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PREFACE

WHEN, in the course of a decade or so, the national
and local budgets increase in proportion from one-
eighth to one-quarter of the total income of the
people, it is but natural that the citizens should
become less apathetic to fiscal matters. Whatever
may be said against the present huge exactions, they
have at least had the salutary effect of stimulating
an almost unprecedented interest in the economics of
public revenue ard #xpenditure.

The newcomer to the study of public finance,
however, may not find it easy to steer a straight
course through the complexitics of the subject. If
his new interest springs from a sense of grievance
against those in authority, he may find it particularly
difficult to prevent his political views from colouring
his cconomic conclusions. But, while public finance
necessarily belongs to both departmentg® of social
study, it is preferable to begin with th& economics
rather than with the politics. Though the method
may not be so cxciting, the data arec more certain
and the reasoning more complete. It may even be
dangerous to venture upon a political study, let alone
upon the paths of a new policy, without some pre-
liminary investigation into the likely repercussions
on the economic system.

The reader who comes fresh to the subject is
apt, morcover, to find it a little disconcerting when
different authorities, whose opinion in their special
spheres is widely respected, seem to be at variance
on principles of public financial policy. Faced with
this apparent conflict (which turns out, more often
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vi INCIDENCE AND EFFECTS OF TAXATION

than not, to be but a question of emphasis) he is
liable to be a little bewildered, and pJssibly, as a
result, a little sceptical of the teaching of economics
on such matters.

It is in the hope of assisting the student and the
general reader to get a clear view of the main aspects
of the fiscal problem that this book is written.
Though the subject is in parts highly controversial,
the following chapters are not intended to advocate
or to attack any particular cause. Their aim is to
discuss in impartial terms the incidence and effects
of national and local taxation, and to make the
argument intelligible to those who are unversed in
economic science. For the benecfit of those who
wish to enter more deeply into the various problems
several references and an annotated bibliography are
provided.

Parts of this work have appeared in T'axation, The
Accountant, The Certified Accountants’ Journal, and
The Incorporated Secretaries’ Journal, and are repro-
duced, in modified and extended form, by the courtesy
of the editors. The table (Appendix XII), reducing
tax revenue to terms of purchasing power, is re-
printed from British Budgets, 1913-1921, by the kind
permission of Sir Bernard Mallet and Mr. C. O. George,
and of the publishers, Messrs. Macmillan & Co. Most
of the chapters were read in draft form by Dr. R. F.
Rattray and Dr. P. W. Bryan, both of whom offered
most helpful suggestions, while Mr. R. C. Couzens
once again generously helped in the revision of the
proofs. For all this practical assistance the author
tenders his deepest thanks. H. A. S

March 1931.
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INTRODUCTION

§ 1. THE considerable increase in public undertakings
and expenditure in recent years has coincided with
a marked set-back to industrial prosperity. Is the
growth of national and local spending largely re-
sponsible for the depression, or are they both due to,
and symptoms of, a deeper cause ¢! On the one hand
are the upholders of the Gladstonian belief that
money left in the pockets of the private owners is
used to better advantage, from the point of view of
the community as well as of the individual, than if it
has to pass through the public purse. They contend
that, until there is a ruthless limitation of the spend-
ing departments, the economic situation cannot be
healthily restored. On the other hand are those who,
while admitting that the exceptional times have
entailed an abnormal increase in certain types of
expenditure, strongly deny that the growth of the
public departments is in itself a cause of our economic
difficulties. Indeed, they might aver, had the ex-
penditure of the usually criticised departments not
gone up in response to the need, the economic position
of the country would have been even worse than it is.

§ 2. Obviously the questions are too wide to be
answered in a few words, and the problems to which

1 B



2 INCIDENCE AND EFFECTS OF TAXATION

they give rise will, in fact, take up a large part of the
following chapters. There are, however, one or two
preliminary observations that may be made before
we embark upon the main inquiry. The common
notion that all taxation is necessarily a burden
should, from the start, be treated with reserve. That
the taxpayer himself feels the weight of the impost
is only too painfully true, but there would be no
taxes at all if individual sacrifice were the only de-
ciding factor. When people complain of the ‘“ burden
of taxation ’, however, they usually mean something
more than the personal inconvenience entailed. They
may, for instance, believe that the volume of taxa-
tion is so great that it inflicts suffering on the nation
as a whole. Up to a point, they may allow, the
benefit of the revenue and expenditure to the com-
munity in general is greater than the loss to its tax-
payers in particular. When that point has been
passed, they say, the taxes become burdensome.
Or, approaching the subject from a different stand-
point, they may submit that the weight of taxation
is so heavy, or is so maladjusted, that it falls with
undue severity on the producing sections of the
nation, with adverse effects sooner or later on the
standards of all classes.

§ 3. No judgment, however, can be passed until
certain important conditions are taken into account.
In the first place, it is necessary to know the char-
acter and composition of the public expenditure.
Some outlays are heavy, but partake of the nature
of capital investments and can well be afforded.
Others, though in quantity they may be much smaller,
may be unremunerativeand be beyond the capacity of
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the nation. Thus, the mere size of the Budget is no
criterion in itself of the real burden that is being im-
posed upon the taxpayers, and an increase in public
expenditure, provided it is properly conceived and
carried out, may be quite compatible with the eco-
nomic welfare of the nation.

The above proviso, however, is not always ob-
served. Much of our public expenditure owes its
origin to emergency conditions, such as wars, that
give no time or opportunity for calm deliberation
over the pros and cons of the costs to be incurred.
Nearly a half of the revenue of the State goes to meet
the charges of the National Debt, which is due almost
in its entirety to wars of the past. The needs of
defence account for scores of millions which, under
a happier system, would be employed for more useful
ends. And there are critics who maintain that our
present social services are by no means immune from
similar charges of unwise spending.

In the second place, it is necessary to know the
nature and methods of the taxing system employed.
Raising a sum of money in one fashion may impose
a heavier or a lighter burden on the taxpayers as a
whole than obtaining the same amount by another
system. As will be repeatedly shown in the succeed-
ing chapters, the problems of the ““ taxable capacity ”’
of tho nation, and of the effects on industry and com-
merce, depend largely on the criteria selected by the
legislature and on the efficiency of the administration.

§ 4. Some account of these conditions is a neces-
sary preliminary to a discussion on the incidence and
effects of taxation. In dealing with incidence we wish
to know on whom the money burden of a tax directly
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or indirectly falls ; to what extent the impost *‘ stays
put ”’, and to what extent it is shifted. Is it possible,
for example, for a business man to pass on his income
tax to his customers in the form of higher prices ?
Is it possible for a commodity duty to remain with
the seller instead of being paid by the buyer ¢ Such
considerations have naturally an important bearing
on the final distribution of taxation.

