather unfair to Ricci. In the article 
of Ricci's that MacGregor cites,3 it is true that a long 
algebraic example is used in which each one of a 
large number of persons is assumed to cut down his 
saving by 10 per cent and his consumption by 10 per 
cent, owing to the imposition of a tax. The reason for 
this, however, if I understand it rightly, is not because 
the assumption is necessary to the argument, but only 
because it simplifies the arithmetic. In the article, 
Ricci says, before proceeding to discuss an arithmetical 
example that had been given by Einaudi : 

1 Art. cit. p. 391. 
2 Professor Pigou has replied in similar terms to the criticism of 

MacGregor, Ecorwmica, 1937. 
3 MacGregor, art. cit. pp. 400-401. • Ricci, like Mill', says Mac­

Gregor, • believes that an income tax will diminish savings and expendi­
ture by the same percentage.' 
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"Si un nouvel impot general ~ur les revenus de 
10 p. 100 survient, il frappe Titus en lui enlevant 
1,000 francs ou pains. Quelle repercussion exercera 
ce nouvel impot sur la distribution que fait Titus 
entre consommation et epargne 1 La question est 
importante et sera analysee tout a l'heure, mais ici, 
pour la discussion de l'exemple d'Einaudi, elle n'a pas 
d'interet."l 

Later he points out that: 
"Dans une etude que j'ai recemment publiee, j'ai 

montre comment, sous certaines conditions, une 
diminution dans Ie taux d'interet peut induire un 
homo oeconomicus a augmenter son epargne." 2 

When we are dealing with· a large number of 
people, however, he considers it probable that the 
imposition of a tax will lead to a fall in the amount 
of savings supplied and so cause a rise in the rate of 
interest. 

Moreover, in the earlier J1rticle,3 in which Ricci 
had developed his views on double taxation more 
fully than he does in the later article, he makes no 
reference whatever to the assumption to which 
MacGregor refers. Ricci's investigation, therefore, 
appears ~o be more general in its scope than Professor 
MacGregor considers it . 

. MacGregor, further criticising Mill, says .: 
"Mill's formula leaves unanswered a serIOUS 

inference from it. 
"That inference is that the Government must be 

getting more taxation than it requires. For,if the 
rate of taxation is R per cent, and this represents 

1 Art. cit., Revue, 1927, p. 878. 
B Ibid. p. 881. (Author's own italics in both quotations.) 
• Giornale, 1913. 

T 
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the cost of the public services, then R per cent of the 
expenditure, plus nearly twice that proportion of 
the savings, is more than R per cent of the whole 
Income. 

" I see no escape from an impossible conclusion, 
so long as we adhere to what Mill and other sup­
porters of his argument actually say." 1 

Again I would be unable to agree that Mill any­
where expresses this meaning. Rather, what he has 
in mind, it appears to me, is that the Government 
raises by taxation just as much money as its public 
expenditure requires; but that a larger portion of 
its revenue is traceable to moneys that have been 
saved than is traceable to moneys that have been 
spent (that is, in so far as its revenue is derived 
from a general income tax). Money earned at the 
present moment, say, and spent at the present 
moment, is only taxed once, viz. at the present 
moment ;. yet if this money had been saved, it would 
have yielded fruits which would have been taxed 
again at later dates. Thus in . this sense money saved 
seems to bear more tarxation than money spent. If 
this in fact be Mill's meaning, then he does not 
commit the confusion in thought to which Professor 
MacGregor alludes. 

Frequently in . the course of his discussion 
MacGregor alternates between arguments that are 
economic in their nature and others that are moral. 
This alternation we have held, has an obscuring efiect, 
and we have made a piea for the clear distinction 
between arguments of these two kinds. 

1 Art. cit. p. 393. 



CHAPTER XX 

CO-OPERATIVE SOCIETIES AND THE INCOME TAX 

SECTION I 

The economic effects of taxation of co-operative reserves 

1. THE main controversy at the present time in 
relation to the taxation of co-operative societies, 
centres round whether or not the sums placed· to 
reserve by these societies should be subject to Income 
Tax. Before 1933 such sums placed to reserve were 
not taxed. In that year a Committee was appointed 
under the chairmanship' of Mr. W. H. Raeburn to 
inquire into the matter and make what recommenda­
tions to the Government it thought suitable. The 
Committee recommended that moneys placed to 
reserve by co-operative societies should be taxed at 
the standard rate of Income Tax: and legislation was 
introduced into Parliament by· the Chancellor of the 
Exchequer, Mr. Neville Chamberlain, giving effect to 
this recommendation. 

2. First, let us consider the changes in the prices of 
the goods and the quantities of the goods they sell, 
that will be brought about by taxing co-operative 
reserves at standard rate. ,Here it is easy enough to 
reason in realistic terms, and with regard not to a 
stationary community, but to a progressive one such 
as Great Britain in the twentieth century. The 
volume of retail trade and other trade in the com­
munity is increasing. The larger the reserve made 
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by any fum in this developing community, the 
greater will be the rate of increase in the amount of 
its trade. 

The effect of subjecting the reserves of co-operative 
societies to taxation, will be that, in any year either 
smaller sums of money will be placed to reserve, or 
else less "divi" 1 will be paid to members, than 
would otherwise have been the case. Or, more likely, 
the loss sustained through having to pay Income Tax 
on reserves, will lead to both smaller sums being 
placed to reserve by societies and smaller sums being 
paid out in " divi ". 

The lessened rate of accumulation by reserve will 
entail, after the lapse of a period of time, a smaller 
business organisation,. a lesser volume of trade and a 
smaller number of members. The reduced rate of 
" divi" paid, will also lose the society members and 
custom. 

