
Does taxation discourage work effort? Consider this question

with reference to income (direct) and commodity (indirect)

taxes.

Taxation can be split into two categories depending on how the taxes are levied. The first is direct

taxes, these are taxes levied on the income or profits of a company or individual. One of the most

prominent forms of direct taxation are income taxes. The second category is indirect taxation which

is a tax levied on goods or services, an example of a indirect tax is Valued Added Tax (VAT). In the

first part of my essay I will analyse the effect of income tax on work effort by means of the relative

income and substitution effects. I will then discuss some complications of this analysis before moving

on to look at empirical evidence. In the second part of my essay, I will consider the extent to which

indirect tax discourage work effort.

As income taxes are predominantly levied on a progressive basis, i.e the marginal tax rate (MTR)

is higher than the average tax rate (ATR), my analysis will be on this particular rate structure. The

income effect describes the willingness of a individual to work dependant on their total level of income;

this is determined by the ATR. There will typically be a negative relationship, i.e. if a persons overall

level of income falls they will choose to work more hours in order to maintain their initial total income.

In contrast, the substitution effect describes the effect on a person’s choice between work and leisure

as the marginal benefit from either or both alters (James and Nobes, 2016). The substitution effect is

determined by the MTR and will typically have a positive relationship, i.e. if the wage rate falls the

marginal benefit of working an extra hour falls and so that individual is more likely to use that hour for

leisure. In the case of a progressive tax system due to the increasing ATR the income effect will result

in a incentive to work. However, the higher MTR will mean that the substitution effect will create

a disincentive to work. Therefore the decision of how many hours to work will be determined by the

relative magnitudes of these two effects. We cannot therefore predict whether a rise or fall in income

tax rate will create a net incentive or net disincentive to work (Rosen and Gayer, 2014). However,

there is a particularly strong substitution effect as income reaches the next income tax bracket.

Although the above analysis looks simplistic and based on unrealistic assumptions it has more

relevance than may appear on the surface. A common criticism is that employees broadly speaking
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cannot choose how many hours they work. Although true to a certain extent, employees often have

scope for part time working, overtime working as well as taking on a second job. Furthermore,

individuals can choose to delay joining the labour force by remaining in higher education and can

choose to leave the labour force early through early retirement. In addition, the typical working week

varies substantially between different occupations and so to some extent allows individuals to choose

jobs that best suit their preference for working hours (James and Nobes, 2016). A second criticism

of the above analysis is that it only predicts the effects of the number of hours worked and not the

productivity of these hours nor work effort in general. Again true to an extent, however the above

analysis can be extended to the quality of labour and not just the quantity. All other things being

equal, a higher wage rate will increase the incentive for individuals to work in more difficult jobs or to

push harder for promotion and career enhancement. It may also lead to greater willingness to invest

in relevant education and training; both of which will increase productivity (James and Nobes, 2016).

Moving on to look at empirical data, on a general level there appears to be a significant difference

between the responsiveness of men and women to changes in the real wage rate. Keane (2011)

calculated the average wage elasticity across a number of empirical studies and found it to be only

0.31 whereas for women the value was far higher particularly for those were married and/or had

children. Furthermore, there is evidence to suggest that married women wage elasticity is strongly

affect by the value of their husband’s wage rate (Ashenfelter and Heckman, 1974). As Blundell and

Walker (1988) point out child care responsibilities are also significant with mothers of children under

5 being less likely join the labour market, however once their youngest child is beyond 11 years they

as likely to undertake paid work as women without children. They are however, more likely to work

part time. These empirical results must be treated with caution particularly due to the possibility of

general equilibrium effects. For example, ‘cutting MTR for a particular income group may increase

their work hours and effort, which may push down the price of their labour’ (Mirrless et. al., 2011).

Therefore understating the actual change, this can also occur in the opposite direction with a rise in

the MTR.

For the remainder of my essay I will discuss the effect of indirect tax on work effort. The effect

of indirect taxes is to raise the prices of the goods and services which effectively reduces the real

wage rates in an economy. Theoretically, this takes us back to our discussion of substitution and

income effects. The income effect will create an incentive to work as real income levels have fallen,

so more hours must be worked to maintain total income. However, the substitution effect will create

a disincentive to work as in effect hourly wage rates have fallen and so the opportunity cost of not

working has fallen. On the basis of theory, we cannot therefore determine whether indirect taxes
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produce a net incentive or disincentive effect. It may be thought therefore that indirect tax will affect

labour supply in much the same way as income taxes, however there are a number of reasons why this

might not be the case.

Firstly, indirect taxes are typically levied at a flat rate so that consumers each pay the same level of

tax for a good or service irrespective of their level of income. However, as income levels rise consumers

typically spend a lower proportion of their income. The result of this is that those on lower incomes

will pay a proportionally higher level of taxation in comparison to their income than those on higher

incomes (Mirrless et. al., 2011). This is likely to lead to strong substitution and income effects at the

bottom of the income distribution which gradually increase as the level of income increases. As before

on a theoretical basis we cannot predict whether there will be a net incentive or disincentive effect.

Secondly, work incentives will be affected by whether the goods and services on which the indirect

taxes are levied are complements or substitutes for work (Musgrave and Musgrave, 1989). An increase

in the real price of, for example, work clothing is likely to create a greater incentive to work and vice

verse a fall in the real price will create greater disincentive. Similarly, an increase in the real price of

‘leisure goods’, such as sailing boats is likely reduce increase the opportunity cost of not working and

so encourage work effect and vice versa with a fall in the real price of ‘leisure goods’. However, the

majority of goods and services cannot be neatly divided into complements or substitutes to work. If

we take the example of air travel, this can be used for travelling for work or for leisure.

Finally, indirect taxes are considerable less visible than income taxes. In the case of income tax,

the amount paid is clearly displayed on payslips. In comparison, the amount of indirect tax on a good

or service is typically not shown to consumers and is therefore considerably less noticeable (James

and Nobes, 2016). This would suggest that consumers are likely to underestimate the amount of tax

they are paying and so both their income and substitution effects would fall. Even, if this were the

case we would still not be able to predict the effect on work effort.

To sum up, although at face value the question of whether taxation reduces work effort is much

more complicated than may appear at first glance. On a theoretical basis progressive income taxation

has an ambiguous effect on work effort; the result may be different perhaps if a proportional or

regressive structure were considered. On the basis of the empirical data we can say that broadly

women are more responsive to income tax changes than men; this is particularly the case for married

women and/or those with young children. In terms of indirect taxes, again the net effect on work effort

is difficult to predict, much depends on the types of goods that are taxed as well as the behavioural

responses that result.
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