But even more important, from the point of view
of economic welfare, is the question of ultimate
effects. Besides ascertaining, so far as possible, who
bears the money burden of a tax, we want to know
what are the economic reactions to which it gives
rise. The amount may be so oppressive, or the
manner of imposition be so ill-conceived, that the
taxpayer is discouraged from exercising his product-
ive powers to the full. The effect here is largely
psychological. Or so much may be taken from the
yearly flow of income as to leave insufficient wealth
for future capital needs, again prejudicing the pro-
ductive capacity of the nation. The effect here is
mainly physical. By pressing heavily at a relatively
few points, the system of taxation may have pro-
found effects upon the distribution of the country’s
income and wealth, which in turn may considerably
affect both the volume and the nature of future
production.

ivery tax, whatever may be the original motive,
is bound to create a train of consequences. The old
view that taxation should be ‘ for revenue only ”
was useful, in a rough-and-ready way, to distinguish
it from the proposals that certain taxes should be
specifically designed for protective, sumptuary, or
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other purposes. But, literally interpreted, it might
give the false impression that a tax can be utilised
simply as a revenue-raising machine, without any
effects, direct or otherwise, on the incentive and
capacity of the individual taxpayers, and on the
character of the economic organisation in general.

§ 5. Taxation, therefore, to be seen in its proper
perspective, should be viewed from all these stand-
points, and its effects should be judged over a reason-
able period of time. The notion of a balance should
be kept in mind, first, as between the total amount
of taxation and the national income as a whole, and,
secondly, as between the different types of expendi-
ture. The idcal rule in both cases is to allocate the
resources in such proportions as to secure the maxi-
mum social return. It is not pretended, of course,
that the proportions are capable of exact deter-
mination, or that they can be fixed to suit all con-
ditions. Wars and other emergencies may compel a
country to usc up a far greater amount of its resources
than it can normally afford. A government may be
driven by circumstances to increase its allowance to
certain spending departments, at the expense of other
departments whose claims may be no less important
but not so urgent or insistent. The conception of
a point of maximum social advantage is thus relative
to prevailing cxrcumstanccs and is admlttedly, in
our present state of knowledge, more of theoretical
than of practical significance. But that is no reason
why, in the discussion of particular problems, the
underlying and general principle should be lost
sight of.






PART 1

GENERAL PRINCIPLES OF
TAXATION






CHAPTER I
THE PURPOSE OF TAXATION
1. Tue “ FINANCIAL” AND ¢ BENEFIT’’ THEORIES

§ 1. THERE is a pronounced difference of opinion
on the nature and purpose of public revenue and
expenditure. At the one extreme are those who
are frankly apprehensive of many governmental
activities, and would cut down the spending de-
partments to the minimum that is consistent with
national safety. At the other extreme are those
who, far from regarding taxation merely as a neces-
sary evil, would deliberately use and extend it as
a means of modifying the existing economic and
social structure. Between these opposed limits
there is a wide range of views, which, at the outset
of this inquiry, it will be useful to distinguish.

The first, or the “ financial 7, view is the simplest
to understand, for it attributes no ulterior motive of
any kind. It is the view that would probably be
expressed by the ordinary person who, until the
question had suddenly been levelled at him, had
never given the matter a moment’s thought. A tax
is regarded as being nothing more than a means of
providing the State with the funds that it requires.

9



10 INCIDENCE AND EFFECTS OF TAXATION cH.

The objects of public expenditure do not directly
enter into the question. They are decided by the
governing body, and the work of the Chancellor of the
Exchequer is merely to obtain the necessary cash as
effectively and expediently as possible. The govern-
ment may want to spend five millions on cruisers, or
on education, or on old age pensions. Whether the
object be economically desirable or not, the character
of the tax is held to remain the same. It is merely
a device for raising money, with as little incon-
venience to the taxpayers as is practicable.

The Chancellor, however, is apt to judge the
degree of inconvenience by the strength of the out-
cry, and it is not always those who suffer the most
who make the loudest protest. In the absence of a
more enlightened view of taxation, there is a danger
lest the attitude of the revenue-raising department
should resolve itself into one of extracting most
where the power of resistance is weakest, even though
the method infringes the rule of equity. From such
a state of affairs all kinds of abuses may arise, and,
in fact, did arise in the days before taxation and its
purposes received serious thought.

§ 2. The so-called financial view of taxation is, in
fact, no reasoned view at all. Its limitations are too
obvious for it to have any real significance at the
present time. The ‘‘benefit’ theory, however,
which has something in common with the first
doctrine, has a greater element of truth in it,
and is on that account more plausible. A tax is
regarded as a payment for and the measure of
a service rendered by the State or local body to
the individual taxpayer. It resembles the financial
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theory in that it pays no regard to the ethical and
social implications of taxation and is therefore
devoid of any reformist character. It differs from
that theory in that it is not content with regarding
the revenue as a whole, but attempts in some way
to link up individual payments made and benefits
received.

Little reflection is necded for one to realise the
defects of the benefit theory and its inability, with a
few exceptions, to fit the existing system of taxes.
A man with £50,000 a year pays over 50 per cent in
taxation, directly and indirectly, while a man with
£1000 a year pays less than 15 per cent. Nobody would
suggest that the man who pays the larger amount
of tax receives a correspondingly greater measure
of services from the State, or, for that matter, that
the man with the comparatively modest £1000 a year
specifically receives in value anything approaching
the amount he is called upon to pay. But if we take
incomes at the other end of the scale, say between
£100 and £500, we find that there is not the same
discrepancy between payment and benefit ; and in
the smallest income ranges the money value of the
public services received outweighs, on the average,
the amount of taxation that has to be paid.!

§ 3. In particular forms of taxation, however, the
element of benefit still lingers. For example, the
Road Fund was established some years ago with the
express intention of spending the whole of the motor
vehicle duty on road construction and maintenance.
Later on, when the revenue from this source proved
more plentiful than had been anticipated, the

1 See below, pp. 44-45.
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Chancellor of the Exchequer decided to divert all
the proceeds over a certain amount to the general
purposes of the State. From the point of view of
the motorist, who had been promised that the total
revenue from this source would be expended on
roads, this was a breach of faith. But the main
fault lay, perhaps, not with the Chancellor who
decided to raid the fund, but with those who were
originally responsible for creating this kind of vested
interest. It is true that motorists as a class derive
special advantage from good roads, but the benefit
is by no means confined to them alone. Road
transport, both of passengers and of goods, affects
the welfare of every class of citizen, whether he
personally pays the duty or not.