Alterations brought about by the new tax measure, 
in the prices which societies charge for their goods, 
are likely to be small. The pollcy followed by most 
societies, is to charge the same prices for their goods 
as .are' charged by the retail stores with which they 
compete. The prices in these concerns will not be 
affected.. by the tax change: neither, therefore, will 
prices,in the stores of their competitors, the co-opera­
tive societies. 

Trading will be carried out at an unaltered price 
level; but the volume of trade of the societies will 
contract with lapse of time. This appears to be going 
to be the main result of the tax legislation. 

In districts where the volume of trade done by 

1 The refund to members is referred to as "divi" to distinguish 
it from dividend payments on shares. 
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co-operative societies is an appreciable fraction of the 
whole, the effect on prices may be for a rise to take 
place in the short period, both for co-operative stores 
and for other retail shops. But if, stimulated by the 
higher level of profits, new capital flows into retail 
trading in these districts, the price rise will be wiped 
out both for the societies and the retailers. 

A closer view of the retail market would discover 
that often there is not complete price uniformity as 
between co-operative societies and retail stores. Some 
co-operative societies make it their policy, in order 
to increase their rates of" divi ", to sell price-main­
tenance goods at the same prices as other shops, 
since they have to guarantee to do this before they 
will be supplied by the makers; but goods with no 
:fixed prices the co-operatives sell at a little dearer 
than others. Perhaps the margin between the prices 
charged by co-operatives and the prices charged by 
others, for goods whose prices are not stipulated by 
the makers, will wid,en in the future, as a result of 
the taxation of co-operative reserves. Raising prices in 
this way would help to keep both" divi" and reserves 
nearer their old levels (or the levels they would have 
had, had no tax been imposed), even tho.!lgh the 
societies carry a new tax burden. . 

Other co-operative societies to-day, sell price main­
tenance goods at their :fixed prices and other goods 
at lower prices, although this is done at the expense 
'of lower rates of " divi ". The margin between these 
lower prices and the prices charged by outside sellers, 
will probably in some cases be gradually reduced as 
a result of the 1933 tax legislation. In this case also, 
small· price increases in goods sold by co-operative 
societies will have resulted. 
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Each price increase, and each fall in rates of 
" divi ", will tend to lose th~ societies a certain amount 
of custom. A practical problem for the managements 
(and annual general meetings) of the societies, will be 
whether to make the adjustment to the new tax situa­
tion by raising prices, or by reducing "divis", or 
by reducing allocations to reserve. No policy of price 
alteration can avoid the tax payment: so long as the 
societies place moneys to reserve, tax must be paid. 

SECTION II 

Is it just to tax co-operative ,.es~ ? 

3. The position of the societies in regard to Income 
Tax. 

The following table, which is convenient for refer­
ence, sets out the position in regard to Income Tax, 
of co-operative societies as it had existed before 1933 : 
the table is one furnished by the Board of Inland 
Revenue in their evidence before the Raeburn Com­
mittee and reproduced iIi. its Report. 

As it does not appear in the table, it is well to add 
that before (and after) 1933, dividends paid by co­
operative societies to shareholders have been liable 
to Income Tax at rates depending on the liability of 
the individual shareholder concerned; i.e. there is no 
deduction of tax at source. 

The only change in the situation since 1933 has 
been, as we have explained, that money placed to 
reserve by the societies has been made liable to tax. 

4. The constitution of co-operative societies. 
The whole question of the equity of taxing co-
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operative societies turns on the constitution of these 
societies. There are several kinds of co-operative 
society registered under the Industrial and Provident 

INCOME TAX POSITION PRIOR TO THE LEGISLATION OF 1933 

Co.operatlve Society Comp""y 

Schedule A 
Annual value of pro-

perty owned and 
occupied Pays Income Tax Pays Income Tax 

Rents from property 
owned and let to 
tenants 

" " .. " " " 
Schedule B 

Profits from the occu-
pation of land 

" " " " " " 
Schedule D 

Interest on Govern-
ment Stocks . Exempt 

" " " Trading profits • JJ PaYIl Income Tax 
on excess of 
trading profits 
over Schedule 
A assessments 
on business 
property owned 

Deposit interest and 
other interest re-
ceived in full with~ 
out deduction of tax 
(e.g. interest on 5 
per cent War Loan) 

" Pays Income T~x 
Dividends and interest 

on investments (e.g. 
shares, debentures, 
mortgages) 

" " " " Income from foreign 
securities or foreign 
possession JJ " " " 
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Societies Acts, the two main being retail distributive 
societies and wholesale societies; but we will sp~ak 
as if we were considering only retail societies, since 
the case of the wholesale societies is exactly similar. 

It appears that there also exist a number of 
societies 'registered under the Industrial and Provi­
dent Societies Acts and ,known as co-operative 
societies, which have nothing in common with these 
societies, and ought not to have the same legal status. 
But we disregard these bogus co-operative societies in 
the treatment of this chapter.1 

A retail co-operative society is financed out of two 
separ~te types of capital, share capital and loan 
capital. In terms of the Act under which these 
societies are incorporated, no shareholder can hold 
more than 200 £1 shares in a society. Any person 
can obtain as many up to 200 shares (or up to some 
smaller number depending on the exact terms of the 
articles of incorporation), in a society, as he wishes 
to purchase. On these shares interest is paid at a 
rate which is determined by the annual general meet­
ing of the members of the society. This rate varies 
in rough accordance with the market rate of interest, 
or the rate obtainable on Government stocks. It 
hardly ever, even in a single instance, has risen above 
5 per cent. During the years 1930 and 1931 the 
average rate paid on share capital was 41 per cent: 
by 1935 the average rate had fallen to 31 per cent.1 

In addition, a co-operative society has another 
type of capital, loan capital, represented by sums of 
money lent to it by members. This :money may be a 

1 See Carr-Saunders, 'Sargant Florence and Peers (editors), Gon­
sumers' Go-operation in Great Britain. p. 468. 

~ J. A. Hough, Dividend on Go-operative Purchases, p. 183. 
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direct loan to the society by a member, or may take 
the. form of the accumulation of a sum of undrawn 
" divis "; or it may be a loan made to the society 
by a Co-operative Savings Bank. The rate of interest 
on loans of this type also varies in conformity with 
the market rate of interest. 

