
Does taxation discourage work effort? Consider this question

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

taxes.

Taxes affect the incentive for both households and firms to work. For households work effort can

be highly affected by income tax, an example of a direct tax, levied directly on a households income,

both earned and unearned. There are marginal tax rates; higher incomes will increase the rate at

which people are taxed. For example an individual earning over £150,000 a year will be taxed at a

higher rate than those earning less (Lymer and Oats, 2018). The willingness of a firm to produce a

good or services is affected be indirect taxes, which, according to Economics Online, are ‘imposed by

a government on goods and services,’ (Economics Online, 2018). In the first incidence indirect taxes

are paid to the government by firms, decreasing the profitability of supplying a good. Firms will try

and hand this cost over to consumers by increasing prices. An example is VAT, which is levied on

certain goods, food is exempt for example, but goods such as domestic power are taxed at a rate of

5%. The effect a tax will have on the demand or supply of a good is known as the tax wedge.

According to Taxation: Policy and Principle, in the current tax year the tax rate for earning

over £150,000, the highest tax band, is 45%, on non-saving incomes (Lymer and Oats, 2018). If an

individual is earning a high income, but one that is only slightly over the tax band for the highest

rate of tax, then it may act as a dis-incentive to work. For example if they are earning £151,000

then they are being taxed at a rate of 45%, on that extra £1000 earned, therefore their disposable

income, income after tax, will only be £550. Whereas, if they decreased their work effort slightly to

ensure that they are earning just under this bracket, then they would be paying less tax and have

only marginally less disposable income. For arguments sake they earn £149,000 a year, then they will

be taxed at a rate of 40% for their non-saving income and so will be taxed £59,600 a year. When

individuals are not working they have time for leisure, whether they decide to decrease work effort

will depend on what they value higher; the extra wages or their leisure time. This example shows that

the use of taxes here for income tax works does discourage work effort for individuals on the border

of tax brackets who value leisure time highly.

This is also the case for lower income brackets. In the UK there are a number of benefits, that
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people who are out of work can claim. If income tax for lower incomes is relatively high then a high

proportion of their income will be paid on taxes. However, if the benefits they receive when out of

work are higher than the income they receive after tax then some may choose to be unemployed. As

a result, the work effort may be discouraged as people will not see the point in working if they are

able to receive more from the government for doing nothing.

Moreover, in the UK individuals have a personal tax allowance on which they are not taxed. For

2018/19-tax year this is £11,850 (UKGOV, 2018). However, this decreases ‘£1 for every £2 that your

adjusted net income is above £100,000,’ and so as a result your ‘allowance is zero’ for incomes above

£123,700, (UKGOV,2018). Due to this individuals who earn between £100,000 and £123,700 will

technically have a marginal tax rate much higher than the tax band they are in, as they are losing

untaxed income. Therefore, it may make more sense for individuals to work less hard and earn less

money and therefore be taxed at a lower marginal rate. As the income they lose by working less will

be made up by maintaining their personal tax allowance and not getting taxed on the extra income

earned.

On the other hand, this is only the case for workers who earn close to the taxation brackets. For

many workers it is a case of trying to earn the highest level of income possible. If they are able to

increase work ethic while remaining within the same tax bracket then it is most likely they will do

so, as the proportion of their income that is being taxed will not change. In addition, there may be

a number of households who receive an income which is so high that any change in their work ethic

will have little effect on their disposable income and therefore it is unlikely they will be taxed any

less. Many workers will continue to work no matter what the rate they are being taxed at as they feel

it is important to do so or they receive satisfaction from their job. For example, there are a number

of workers who prefer to be in a job, be it low wage, and be earning their own money as opposed to

receiving money from the government. Hereby the work effort will not be affected by the income tax.

Indirect taxes are levied on manufacturing. In some cases the firm will be able to pass the tax

burden onto the consumer, however in many cases they will absorb the cost of the tax themselves.

This will add to the cost incurred when producing a good, as said in an EY press release in April

2013; ‘Non-recoverable indirect taxes will raise the costs of doing business and make production more

expensive’ (EY, 2013). Firms are assumed to act in self-interest and be profit maximisers and as such

will do anything to minimise the cost of producing a unit of a good and maximise the price. When

an indirect tax is placed on a product, and the cost of producing goes up, firms will cut supply, as

the turnover seen by shareholders on an extra unit produced will fall in proportion to the tax placed

on it. The reduced turnover will cause the firm to reduce supply, as they are less willing and able to
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supply the good at the higher cost. As a result, the supply curve will shift to the left. The increased

price of the production, due to the indirect tax, has caused the firm to be less willing to maintain the

current work effort that they are operating at and so indirect taxes can discourage firms to maintain

work effort.

Indirect taxes are often regressive. They are a flat rate on the same product and do not change

with income. For example, if a person on a low income wishes to purchase cigarettes they still have to

pay the same level of tax as the person on a high income. According to the UK government website,

there is a 16.5% rate of tobacco duty on cigarettes ‘plus £4.57 on a packet of 20’ (UKGOV, 2018).

Cigarettes are highly addictive; therefore they are seen as highly price inelastic, so a change in price

will cause a much smaller change in demand. Therefore when tobacco duty increases the price of a

cigarette, there will only be a very small decrease in demand. Low-income families are more likely to

be affected by the increase in the price of tobacco. However, it has been shown that ‘people in the

lowest social groups are likely to be heavier smokers’ (ASH, 2016). As smoking is highly addictive

it could suggest that when the prices are increased due to tobacco duty people would be willing to

increase their work effort in order to be able to maintain the level at which they are currently smoking.

As a result, indirect taxes can encourage work effort as consumers wish to continue consuming the

product, which the indirect tax has been placed on, despite the higher price.

Whether work effort is discouraged by taxes, both indirect taxes and income taxes, will depend

on a number of factors. I feel the main being the rate at which people are getting taxed. It is hard

to determine work effort on such a broad spectrum as the number of different socioeconomic groups

means that there is no way to accurately measure whether it is discouraged by taxes. However, overall

I feel that individuals will try and maximise income for the lowest possible work needed and firms

will try maximising profit. For income tax, work effort is linked directly to the level of disposable

income they will take home after tax. As a result, income tax will greatly discourage individuals work

effort. Indirect taxes will affect both work effort of firms and individuals. On goods where demand is

highly price inelastic, an increased price due to the tax will mean that demand will remain relatively

unchanged as households may just increase work effort to afford the price rise. As a result, I feel that

taxes do discourage work effort as individuals and firms see little point in working harder if they are

not able to spend their hard earned income or receive higher profits.
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