The submission that the amount of duty is gradu-
ated according to the damage done to the roads
can no longer be maintained, particularly as it is
the highest-rated cars that are taken out, on the
average, least frequently, and do least harm to the
surface. If the real reason for the motor vehicle
duty is sought, it is probably to be found in the
belief that the possession of a car is a good indication
of a person’s ability to bear taxation. Though this
submission is not free from criticism—for instance,
in respect of low-priced vehicles used for business
purposes—it is, on the whole, sounder than the
theory which would connect payment with benefit.
But if one accepts the motor duty as a form of
luxury tax, then the case for employing the revenue
exclusively on the roads disappears. Roads must,
of course, continue to be built and maintained, but
there seems to be no sufficient reason why the rate
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of construction should be directly governed by the
proceeds from a particular source of taxation.

We have commented at this length on the motor
vehicle duty and the Road Fund because they represent
the mostrecent attempt on any scale to put the benefit
theory of taxation into practice. Yet even here, where
conditions seemed most favourable, the rigid applica-
tion of the principle was found impracticable. In
most other departments of national taxation the
element of quid pro quo has disappeared altogether.

§ 4. Where, however, as in local government, the
area of administration is small and the ratepayers
are closely gathered together, it is inevitable that the
benefit factor should be more noticeable. It is a
much easier matter for persons in their capacity as
citizens of a town to associate their local rates with
the provision of a public recreation ground or a
municipal hall than to link up the income tax which
they pay to the State with the service of the
defence or consul.r service. The fact that the
activities of the local authority are more readily
kept in view by the ratepayers, and that a more
immediate and direct control is exercised, appears
to strengthen the impression that the rates are
more or less commensurate with the benefits that
'the citizens receive.

But this view is superficial. To attempt to
identify individual payments with individual bene-
fits is usually an impossible task. The district as a
whole may gain considerably and even exclusively
from the expenditure of the local revenue, but that
is not to say that particular ratepayers enjoy the
benefit in proportion to their specific contributions.
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The well-to-do people of a town make little use
of the playing-fields, in the cost and maintenance
of which they share. They send their children to
private schools, though they are not on that account
exempted from paying the education rate. They
contribute to the funds for the relief of the poor,
though they do not, of course, derive any direct
return. Thus, the localisation of the benefit does
not necessarily carry with it an apportionment on an
individual basis. The more, in fact, one considers
the position, the less one finds it to differ from that
of national finance.

Two further considerations serve to weaken what
little argument remains in the benefit theory of taxa-
tion as applied to local finance. The first is that all
the advantages of the local services are by no means
restricted to the locality that collectively pays for
them. Local expenditure on sanitation and the
maintenance of a high standard of public health is
surely as much of national as of local benefit. Those
towns in particular which possess a floating popula-
tion, or to which a large number of visitors are in
the habit of coming, would be quite unable, even if
they had the desire, to limit or ration their facilities
according to the amount of the individual rate
contributions. It is for such reasons, of course,
that the State makes substantial grants-in-aid out
of the national revenues.

The second consideration is that the size of the
local unit is ever growing, both in area and in popu-
lation. Impracticable as it is in a small town to
link up specific rates and benefits, it becomes still
more difficult as the boundaries are widened and
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the scale of activities is increased. The finances of
some of our populous counties and cities already
exceed those of the smaller nations of the world,
and it would be absurd to expect them, because
they happen to be described as local, to conform to
a different, and possibly inferior, set of principles.

The benefit theory of taxation may have had
some place in the earliest days of public finance,
but its application to-day is extremely limited.
With the growth of the political unit it has become
almost impossible to make contributions to the
State correspond in any exact degree to the value
of the specific service rendered, and even in local
finance, as we have shown, the relation between
individual payment and benefit is very ill-defined.
Statesmen and cconomists still differ among them-
sclves as to the real character and purpose of taxa-
tion, but they are generally agreed on the inade-
quacy of the benefit principle in the fiscal systems
of to-day.

2. THE ‘“ Socro-PoLiTicAL ” THEORIES

§ 5. The supporters of the financial and of the
benefit theories, it has been pointed out, are not
imbued with any idea other than that of obtaining
the necessary funds in the most expeditious and
convenient manner. A taXx is nothing more to them
than a fiscal instrument to be used as sparingly
as possible, or as a measure, if only in a rough
way, of benefits received from the central or local
authority. To employ it for purposes of political
advancement, economic development, or social
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reform would be altogether foreign to their
notions of the true character and purpose of public
finance.

Yet from the earliest days of government we find
legislators employing the tax as a means of achiev-
ing some secondary purpose as well as raising revenue.
Indeed, there have been many occasions on which
the monetary return has been placed subordinate
to the other end in view. For instance, when an
import tariff is levied upon certain commodities in
order to foster the production of those goods at
home, the degree of protection afforded by the
measure varies inversely with the amount of the
revenue. A Chancellor with protectionist views
does not, of course, scorn such amounts as may
accrue from the tariff, but he cannot hope, if the
industry is adequately safeguarded, to derive a
large revenue as well.

Or the legislators may attempt, by discrimination
in the rates of taxation, to develop certain industries
or colonial territories. Differential tariffs are now
imposed to some extent in favour of colonial imports
in an endeavour to divert some of the home demand
from foreign to imperial produce. Also, when the
petrol duty was imposed, exemption was given to
“benzolé in the expectation of stimulating the benzole
and coal industries at home. In all such instances
the State deliberately deprives itself of a definite
amount of revenue in the hope that the attainment
of the ulterior object will more than compensate for
the immediate financial sacrifice.

§ 6. Such purposes of taxation would be governed
by the ¢ socio-political ” theory, which has been
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most fully developed by German writers. This
theory regards a tax as the legitimate instrument of
the statesman who desires to effect some reform,
whether in political, economic, or social affairs.
Hence, for example, if the State wished to take
political advantage of a monopoly that it possessed
over an article required by other nations, it might
decide to impose an export duty for achieving that
purpose. If Parliament wished to foster a vital or
infant industry at home, a tax on competitive im-
ports might, according to this theory, be justifiably
employed. And if it were held that the income of the
people should be more equally distributed, a progress-
ive scale of taxation, designed to fall most heavily on
the richer members of the community, might, in
the absence of more satisfactory methods, be brought
into force.