We can look on the society as paying for its loan 
capital, a rate of interest no higher than that at 
which the capital is to be got elsewhere when the 
same good security is offered. Hence the people 
who lend this loan capital to the society, get a rate 
of remuneration on it that does not depend at all on 
the size of the society's profits. These providers of 
loan capital will be indifferent whether the society's 
profits or its reserves be increased at any time, or be 
diminished: they receive the market rate of interest 
on their money, so to speak, whatever happens: and 
payment to them is a first charge ,on the society's 
assets in case of banJpuptcy. Their position is similar 
to that of the holder of a mortgage or a debenture. 

5. Is it a surplus or a profit that the societies 
earn t 

Those who' believe that,co-operative societies are 
undertaxed - or were before 1933 - usually repre­
sent the societies as earning profits, part of which 
they distribute to their members 'as " divi ", placing 
the remainder to reserve. The societies themselves, 
stating the case agaiIist levying taxation on them, 
deny that they earn a.nything in the nature of a 
profit: what they earn, they maintain,is not a 
profit but a "surplus". The gains of the societies 
arise from the dealings of a number of members 
among themselves; and, they hold, a body of people 
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cannot make a profit out of themselves. Therefore 
such gains are not to be regarded- as profits, but must 
be a su,rplus, the surylus of mutual trading. ' 

The analogy that the co-operatives here seek to 
draw, is between, for example, what takes place when 
some members of a family render services to one 
another, but nevertheless (in the eyes of the Depart­
ment of Inland Revenue) create nothing in the nature 
of a profit which is taxable. Or, if a dozen consumers 
join forces and buy a good, so that each gets his 
supply of it cheaper than he would do by individual 
purchase, then again (so far as the Department of 
Inland Revenue is concerned), nothing that is deemed 
to be profit arises. 

The contention that the excess of receipts over 
costs of co-operative societies, is a true surplus in 
the sense of this analogy, has given rise to a great 
deal of wrang~g. The contention was accepted as 
valid by the Departmental Committee on Income Tax 
of 1905; but the Royal Commission on Income Tax 
of 1920 rejected the notion, so far as the portion of 
the !' surplus" placed -to reserve was concerned­
this part of the " surplus", the Commission held, was 
profit. Among economists Pigou 1 and the author of 
the chapter on the taxation of co-operative societies 
in the recent work edited by Carr-Saunders, Sargant 
Florence and Peers, Z accept the idea of a surplus as 
being valid: while Stamp,S Fay' and MacGregor 6 

1 "Co.operative Societies and Income Tax ", Econumic Journal, 
1920, p. 157. 

2 Op. cit. pp. 467·8. 
8 Report of the Royal CommiBBion on Income Taz (1920), Reservation 

on pp. 166·7. 
, "Co-operators and the State ", Econumic Joumal,1933, p. 415. 
6 "Profit and Mutual Trading", EnterpriBe, PurpOlJe and Profit, 

p.190. 
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reject the notion of a co-operative surplus, holding 
that it really is a profit. ' 

A reservation to the Report "of the Royal Com­
mission of 1920, which is signed by Stamp and Sir 
William McLintock, says: "In our view the question 
whether the principle of ' mutuality' prevails to put 
the tangible resUlts of human effort outside the 
category or working definition of. ' profits' is one of 
degree .... 

"Where the aggregation of individuals serving 
each other is very large, and they are for the most 
part unknown to each other, commercial methods 
and tests must prevail, and the element of mutuality 
becomes less dominant and too diluted to justify 
alone a plea for exemption from taxation. Moreover, 
the advantages tend to become averaged out, and to 
have no definite relation to the individual interest. 
Thus, the 'divi' on particular purchases has no 
necessary connection with the true surplus price 
charged thereon, and is only a rough adjustment to 
reach cost price over the trading as a whole."l 

The factors which Stamp and McLintock point 
out here, it is true, make it difficult to accept the 
idea of the existence of a co-operative surplus of the 
same kind as arises when a few friends. agree to the 
joint purchase of a commodity. The contrary idea, 
however, that what the co-operative societies earn is 
a profit, is hardly more tenable. In so far as the 
co-operative profit is a return on capital, it is on a 
capital which has been accumulated out of co-opera­
tive reserves made in the past; and even though he 
wished, the individual member would be ,mabIe to . 
obtain any cash equivalent in exchange for his 

1 Reservation cit. p. 166. 
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" share" of the capital involved. To some extent, 
also, the "profit" which the societies earn is a 
return on the good-will which they enjoy through the 
loyalty of their own members in purchasing from 
them. Thus, the resemblance of the co-operative 
surplus to the reward which the shareholder in a 
joint-stock company gets for exposing his capital to 
the risks of industry, is not very strong. 

We ourselves do not propose to take any definite 
side in this question of whether or not the excess of 
co-operative receipts over costs is a surplus or a 
profit: it seems to partake of the nature both of a 
profit and of a surplus. We find, however, that it 
is possible to prove satisfactorily that even if the 
co-operative" surplus" is regarded as being a profit, 
still, moneys placed to reserve by the co-operative 
societies ought not to be taxed, if it is people's incomes 
which we wish to make liable to the Income Tax. 
To develop this line of argument, therefore, we will 
speak as if co-operative societies earn profits and not 
surpluses. 