The socio-political doctrine is therefore very com-
prehensive. While it is in many ways opposed to the
financial theory, it should not, however, be identified
with the socialistic view. To the extent that its
supporters believe in using the tax as a weapon for
obtaining a greater share for the working classes,
they are on common ground with the socialists.
But this object is not necessarily part of their pro-
gramme. In fact, there is no defined programme at
all, in the ordinary sense of the term. Those who
believe in the socio-political theory of taxation need
not be committed to any particular object of reform,
or be associated with any single party. They simply
hold the view that a tax may properly be used as an
agency for effecting such reforms as the government
think fit. The aim may be socialistic or it may be

c
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just the reverse. Hence the theory finds adherents
in all political parties.

The very comprehensiveness of the socio-political
theory is itself a ground for criticism. To the view
that a tax should be used for no purpose other
than revenue-raising, the theory serves as a valuable
corrective. There are few people to-day who, after
a moment’s deliberation, would support the purely
fiscal view in its crudest form. Apart from this
service, however, the socio-political theory might
be regarded as being too indefinite, especially as
some of the objects that come within this view of
taxation might well be incompatible with each
other. What many are in search of is a state-
ment, not merely of the general character of taxa-
tion, but also of the particular purposes to which
the revenue should be applied. At this point the
supporters of this very inclusive doctrine break up
into several groups.

§ 7. Some would deliberately aim, by means of
taxation, at securing a more economical arrange-
ment of our productive resources. They may adopt
the course of differential taxation, hoping that
the favour shown to certain industries will bring
about the desired development. Or they may
employ the more direct policy of giving subsidies out
of tax revenues to those industries it is thought
necessary to stimulate. Both of these methods have
been adopted by modern governments, notwith-
standing serious criticism from the partisans of
laissez-faire.

Others would employ taxation as a method of
regulating consumption. Certain articles are de-
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cidedly noxious, especially if consumed in large
amounts, and it may be thought that their purchase
could advantageously be restricted by the addition
of a heavy duty to the ordinary price. Other
articles are of the luxury type, and, though they
may be innocuous in themselves, an undue share
of the country’s resources may be considered to go to
their production, causing the supply of more neces-
sary goods to be curtailed. A tax on luxury articles
may be proposed, not only because the expenditure
on such commodities provides a good index of ability
to pay (some would support it on this ground alone),
but also because it is deemed advisable to dis-
courage all wasteful expenditure, as judged from
the point of view of the community.

Just as it is possible to employ taxation as a
means of stimulating the production of necessary
goods, so the proposal has been made, and in some
cases carricd into effect, to encourage the consump-
tion of certain articles by selling them under cost and
making good the loss out of public revenue. This
may be done ecither by handing over to the producers
a sufficient sum to compensate them for the smaller
price or by supplying the commodity, through State
or local agency, direct to the public. For instance,
a municipality may desire, in the interests of public
health, to incrcase the consumption of milk in the
poorer neighbourhoods of the town. By arrange-
ment with the retailers or, if this is not practicable,
by direct supply, the children of the poor may be
provided with milk at charges something less than
the market price. It is anticipated by the supporters
of such schemes that the immediate loss will eventu-
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ally be more than balanced by an improved physical
stock and greater economic efficiency.

§ 8. From the standpoint that a tax may be used
for promoting the welfare of the pcople there is but a
short step to the view that it may also be employed
for rectifying some of the evils consequent upon
the prevailing economic system. Accordingly, there
has been developed what is known as the ‘‘ com-
pensatory ’ theory of taxation. The political and
legal organisation of the State may, to some extent,
be responsible for large accumulations of wealth in
some directions and comparative poverty in others.
This is not to say that the governments have directly
or deliberately made it possible for certain classes
to increase their possessions at the expense of the
remainder of the people. The inequalities may have
arisen independently of the governing powers, and
even in the face of intervention. The supporters of
the compensatory theory maintain that, although
the central authority may have proved incapable of
striking at the source of these inequalities, there is no
reason why it should not minimise the consequent
evils by an appropriate scheme of taxation.

Thus, for example, a monopolistic firm may make
unduly large profits from the wants of the people.
But for the protection it receives from the State, it
might not be nearly so prosperous. Perhaps it has
becn granted special legal powers, in which event the
partial responsibility of the State is even greater.
The advocates of the compensatory theory would
urge the imposition of a special tax on monopoly
profits, so as to return some of the gains to the con-
sumers. Or a person may possess property which
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increases in value, not because of any effort on his
part, but because of the growth of population around
the land or building, or possibly because of spccific
improvements in the vicinity undertaken by the
public authority. In such circumstances, it is
maintained, a special tax on the ‘ uncarned in-
crement ”’ would be justifiable.

The compensatory theory, it will be observed,
is not necessarily socialistic. There are many who
would support a steeply graduated scale of income
tax, or a land values or a “ betterment ” tax, who
on other questions are totally opposed to the
socialist programme. It is one thing, they say, to
repair such inequalities as those just mentioned, but
quite another to embark upon a drastic scheme of
redistribution. Their position, however, is not well
defined. Although, on the larger socialistic issues,
there may be a wide divergence of opinion between
the two schools, the dividing line on the subject of
taxation and welfare does not appear to be very
sharply drawn.

§ 9. We pass then, finally, to the socialistic theory
of taxation, which maintains simply that the system
of public finance should be so arranged as to reduce
the inequalities of income of the various classes. It
favours heavy taxation of the rich and light imposts,
if any at all, on the poor, so that the final distribu-
tion of incomes shall be less unequal than it is at
present.

To further his case the socialist often invokes the
aid of the economic doctrine of diminishing utility,
according to which the utility of successive units of
a commodity owned by an individual diminishes
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with every unit that is added to the stock. For
ordinary purposes money may be regarded asfa,
commodity. The richer a man is, the greater is the
number of commodities he can purchase, but the
smaller is the relative utility obtained from cach
additional unit of expenditure. The application by
the socialist of this doctrine needs little demonstra-
tion. Transfer wealth by means of taxation, it is
argued, from the rich to the poor. The utilities
surrendered by the former will be less, pound for
pound, than those acquired by the latter. The
bounty to the poorer classes need not, of course, be
given in cash. Wise expenditure on public services
will, it is maintained, ‘‘ socialise consumption ", and
add thereby to the total utility enjoyed.

It should be borne in mind that to socialists, as a
class, progressive taxation, however steeply gradu-
ated, is but a sccond-best method. Until they
attain the political power that will enable them to
control the means of production, they are prepared
to make what use they can of the tax weapon. But
they are constantly affirming that, until the sources
from which all incomes spring are in the hands of the
State, the improvement must be very limited. The
ardent socialist concentrates upon the control of
production, which will permit him to appropriate,
before distribution among the people takes place,
such funds as are required by the public authorities.
Under such extreme conditions the method of taxa-
tion would be altogether transmuted.

When we speak, however, of the socialistic theory
of taxation, we do not refer to anything so advanced
as this. We refer simply to the view that taxation
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should be employed for smoothing out the existing
inequalities in wealth and income. It is described as
socialistic largely for want of a better name. If it
were differently known, it would possibly command a
wider acceptance. But, whatever name we care to
give it, the fact remains that our fiscal system is
already largely fashioned by this policy. The income
tax and surtax between them are so graduated as
to reduce the large incomes by a half. The death
duties are very considerably cutting down the capital
actumulations from which many such incomes are
drawn. On the other hand, public expenditure on
the social services is gradually increasing, thus add-
ing, on balance, to the income of the working classes.
It is not suggested, of course, that the desire for
social amelioration has been the chief reason for the
heavy taxation of the well-to-do. The exigencies
of the war speeded up the rate of taxation far more
than the movement for reform could possibly have
done. Nevertheless, the amount compulsorily taken
from the wealthy classes for the benefit of the less
prosperous is greater now than it has ever been.
Though, with the passing of time, the volume of
taxation will probably be reduced, the proportion
of the total revenue devoted to social purposes is
almost certain to remain high.



CHAPTER II
THE NATURE OF PUBLIC EXPENDITURE

1. PRIVATE AND PuBLIC FUNCTIONS

§ 1. THoUGH we are primarily concerned in this
work with the economics of taxation, it is natural
and desirable that reference should constantly be
made both to the extent and to the nature of public
expenditure. Obviously the question of the economic
effects of abstracting large amounts from the tax-
payers turns largely on what the central and local
authorities do with the money so derived. It may
be helpful, therefore, before we proceed to examine
the incidence and effects of taxation, to survey the
main characteristics of public expenditure and the
principal forms that it takes.

There is a common tendency to bring to the study
of public expenditure the same attitude of mind as
one gives to private finance. Representatives on
national and local bodies are expected to deal with
the demands of tlie spending departments in much
the same way as if the requests came from branches
of their own businesses. It is a mistake, however,
to assume an exact parallelism between public and
private finance. There are entries in private

24
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accounts that have no counterpart in public budgets,
while there are items in the latter that cannot
possibly have a place in the former. Quite apart
from the differences in the specific heads of expendi-
ture, there are almost fundamental distinctions in
their respective nature and purpose.

§ 2. One obvious distinction between private and
public expenditure is to be found in the different
relationship to income. The amount that an
ordinary person or company can spend is strictly
limited by the extent of the income available. For
a time the orders for goods may proceed at a faster
pace than the money wherewith to pay for them ;
but, needless to say, such a course cannot be long-
lived. Governments and local authoritics, however,
do not experience this rigid limitation. They
decide first what they wish to spend, and then
proceed to set their fiscal machinery in motion in
order to obtain the desired amounts. No wise
administrator, of course, would devise a scheme of
expenditure without bearing in mind the capacity
of the taxpayers, and to that extent it is not strictly
true to say that, differently from conditions of private
finance, the expenditure determines the revenue,
and not vice versa. But, as we shall show in the
next chapter, the taxable capacity of the nation is
a variable and indeterminate amount, and the limits
to public expenditure are not immediately evident.

§ 3. Public expenditure also differs in some
measure from private expenditure in the motive
force behind it. Apart from purely personal ex-
penditure, the ordinary individual seeks, where
possible, to secure a surplus of revenue over expendi-
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ture. The degree of the anticipated balance often
determines whether a particular outlay shall be
made. DPublic departments, on the contrary, are
not inspired by this motive, except of course where,
as in the case of the post office or local tramway
services, they are intended from the start to be
financially self - supporting, and possibly profit-
making as well. In general, however, public ex-
penditure can be distinguished on these grounds
from private expenditure, with corresponding differ-
ences in outlook and method.

§ 4. Another difference, but also in degree rather
than in essential principle, springs from the liability
of public bodies to be influenced in their manner of
spending by powerful sectional interests. On the
one hand it may be the defence departments pressing
for expenditure on armaments and forces in excess
of the proposed allowance. On the other hand it
may be one of the younger ‘ social ”’ departments
enthusiastically pushing forward a scheme for en-
hancing the welfare of the working classes. Private
bodies are, in the main, exempt from this conflict of
interests, although, when the business undertaking
grows to larger proportions, amalgamates perhaps
with other concerns, and covers a wide range of
activities, a similar danger is liable to arise.

§ 5. The distinction between the two kinds of
spending really resolves itself into a difference in
function. Apart from those profit-making public
departments, which are more or less analogous to
private businesses, it is undesirable to draw too
close a comparison between private and public
accounts. The individual trader or company regards
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net surplus as the crucial test. In the existing world
of business he is not required to evaluate the useful-
ness of his enterprise in terms any other than those
of cash. But the ordinary profit index, however
usefully it may serve in private and competitive
enterprise, is very inadequate when applied to the
activities of most public departments. If a private
concern that is engaged in supplying a necessary
article fails to make a profit, it has sooner or later
to close down, with possibly harmful consequences
to the people as a whole as well as to itself. A public
department is under no such obligation, although
the absence of a profit incentive should not, of
course, be a reason for slackness or inefficiency.
There are certain articles, widely needed by the
people at large, the consumption of which should
not be allowed to fluctuate according to variations
in price, and hence it may be expedient for the
public body to maintain a constancy of the price
that is not apparently justified by the cost of pro-
duction. It may be permissible for the State or local
department to sell the article at less than cost, if
any scrious abstention on the part of the consumer,
following a so-called “ economic price ”’, would limit
the expenditure on the necessary commodities, and
possibly entail a general loss in efficiency and welfare.
Water supply is a case in point. The money that
was supposed to be lost through selling water at
less than cost might well be regarded as an invest-
ment, the ultimate return to which would in all
probability generously make up for the temporary
loss.