It would still be open to those who believe that 
the co-operative surplus is a genuine surplus, and not 
a profit, to contend that concessions ought to be 
granted to the societies additional to those that follow 
from the argument which we will give.- but that 
would be another chapter of reasoning. 

6~ Respects in which the member of a co-operative 
society resembles, and respects in which he differs 
from, the shareholder in a joint-stock company. 

A natural comparison to make is that between the 
co-operative society and a joint-stock company; and 
for simplicity let uS compare the society with a joint-
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stock company in which there is only one class of 
shareholders, ordinary shareholders. The society and 
the company must each incur certain costs for 
materials and labour in the conduct of its business. 
If the company prospers, and its profits increase, the 
wages that the workmen receive (in a competitive 
labour market) will remain unchanged: the people 
who benefit will be the ordinary shareholders - they 
are the "residuary legatees" to the whole series of 
transactions in which the joint-stock company is 
engaged, taking what is left of the total receipts after 
all costs necessary to the conduct of the business have 
been met. The- whole of these profits need not be 
distributed in dividend payments to the ordinary 
shareholders: usually, part of the profits will be dis­
t~buted and the remainder placed to reserve - but 
ownership 'of the reserve will really be vested in the 
ordinary shareholders, and moneys placed to reserve 
in the company will be imputable to each of them in 
proportion to his share-holding in the company. 

In the case of the co-operative society, the residuary 
legatee can neither be the shareholder in the society 
nor the person who makes loans to it; for the reward 
of each of these is fixed independently of the amount 
of profit or surplus that the society makes. (See § 4.) 
The residuary legatee in the case of the society, ~here­
fore - in 80 far as the analogy holds good - will be the 
member of the society, who benefits or fluffers accord­
ing as the profit of the society rises or falls. The 
member comes into possession of part of this profit 
when " divi " is paid. The remainder of it, after dis­
tribution of " divi ", is placed to reserve; and this, too, 
would be attributable to the ownership of the indi­
vidual members of the societr. Just as the extent of. 
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an ordinary shareholder; s ownership in the reserves 
of the company would be regarded as being in pro­
portion to the amount of his holding of shares, so the 
extent of the ownership' of a member in the moneys 
placed to reserve by a co-operative society, would be 
taken to be in proportion to his rate of purchasing 
goods from the society .. To repeat, the total profit 
of a society is distributed between payment of" divi " 
and allocation to reserve; the individual member's 
ownership in both of these, would, taking this view, 
be regarded as being in proportion to his rate of 
purchasing. We know that his receipts of'" divi " 
are proportioned to this amount. Ownership in· the 
moneys placed to reserve would be imputed to the 
individual member on the same principle. 

At the same time, this view, which would regard 
the position of the member in a co-operative society 
as closely similar to that of the shareholder in a joint­
stock company, is again not without its difficulties. 
A difference - perhaps a fundamental difference­
between the shareholder in a joint-stock company and 
the member in a co-operative society, is that any 
money which the society allocates to reserve has the 
effect of increasing the value of the shares of each 
shareholder in it; but there is no benefit of this kind 
to the member of a co-operative society. The society's 
allocation to reserve may enable the member to get 
slightly highe~ rates of "divi" on his purchases in 
the future;" but also the purpose of the reserve is 
generally regarded as being to increase the number of 

. the people with whom the societies trade; in which 
case, as contrasted with the case of the joint-stock 
company, the benefits of the reserve, financially at 
least, do not go to the people making it. And, should 
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a m;ihber die, or cease to purchase goods from th~ 
society, n~ither he 'nor his heirs will get any financial. 
benefits from the money that ha.d been placed towards 
the society's reserve; instead of being distributed to 
him. 

Despite the importance of these 'differences, we will 
speak as if we regard the position of the co-opera­
tive member in relation to his society as being identical 
with that of the shareholder in relation to the joint­
stock company; and we will· impute ownership of 
a society's reserve to the members in it. This,'like 
the view that co-operative someties earn profits and not 
surpluses, will represent th:e position of the someties, or 
their members, in the least favourable light, so far as 
claims for tax exemption are concerned. We adopt 
this line of argument in order to find out the maximum 
amount of taxation to which the societies could, with 
any show of reason, be made liable. 

7. The British or any other Income Tax ought to 
be levied on a person's income; and for the sake of 
clearness we may add, on the real income in terms 
of goods and services which he receives. This prin­
ciple would appear to us to be impossible to contro­
vert, and on it the rest of our subsequent analysis is 
based. 

A person has an income of, say,- £200 a year. Part 
of this he spends at a co-operative store which sells 
to him goods at the same prices, we will suppose, as 
they are to be had elsewhere. When he has spent 
his income of £200, the person has received value to 
the same amount. In addition, we will regard him as 
receiving from the co-operative society, a payment 
of " divi" equal to £10. This also he spends. His 
real income in all amounts to £200 plus £10 =~210. 
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The last £10 we have agreed to regard as being in the 
nature of a profit. It is on an income of £210, there-­
fore, that the person ought to be assessed to Income 
Tax. Other things being equal, including the prices 
at which the societies sell goods, co-operative " divis " 
ought to be taxed. 

8. Next, as to the moneys put to reserve by 
co-operative societies. We have agreed to regard the 
profit that arises in the trading of a society as belong­
ing to the members, and imputable to each member 
in proportion to his volume of purchases. Each 
person, then, should be assessed to.Income Ta~ on the 
total amount of income (making in reckoning his tax 
assessment whatever family and other" allowances" 
are legally in force), which accrues to him within the 
year. Part of such income is represented by the 
portion of co-operative profits that is to be imputed 
to him. 

One portion of this profit imputable to him is 
" divi " that he actually receives. As we have just 
shown, he ought to be taxed on an income reckoned 
as including payments of " divi ". 

The other portion of the profit of the society 
imputable to hirp., takes the form of money placed 
by the society to reserve. The person ought, therefore 
- granted the premises of our argument - to be 
assessed to Income Tax at the rate legally appropriate 
to his parti~ular circumstances, on a total size of 
income reckoned as including both "divi" and the 
sum of money placed to reserve in the society which 
is imputable to him. 

The formal rule that we obtain here can easily be 
given concrete content. It was estimated by the 
Board of Inland Revenue that the proportion of 
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co-operators who, in the mcome-tax year 1919-20,· 
were liable to payment of Incoine Tax, was about 9 
per cent.L Let~ ~ake 'it that a tenth of all co-operators 
in the cQPntryare to-day fui.bleto payment of Income 
Tax. "From' this it appears to follow that a system of 
taxation like the present, which taxes moneys placed to 
reserve Iiy.co-operativesocieties, inflicts injustice on nine 
tenths of al~ the .co-operafms in the country. 

On the other hand, the present Act .exempts 
" divis " frOID. payment' of taxation, which, we hold, 
ought to be taxed. Thus a tenth of all co-operators 
receive an undue measure of exemption through the non­
liability of co-operative" divis " to Income Tax. 

Does the error in one direction, over-taxation of co­
operative reserves, roughly balance that in the other 
dir~ction, . under-taxation of co-operative "divis" 1 
Or, to express the same question more exactly, Does 
taxation of the reserves place too great or too small 
an aggregate burden on the ~houlders of co-operato~s 1 

The question, when posited in this form, is, how­
ever,. incomplete ; and to answer it would not really 
be very enlightening. This is so, because, while the 
total income or profit of co-operators is equal to the 
total of "divis" paid out, plus the total of sums 
placed to reserve, yet the co-operative societies 
already pay Income Tax - they pay under schedules 
A and B. (See above table.) And it may be that 
the burden of Income Tax which already for a long 
time has been borne under schedules A and B (the 
name of a schedule is in itself irrelevant), places a 
sufficient aggregate burden on the shoulders of co­
operators considered as a group. 

1 Royal Oommission. on Income paz (1920) • .Appendices and I1Iile% 
to tlie Minutu oj Evidence, Appendix No. 29. p. 143. 

u 
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Full materials for an answer to this broader­
question can be got from information provided by 
the Board of Inland Revenue in its evidence before 
the Raeburn Co~ttee.l The figures relate 'to 
co-operative accounts for the year 1930, which would 
be used to calculate Income Tax liability for' the 
budget year 1931-32, Income Tax liability being based 
on the trading results of the previous year. . 

The facts are as follows: . 
A tenth of all co-operators, as we have pointed 

out, are liable to Income Tax. . 
The standard rate of Income Tax for the year 

1931-32 (Second Finance Act of that year) was 5s .. 
in the £, but in the early stages of tax liability the 
rate was 2s. 6d. in the £. Now it is safe to assume 
that of all the co-operators liable to Income 'Tax, the 
large majority would be liable 2 at the low.er of these 
rates. Hence, we can calculate the aggregate burden 
of taxation to which co-operators ought to have been 
liable on the income they derived from their societies, 
as a little over 2s. 6d. in the £ paid on one-tenth of all 
the income which accrued to them from the societies; 
or, which comes to the same thing, a tax levied on 
the entire income at a little over one-tenth of 2s. 6d.,-
i.e. at a little more than 3d. in the £. _ 

Co-operators, therefore, will be able to claim with' 
safety, that the aggregate tax burden of the societies-" 
should amount to a payment of very little over 3d:­
in the £ 'On the total profits (money paid out ilJ.-­
" divis" plus money placed to reserve) made by the .,. 

1 Minutes of Evidence of the (Raeburn) Committee appointed to enquire 
into the Present Position of Co.operative Societies in relation to Income 
Tax, p. 11. 

I It is the marginal rate of tax liability of each individual that is. ; 
of importance. -
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societies in that year. If we estimate the burden that 
ought to have been paid at 4d. in the £, this tax rate 
would correspond to a third of all the co-operators 
who are liable to Income Tax, paying at the rate 5s. 
in the £, and the remaining two-thirds paying at the 
lower rate 2s. 6d. in the £; and it will, beyond doubt, 
over-estimate what the aggregate tax burden ollght 
to be. We will reckon how much the burden at 4d. 
in . the £ would have amounted to, and compare it 
with the burden already borne by co-operators under 
schedules A and B : 

All co-operative societies -
profit for the year 1930 
(amount paid out in" divis" 
plus sums placed to reserve) 

Add back:" 
Excess of amounts written 
off for depreciation over 
amount estimated to be 
allowable for Income Tax 
purposes, and other non­
allowable deductions (in­
cluding allocations to re­
serve) made in arriving at 
profit •• £3,540,000 

£24,443,000 

Income Tax, schedules A and 
B, paid by societies in the I 
year 1930 and deducted in 
arriving at surplus. ." 460,000 4,000,000 

I
~--1--1 

£28,443,000 

Now the contention to which our theory has led 
us, has been that if we were willing to place a heavier 
burden on the shoulders of some co-operators and a 
lesser burden on the shoulders of others, than there 

u2 
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would strictly be on a personal system of taxation; in 
such a way as to make the aggregate payment the 
same as it would "be on this personal system, then 
this aggregate would amount to a smaller payment 
than 4d: in the £ on all profits made by the societies. 
An Income Tax of 4d. in the £ levied on a profit of 
£28,443,000 amounts to £474,000; but this is almost 
exactly the amount which co-operators were already 
paying under schedules A and B before the reserves 
made by the societies became liable to payment of 
Income Tax. Hence we can conclude that so far as an 
Income Tax is concerned - if it really is income which 
it is intended to tax - co-operators and the co-operative 
societies had already been adequately taxed, ani/, indeed 
probably a little overtaxed, before the legislation of 1933 
was passed. It follows that since 1933 the co-opera­
tive societies must have been grossly overtaxed. 