§ 6. The “ investment ’ character of some public
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expenditure brings us to another point which dis-
tinguishes private from public finance. There are
some forms of outlay, everywhere admitted to be
essential from the standpoint of the community as
a whole, which one cannot expect private persons
to undertake, because such a considerable time has
to elapse before any return, even where it can be
reduced to monetary terms, can be expected. Con-
sider, for example, afforestation. The number of
landowners who are prepared to sink large capital
sums and forgo a revenue in their lifetime for the
benefit of their descendants is getting smaller. As
a general rule an individual requires an income from
his investment in a fairly short period of time.
Those investments which cannot, by their nature, be
expected to yield a revenue for several years, perhaps
a generation or more, are frequently not undertaken
at all, unless a public department assumes the
responsibility. Though business concerns decay and
disappear, the State must go on, and those at the
helm of public affairs must necessarily look beyond
their own lifetime.

§ 7. The differences between private and public
functions, however, are not always well defined, and
often there is much overlapping. There are, for
instance, some private businesses, such as the Bank
of England, which engage in activities of a semi-
public kind. The profit motive may be important,
but it is not paramount. Certain economists would
like to see a steady increase in the number of these
enterprises, which they prefer to publicly owned
and operated departments. Other concerns, of the
‘ public utility ’ type, are privately owned and
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managed, but are subject, in the interests of the
consumer, to a degree of national supervision and
regulation. The functions of such undertakings
and the activities of some State and municipal
departments have much in common, despite the out-
ward differences in ownership and direction.

2. TuE CrLASSIFICATION OF PUBLIC EXPENDITURE

§ 8. It is just as difficult to draw up a rigid
classification of the different types of public expendi-
ture as it was, in the wider field, to make a clear-cut
division between private and public functions. Many
such attempts have been made, but they are either
so general, or are hedged in with so many qualifica-
tions, that their practical value is not very great.
John Stuart Mill divided public expenditure accord-
ing to whether it was ‘‘ necessary "’ or ‘‘ optional ”,
but the limitations of such a vague classification
were soon evident. J. S. Nicholson ! drew up more
numerous categories, making revenue the deter-
mining condition. ‘‘ First, expenditure without any
direct return by way of revenue, e.g. poor relief, or
in extreme cases even with indirect loss, e.g. expendi-
ture on war. Second, expenditure without direct
return, but with indirect benefit to the revenue, e.g.
for education, it being supposed that eventually the
educated are better taxpayers or cause less expense
as paupers or criminals. Third, expenditure with
partial direct return, e.g. education for which fees
are received, subsidised railways that pay part of
their expense. Fourth, expenditure that obtains a

1 Principles of Political Economy, bk. v. ch. xv. sec. 3.
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full return or in extreme cases yields a profit in
addition, e.g. the post office, gas works, and gencrally
State industries.”

Still another classification is that favoured by
Professor C. C. Plehn,! who arranges the expenditure
under the heads of benefit rather than of revenue.
He considers to be most important that expenditure
which confers a common bencfit on all, e.g. defence,
consular service, roads, education; second, that
which confers a special benefit on certain classes of
the people, but which, owing to the capacity of these
classes, should be regarded as a common benefit, e.g.
poor relief and pensions ; third, that which confers
a special benefit on certain people and a common
benefit on the nation in general, ¢.g. administration
of justice ; fourth, that which confers a special
benefit on individuals, e.g. publicly owned in-
dustries.

§ 9. A common division, but one that is not free
from ambiguity, is that drawn between ° produc-
tive ”’ and ‘‘ unproductive ”’ expenditure. A service
may be viewed as ‘‘ productive ”’ in more than one
sense. Some would take profit as the criterion. If
money spent on the tramways, for example, yields
a net surplus to the community, the venture has
been “ productive ’, but if the service is run at a
loss, it is * unproductive ’.  Such an argument has
obvious limitations. Most public departments are
of such a kind that their value to the community
is not to be judged by the amount of profit that
they make. Possibly the benefit to the public and
the profit on the undertaking vary in inverse ratio.

1 Introduction to Public Finance, pt. i. ch. i. sec. 6.
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The advantage of a good water supply, to repeat,
cannot be measured by the surplus made by the
department concerned. The expenditure may be dis-
tinetly productive, even though the public authority
appears to incur a financial loss. If it is undesirable
to gauge the productivencss on a profit basis in the
casc of services for which a price is charged, what
is to serve as criterion in the case of ‘“free ’’ services,
such as roads, lighting, sanitation, and so on?
Evidently productiveness, if it is to be a test of
expenditure, must rest on a wider basis.

All these classifications, indeed, while useful in
their way, suffer from the fault that besets any
attempt to place public expenditure in rigidly defined
categories. There is inevitable overlapping and
duplication, whether classified according to revenue,
benefit, or product, while several important forms
of expenditure cannot satisfactorily be assigned to
any one of the divisions. Even the expenditure, for
example, on protecting the citizens against foreign
aggressors and against wrongdoers at home might
be regarded as a form of insurance premium, and
thus be said to have a quasi-economic justification.

§ 10. Expenditure on defence is still considerable,
and if we add the cost of the debt, which is almost
entirely due to wars in the past, the burden is
enormous. Before the Great War the ratio of the cost
of the defence of this country to the total government
expenditure (about £200,000,000) was 44-7 per cent ;
that of the debt services was 14-1 per cent. The
total expenditure of the government in pre-war
years was roughly 10 per cent of the aggregate
national income. The cost of defence and debt,
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therefore, before the war was just over 5 per cent
of the total income of the country.

In the year following the war the respective
ratios of expenditure on defence and debt were 16-8
and 42-4 per cent. The total percentages spent on
these items in the two periods were thus approxi-
mately the same (about 60 per cent), but it must be
remembered that the amount of the Budget, in
terms of money, had quadrupled during the interven-
ing years. The post-war Budget of £800,000,000
bore a ratio of 20 per cent to the aggregate national
income. The cost of defence and the debt services
therefore represented over 10 per cent of the total
income of the people in the years following the war,
compared with a little over 5 per cent a few years
before. Also, in the post-war ycars there was a large
additional cost in respect of war pensions.

The records of the pre-war and post-war expendi-
ture of foreign countries under these heads are no
less instructive. In France the ratio of the cost of
defence to the total government expenditure fell
from 40-3 per cent to 11-8 per cent (the increase
in the proportion of the total expenditure to the
national income should again be borne in mind), but
the ratio of the debt services increased only from
21-5 to 22 per cent. In Italy the ratio of the cost
of defence fell but little from 25-6 to 23-8, while her
ratio of debt charges fell from 26-4 to 19 per cent.
Japan’s ratio of defence expenditure actually in-
creased from 35-4 to 47-9, while her debt ratio fell
from 26-3 to 10 per cent.