In the first year of its existence the legislation 
passed by Mr. Chamberlain was retrospective; it was 
payable on the moneys placed to reserve by the societies 
during the course of 1932, before they were aware 
that these sums would- be liable to taxation. As a 
result of this, the amount of additional taxation to 
which the societies became liable in the financial year 
1933-34 was £1,092,000. The fust reaction of the 
societies to the new legislation was to contract the 
sums which they placed to reserve; and in 1934-35 
the amount of taxation on reserves payable by them 
was £557,000. A policy of contraction of reserves, 
however, quickly passed out of favour; the gains 
which it brought in" the short period were going to 
be at too great expense o~ long-run benefits; and 
reserves, after their first period of contraction; 
promptly moved back towards their former levels. 
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Thus for the fiscal year 1935-36 and onwards, the 
amount payable. by co-operative societies on sums 
allocated to reserve has been in the neighbourhood of 
£1 ,000,000 per annum.1 

9. The Raeburn Committee, like the Royal Com­
mission on the Income Tax of 1920, reached the con­
clusion that sums placed to reserv~ by co-operative 
societies ought to be taxed at standard rate. On what 
grounds did it do so and wherein do its views differ 
from our oWn ! 

The main reason given by the Committee for its 
recommendation is this: 

"A Society which is registered under the In­
dustrial and Provident Societies Act is an incor­
porated body, and it is clear from judgments of the 
Courts . . . that an incorporated body is a legal entity 
apart from its members. 

" We are . . . faced with the fact that a separate 
legal entity - the Society - is interposed between the 
income ... and the members, and in our opinion the 
existence of that entity cannot, as we have already 
stated, be ignored, any more than the. existence of 
an entity separate from the shareholders in the case 
of an incorporated company. Income Tax at tp.e full 
rate has to be paid on the undistributed profits of a 
company irrespective of the individual liabilities of 
the shareholders, and there must be many companies 
in which a cpnsiderable body of the shareholders are 
not individually liable at that rate." 2 

This argument is not original to the Raeburn 
Committee: the Committee of ·1905 and the Royal 

1 Figures Bupplied by courtesy of Co-operative Union Ltd., Man­
chester. 

S Report of tAe (.Raeburn) CommiUu appointed to enquire into tAe Preaem 
Po&ition of Co-operatitH! Societie& in relation to l11C01l1e Taz, 1933, pp. 8-9. 
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Commission of 1920 had used it: b:ut the Raeburn 
Committee places more emphasis on it and gives 
more weight to this argument in arriving at its final 
conclusions than do the others. Of the view given 
by· the Committee we would express some criticisms : 

(i) If a company of which a number of the share­
holders are pO,or, places money to reserve, these 
reserves are taxed at standard rate. A portion of the 
reserve is to be imputed to the poor shareholders. 
To tax their money at standard rate is to inflict an 
injustice on the poorer shareholders; and to alter the 
system of co-operative taxation so as to make it 
approximate in nature to that of the. other" poor" 
companies, is not to increase, but to diminish, the 
amount of justice in the present tax system. 

(ii) The real thing involved, the Raeburn Com­
mittee states in this emphatic fashion, is the corpora­
tion - it is a " separate legal entity". To look at the 
"separate legal entity" in this way, without con­
sideration ofthe personal and social facts lying behind 
it, is to run the danger of abandoning reason. It is 
often affirmed, and rightly affirmed, by jurists, that 
"the purpose of the law is. to introduce order and 
justice into social relations". An argument which 
holds that some corporations are treated in a certain 
way, and that therefore .all corporations ought to be 
so treated, is not likely to lead to much advancement 
in the state of the law. The human and social facts 
covered by the word" corporation" are'in each case 
so very different: they have little more than the 
name in common. What is the common nature of a 
joint-stock company, a trade union, a university and 
a public charity ~ Certain .characteristics they all 
have in common. But it is not necessarily the case 
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that a legal rule appropriate to the trade unio)l will 
fitly apply to the joint-stock company and ~he uni­
versity as well. To act on the assumption' that it 
must, would make a chaos of the law. Yet ·this is 
what the principal argument of the Raeburn Com­
mittee amounts to. 

And (iii) in a reservation, signed by, seven members, 
made to the Report of the Royal Commission on the 
Income Tax of 1920, it was pointed out that: 

"If there were in the United Kingdom, as there 
is in the United States of America, a corporation tax 
levied specially on corporations as such, it would; no 
doubt, be proper that a co-operative society shou.ld, 
as a separate legal entity, be made liable to that tax. 
But the Income Tax is- not a corporation tax. It is 
a tax upon the incomes or profits of individuals, an~ 
though for convenience it is assessed in the first 
instance upon corporations in which they hold in­
terests, the amount of it is always adjusted to th~ 
income not of the corporation, but of the individual 
shareholders. ".1 

Indeed, to argue, as does the Raeburn Committee, 
that a co-operative society is a corporation, and 
therefore ought to be taxed in the same way as a 
joint-stock company, is to misconceive the entire 
nature of the British Income Tax. 

10. The situation in regard to the taxation of 
co-operative societies as it existed before 1933, has 
been shown in the table which we gave earlier. About 
this situation the Royal Commission of 1920 had said: 

" There is a curious anomaly in this position. . . . 
It is ... that if a Co-operative Society invests its 
surplus funds in War Loan, for example, the resultant 

1 Report, p. 164. 
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income is exempted from tax, but if it invests those 
funds in acquiring property the society is liable to 
pay tax either on the basis of the rents received, or 
on the annual value of the premises if they are 
occupied by the society. 