§ 11. The published returns of these countries
yield an interesting comparison of expenditure under
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other heads. The cost of collecting the revenue in
the United Kingdom fell from 2:6 to 0-8 per cent,
i.e. while the revenue quadrupled, the actual cost of
obtaining it increased but slightly. The low ratio
is due largely to the preponderance in the national
revenues of direct taxation, which is notably eco-
nomical to collect. In Italy the ratio of the cost of
collecting the revenue was as high before the war as
11-5 per cent, falling in the post-war years to 7-5
per cent. In Japan the ratio fell from 1-7 to 1-2
per cent. The French returns are not given sepa-
rately, being included under the head of civil ad-
ministration. The cost of civil administration in
the United Kingdom was 18-8 per cent before the
war and 6-6 per cent in the ycars following it. In
France the respective ratios were 21:6 and 6-6; in
Italy 19-2 and 16-9; and in Japan 28-8 and 34-6
per cent. Though the methods of computation are
not the same in the several countries, and the above
percentages therefore must not be interpreted and
related too closely, the ratios are sufficiently correct
to allow of a general comparison.!

3. Tue Cost oF THE NATIONAL DEBT

§ 12. All public debts do not necessarily con-
stitute a real burden, nor must their respective
nominal amounts be taken to indicate their relative
degrees of severity. In particular it would be in-
correct to compare the burdens of local and national

1 For detailed comparative statistics of public expenditure
in the above and other countries see G. F. Shirras, The Science of

Public Finance,
D
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indebtedness merely by reference to the published
returns. Local debts are commonly incurred for the
provision of somé economic undertaking, the annual
revenue from which, if it were specifically assessed,
would cover the necessary charges, while the value
of the enterprise would, as a general rule, be sufficient
to meet the principal amount owing. The reason,
of course, lies in the fact that local authorities in
general are not prompted to borrow money, and are
not in fact allowed to do so, unless there is a strong
economic justification. The debt incurred by such
authorities is comparable to that of a business under-
taking, the assets of which are considerably in
excess of its liabilities. The existence of a number
of people who hold annual claims on a local authority
or on a company is not incompatible with a sound
financial position of the undertaking itself. National
debts, on the contrary, are seldom of this kind. To
the extent that a government borrows money for
acquiring and developing the railway system or for
embarking upon schemes of production, the debt
incurred may be likened to that of an ordinary
economic venture. But in the great majority of
cases national debts have been created by wars,
which are not regarded to-day, even by the most
sanguine apologists, as economically productive.
The capital borrowed during the years of war is
literally blown away. Though the exigencies of the
time may render it imperative that this wastcful
expenditure should be incurred, the intcrest that has
to be paid in the succceding generations cannot, by
any stretch of the imagination, be considered as
coming from the capital borrowed and used up
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during the years of war. It is because the interest,
and also the principal, have to be paid out of current
income that a national debt can be said to con-
stitute a real burden.

§ 13. Several factors have to be borne in mind
in estimating the net burden of a public debt. The
first consideration is the extent to which the capital
and interest payments are kept within the national
boundarics. Where a large proportion of the stock
is held by foreigners the burden of tho debt is
heavy, for each year the people of the debtor
nation have to part with a proportion of their
total product. The payments that are thus made
may be likened to an annual tribute levied by the
creditor upon the debtor nation. But where the
whole, or the greater part, of the capital sum is
owing to the nationals themselves, entailing periodical
internal payments, the real burden upon the com-
munity as a whole is not so serious. The burden
of the British National Debt would be appreciably
greater if we owed the greater part of it to other
countries instead of nine-tenths to ourselves.

§ 14. In the classification of public expenditure
in the previous section, a distinction might have been
drawn between ‘ exhaustive ”’ and ‘‘ transfer ” ex-
penditure. Under thé former head is denoted the
physical consumption of economic resources by the
public authority. The construction of a gun or
a battleship, of a building or furniture for its
equipment, of roads or bridges, would come within
this category. Under the latter head is com-
prised such outlay as does not involve the public
departments in direct consumption, but entails
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rather a transfer of purchasing power from the tax-
payer to the recipient of the public payments. The
National Dcbt services, apart from the actual cost
of administration (which is of an * exhaustive ”
character), fall in the second category. If, to the
expenditure on the National Debt, which constitutes
nearly a half of the Budget, there is added the
cost of pensions and similar items, the proportion
of payments that represent internal transferences
is found to be very high. The real burden of this
part of the national expenditure depends then,
first, on the economic reactions to which the necessary
taxation gives rise, and, secondly, on the use which
the recipients and beneficiaries make of the sums
transferred. Both these questions have still to be
more fully discussed. It should be evident, however,
even at this stage, that expenditure which is of the
‘“ transfer ’ type tends to be less burdensome on
a community as a whole than expenditure of the
‘““ exhaustive ”’ kind.!

§ 15. The burden of the National Debt services
is influenced too by the manner of distribution both
of the national wealth and the national income. If
this wealth and income were fairly evenly divided,
and if, furthermore, the debt were held by every-
body in more equal amounts, the real burden would
be considerably smaller than it is now. Actually,
however, the capital of the country is distributed
in an extremely unequal fashion, while the division
of the income is not very much better. As a
result of this unequal distribution, the possession of

1 For a detailed analysis of * transfer’ and ‘‘exhaustive’’
expenditure, see Pigou, 4 Study in Public Finance, pt. i. ch. iii.
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government stocks is largely confined to a small
section of the people. (Although there are millions
of people altogether holding government stocks in
one form or another, the bulk of the value of such
holdings is in the hands of a small minority.) On
the other hand, the taxes that are levied wherewith
to pay the dividends to those people are steeply
graduated, with the result that the rich investors
who receive considerable interest payments from
the State are also required to pay heavy taxes. If
it were truc that the taxes on the rich were relatively
as heavy as the dividends they drew on government
stocks, and if it were true, further, that the absence
of such capital possessions on the part of the poorer
classes meant a corresponding relief from taxation,
then the distributional aspect of this problem would
not be serious. But there is ample evidence to show
that the real burden of the National Debt tends to
fall with greater severity on the poorer classes, and
that the more prosperous government stockholders,
though admittedly they are heavily taxed already,
are in a strong enough position to bear some
differentiation of the charge.

§ 16. The National Debt is also said to discrim-
inate in the severity of its burden, not only between
the rich and the poor, but also, to some extent,
between the old and the young. Nearly the whole
of the present Debt was incurred between 1914 and
1918, and the present holders are, for the most part,
getting on in years. Such a position is open to
criticism on more than one ground. First, there is
the submission that, while the young offered and
often gave their lives during the years of war, their
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elders lent their wealth and are now exacting an
annual toll. In the second place, it is maintained
that the transference of wealth and income from the
comparatively young to the comparatively old mili-
tates against enterprise and efficiency. While there
is some force in these contentions, its application is
limited and temporary. The above fears rest on the
assumption that the owner of capital uses it and
initiates ventures himself, whereas, very often, he
leaves its direction and control in the hands of other,
and possibly younger, men. Also, with the passing
of the generations, the significance of the present
differentiation in favour of the old will disappear,
and those who are now young will in turn become
the possessors of the estates.