". . . -there appears to be no sound reason for 
difierentiating between reserves invested in stocks 
and shares and reserves invested in property, and we 
recommend that the income derived from invested 
reserves should, irrespective of the particular mode 
of investment, be subject, to tax. 

" We recommend, in effect, that a society should 
be treated exactly as a limited liability company 
trading in similar circumstances and under similar 
conditions." 1 

Our earlier discussion is sufficient to show that the 
attitude o{ the Commission represents a giving up of 
the effort to proportion the Income Tax to the income 
of the people concerned. The incomes of co-operators 
were already being sufficiently taxed, and perhaps a 
little overtaxed, in the burdens they bore linder 
schedules A. and B. 

If, for the sake of symmetry, the income derived 
by the societies from stocks and shares is to be taxed, 
as well as that derived from land and property (which 
is already taxed under schedules A. and B), then all 
of these sources of income ought to be made taxable 
at a rate less than the standard rate, and the aggregate 
payment should not exceed that already made under 
schedules A and B. Taxation of the societies' reserves 
we have shown to be sheer over-taxation. 

1 Report, pp. 119 and 121. (Part of the passage in the Report is 
italicised.) 



APPENDIX 

1. PUBLIC works in a depression and the Income Tax. 

The theory which we d~veloped in Part III had reference 
only to the case of a stationary or continuously progressive com­
munity. In the real world, as everybody knows, progress in a 

. community is not along a smooth curve, but takes place by fits 
of intensive economic activity followed by periods of industrial 
slackness and of severe unemployment, particularly in the in­
vestment goods industries. Which policy, both monetary and 
fiscal, could most appropriately be pursued by a Government 
in order to all~viate the distress of unemployment and poverty 
during depressions, and also to prevent the political damage 
which they may cause, is one of the major problems con­
fronting economists at the present day; and a large amount of 
research is, very properly, being directed to this question. 

The present author has nothing that is new to say on this 
topic; but he should like to denote his adherence to the manner 
of thinking of Keynes, Harrod, Mrs. Hicks and others. These 
writers advocate, as measures to combat the manifold evils 
of a period of trade depression, a system of consumers' sub­
sidies such as payments of unemployment benefit or dole, 
partly financed by borrowing; and, a much more important 
instrument on which to rely, a policy of public works. This 
would create primary as well as secondary employment, 
whereas the dole payments would only create secondary 
employment, since the original payment of the money dis­
tributed in dole is not in return for any work done. Again, 
publi~ works give the community a concrete return for the 
money which it is spending. 

The financing of the works should be carried out by Ways 
and Means advances, Treasury bills and stock of longer'dated 
maturities, in such a proportion as to fortify, so far as possible, 
the liquidity of the country's banking system and enable it 
to combat the deflationary tendencies of the depression. 

307 
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A case has also been made out, which to many must seem 
entirely convincing, for the establishment of a Government 
Office for the Planning of Public Works, whose function it 
would be to determine which public works could most appro­
priately be postponed from periods of good trade to periods 
in which the volume of employment was decIining.1 

Responsibility for redeeming the loans raised during the 
depression to finance the schemes of public works and con­
sumers' subsidies, would probably fall mainly on the income 
taxes. This redemption could be carried out by maintaining 
the Income Tax and Sur-Tax at a sufficiently high and un­
changed level throughout the course of the trade cycle, so 
that the budget surpluses of good years would make up for 
the deficits of the bad. Or, perhaps, during a depression, if 
investment prospects were believed to be improving and the 
schedule of the marginal efficiency of capital to be fairly 
elastic, the height of these income taxes might, with ad­
vantage, be lowered, with a view to leaving the rich with 
larger money balances and encouraging the recovery of 
investment. 

But, as Harrod has pointed out,1I the chief requisite in 
the next depression must be to provide the public works out 
of borrowing, even though the loans so raised may never be 
more than partially repaid. 

2. H an income tax is progressive, a person whose income 
fluctuates pays a higher rate of taxation than that correspond­
ing to his average size of income. II 

. Let us suppose that a certain individual's average income 
is £X per year, but that in some years his income is greater 
than £X, in others less. The successive amounts by which 
his income falls short of its average, £X, are, let us say, £aI 

£az, .... ; ~d the successive amounts by which it exceeds 
its average, £{J., £fJz, •••• 

1 Harrod. TM Trade Cyck, pp. 196-201; and Ursula K. Hicks, 
op. cit. pp. 229-30. 

• Op. cit. pp. 215-23. 
a See Ahman. .. Uncertainty-bearing and the Income To". Eo. 

aamie Jtnmaal, 1929. 



· APPENDIX 309 

Since u is the average income, therefore T.a=T.fJ. 
We coI\Sider first the case represented in diagram I in 

which the income tax is proportional, being imposed at a 
flat rate of, say, 10 per cent: 

_UTE 
fWTAX 

o x 

D:rAORAll I 

In the years when the person's income falls below u he 
will pay an amount of income tax less than he would have 
done had his income remained at a steady level of u. The 
total amount of taxation which he escapes in such years is 
T.a • 10/100, £'s. On the other hand in the years when his 
income exceeds its average figure, he will pay to the Exchequer 
more than he would have done had his income been Bteady. 
The amount extra which he pays in such years will be in all 
T.fJ.10/100, £'s. But T.a=T.fJ. Hence it will be just as if 
on the average the person paid income tax on an income of 
u. (We disregard the influence of time discount, which 
would not seem to be important here.) 

If the income tax is progressive in amount, being higher 
on each additional increment of income which ~ earned, then 
the curve of marginal rate of the tax will be upward-sloping, 
as in disgram II. Let the rate of tax which corresponds to 
the person's average size of income be R, which is equal to 
PM in disgram II. When his income falls below its average 
size, u, he will escape payment of income tax on the amount 
by which it is deficient. If we adopt the same terminology 
in regard to the meanings of a's and {J's as before, then the 
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total amount of tax payment which the person will avoid 
making in these years when his income falls below its average, 
will be a payment on a total amount !:a, £'s of income. The 

MAIIGIIW. 
.... n Of TAX 

p ------- -_ ... _--

O~----------~M~£XL---------------~I=~ 
DIAGRAM II 

rate. of tax payable on each unit of this income is at a rate 
less than R. The total tax payment that the person avoids, 
therefore, will be less than R!:a, £'s. 

In the years in which his income exceeds its average 
_RATI! 
Of IJICOM& TAX 

...-----1, 

o~--~------~a-----H---C~----~D~---+~~~ 

DIAGRAM m 

amount, he will make a tax payment on an additional amount 
of income equal in all to !:fJ. The rate at which tax is paid 
on every unit of such amount is greater than R. His total 
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tax payment on such amount of income, therefore, is greater 
than R'J:.P, £'s .. 

Rence the amount of tax payment which the person makes 
in these years when his income exceeds its average size is 
greater than the amount of tax payment which he escapes 
in the years when his income falls below its average size. 
That is,. under a progressive income tax, a person whose 
income fluctuates, pays income tax at a higher average rate 
than he would have done had his income been of constant 
size. 

The British Income Tax (including Sur-Tax) is graduated 
in steps, somewhat after the fashion of diagram III. Clearly 
if a person's income which is of average size OR, fluctuates 
sufficiently to take it, in some years, into the range CD, above 
that within which his average size of income li~s, then his 
average tax payment will be greater than that for an income 
which is equal to OR.in size and which is constant from one 
year to another.1 

3. The severity of a progressive income tax increases when 
a rise occurs in the general price level. 2 

Let us suppose that a rise occurs in the price level of a 
certain community; and consider the case of an individual 
whose income increases by the same percentage as the price 
level, both increasing, say, by 15 per cent. The scale of income 
tax, we suppose, is progressive, as represented in diagram IV. 
If the individual's money income increases from OA to OB, 
which is 15 per cent higher, then it can be seen from the 
diagram that the total proportion of his income which he 
pays in tax is greater than before.lI His gross real income is 
the same as before, but his net real income is less. This 
effect is accentuated, the more strongly progressive is the 
marginal rate of tax to which he is liable. 

1 .. Under the scale for 1925·26 an income of £4000 and £10,000 in 
two successive years pays £138 more in tax than an income for each 
year of £7000 " (Oolwyn Report, § 349). 

• See Viner, .. Taxation and Changes in Price Levels ", Journal oJ 
Political Ernnomy, 1923; and Kambe, .. Prices and Injustice in Taxa­
tion ", Kyoto University Ernnomic Review, 1927. 

• H T (I) is the total income tax payable by a person whose income 
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It follows that a person whose money income increases, 
but by less than the rise in the general price level, will suffer 
both on account of the rise in prices which reduces his gross 
real income and the higher rate of income tax to which he 
becomes subject, which operates to further reduce his net 

MAIC .... L RATE 
OF 1t.a)ME. TAX 

O=-----------~A~.--------~~~~~ 
DaGRAlIl IV 

. real income. Or, again, in order that a person who is subject 
to income tax at an increasing marginal rate should enjoy a 
higher rea] income when the price level rises, it will be necessary 
that the increase in his money income should exceed to some 
extent, the rise in the price level. 

4. Examples of calculation of liability to British Income 
Tax (illustrating the rules given in Chapter XVIII, § 6). 

The following are based on the rates of tax in force for the 
Income Tax year 1937-38, ending April 5, 1938 : 

is I, then when his income rises, he pays a higher percentage of it in 
taxation 

if d (i) >0 
dl 

I.e. if~ > i. • (1) 

And it can be shown geometrically that a sufficient condition for 
this is that a:r /dI should be monotonic and> O. 
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(1) Single man. Income £250, wholly" earned" : 
Gross income £250 
Eamed income re-

lief (1/5) £50 
Personal allowance 100 

150 
Liability (on "taxable 

income") £100 @ Is. 8d. in £=£8 6 8 

(2) Married man. Income £500, wholly" unearned" : 
Gross income £500 
Personal allowance £100 
Wife's allowance. 80 

180 

" Taxable income" £320 
Liability at reduced rate £135 @ Is. 8d. in £=£11 5 0 

standard rate £185 @ 5s. in £ = 46 5 0 

£57 10 0 

(3) Married man with two children. Income £1700 "earned " 
plus £200 " unearned" : 

Gross earned income . £1700 
Earnlld income relief 

(maximum) 300 

Unearned income 
£1400 

200 

£1600 
Personal allowance £100 
Wife's allowance • 80 
Child allowances (2) 120 

300 

" Taxable income" . £1300 
Liabilityatreducedrate £135 @ Is. 8d. in £=£11 5 0 

.. standard rate £1165 @ 58. in £ =291 5 0 

£302 10 0 

It may be mentioned that further reliefs, additional to 
those mentioned in the text, are allowable, in respect of 
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dependent relative (allowance £25) and - to widows and 
widowers only ~ housekeeper (allowance £50). Reliefs are 
also allowed for life~assurance premiums paid on policies on 
the life of the taxpayer or his wife. 

A further measure of relief is allowed to persons of sixty­
five years of age or more whose incomes do not exceed £500 
per year, inasmuch as all their income is assessed in the same 
way as "earned income", even although part or the whole 
of it may be " unearned": -
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