Though the importance of the discrimination
against the young in favour of the old is apt to be
exaggerated, there is some truth in the wider criti-
cism that the payment of three hundred millions a
year in dividends on government stocks is unduly
favourable to the rentier class, irrespective of age, at
the expense of the more active and venturesome
sections of the public. If, in order to meet the annual
obligations to the stockholders, the comparatively
progressive classes are severely taxed and their
business enterprise is checked, the national income
and welfare is bound to suffer. If the prospect of a
secure and regular income induces the stockholder
to relax his personal efforts and to become depend-
ent on the passive earnings of his public stocks,
the economic position of the nation is still further
df/maged.

§ 17. We have shown that the burden of the
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National Debt differentiates among the rich and the
poor, among the old and the young, and among the
rentier and venturesome classes, at a particular time.
1t can also be shown that the burden usually falls
with greater severity as one proceeds from one period
to another. National debts are, to repeat, almost
invariably created in times of war, and it is at such
times that prices are distinctly higher than the
average. In the years following a war, prices al-
most inevitably decline, but, unless the government
has made some special provision for reducing the
money interest on long-dated loans, the real income
derived by the stockholder increases every time
there is a drop in prices. In other words, the real
charge upon the community, measured in goods and
services, goes up as the general level of prices goes
down. For example, when an investor lent £100 to
the State during the war, he was content to receive
annually the sum of £5, or, say, the equivalent then
of a suit of clothes. He still receives his £5, but, with
the appreciable drop in prices during the past decade,
he buys with the money not only a suit of clothes,
but an overcoat as well. The extra overcoat repre-
sents, so to speak, the additional burden on the
people that is attributable to the existing system of
administering the National Debt. Theoretically the
stockholder is liable to suffer a reduction in his real
income in the event of prices rising and remaining
above the war level, but experience proves that such
an event is extremely unlikely.

§ 18. The problem, while easy to state in this way,
is more difficult to deal with in practice. Looking
back, one might argue that, just as the State made
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provision for workers in its employ to receive lower
money wages each time there was a drop in the cost
of living, and provided facilities for the adoption of
this principle in private cmployment, so it might
have arranged for interest on the Debt, and the
principal itself, to be calculated on a sliding scale.
It would have been quite equitable if the government
had pursued such a course from the start, though it
is uncertain whether as much money would have
been raised on this basis as was actually obtained.
But the time was allowed to pass without scizing the
opportunity, and it is doubtful whether this is a
proper occasion to remedy the situation. If the
government were suddenly to announce its intention
of reducing the rate of interest to a figurc equivalent
“to the original purchasing power, it would, without
question, be accused of a breach of faith, and a decline
in its credit would be liable to follow. The conten-
tion that the government was only reverting to the
dividend in terms of goods and services, with which
the lender expressed satisfaction at the time that the
money was lent, would be perfectly sound so far as
it went, but would be countered by the retort that
the government made a promise to pay so much
money, and that it was on that understanding that
capital was subscribed and that subsequent dealings
and contracts were undertaken. Further, there is a
practical difficulty arising from the change of owner-
ship that has to a large extent been effected since the
stock was first issued. Sales have taken place daily
for over ten years, and the market prices of the
securities have naturally been influenced by considera-
tions of purchasing power. If the government were
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to declare its intention of reducing the percentage
of interest, it would, on the one hand, severely em-
barrass those who had bought the securities during
the last few years, though it would, on the other
hand, recover some of the increment from the
original investors who were still in possession of
the stocks.

4. THE COoST OF THE SOCIAL SERVICES

§ 19. An increase in the expenditure on social
services might be taken to signify either of two
things. It might, on the onc hand, be interpreted
as a sign of a country’s prosperity and of its ability
to provide for the needs of the poorer classes from
the ample funds of the nation as a whole. It might,
on the contrary, be construed as denoting a growth
in the poverty of a large proportion of the nation,
to alleviate which the more fortunate sections were
more heavily taxed, even though their actual wealth
and income were on the down-grade. Obviously
the true significance of such expenditure cannot
be estimated merely by reference to the figures
themselves, but have to be considered in relation to
all the economic and social circumstances of the
nation at a particular time. Thus, the rise in public
expenditure on the social services in the latter part
of the nineteenth and the carly years of the twentieth
century was perfectly consistent with, and was to
some extent thc result of, the material progress of
the nation. During the last few years, however,
the expenditure on thesc objects has, taken as a
whole, enormously advanced, yet nobody but the
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profoundest optimist would interpret the increase
as commensurate with the growth of the wealth-
producing powers of the nation in general. In so
far as the figures have been swelled by the sub-
ventions to the unemployment insurance scheme,
the explanation has to be found in depression rather
than in prosperity.

§ 20. A necessary preliminary step in analysing
the official statements of the public social services,!
and comparing the expenditure with that on other
objects, is to separate those figures that represent
the charges falling directly on the central and local
authorities, .e. on the taxpayers as such, and those
that represent ‘‘ other reccipts ”’, such as, for ex-
ample, the contributions of employers and employed
to the various insurance funds, and the revenue from
endowments and voluntary contributions to the
education services. The total expenditure in Great
Britain in 1929 on the public social services was
stated to be about £395 millions.2 Of this total,
£128 millions came from individual contributions
and payments, £91 millions from local rates, and
£176 millions from national taxes. The official
return, however, includes the cost of war pensions,
which, in 1929, amounted to £54 millions. If this
figure were deducted, as it ought to be, from the
gross amounts, the payments from the State would
be reduced to £122 millions, or the aggregate expendi-
ture to £341 millions.

1 Sec Appendix, Tables V and VI, for details of expenditure
on the social services.

# Parliamentary Return, Decomber 15, 1930. The estimated
figures were £348,930,000 for England and Wales, and £46,853,000
for Scotland, a total of £395,783,000.
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Furthermore, if it is intended to show how much
of the above amount represents a net transference
to the working classes, who arc the chief beneficiaries
of the social services, it is necessary to deduct the
amounts that they pay in contributions to certain of
the services, as well, of course, as the sums that they
pay in taxes. Roughly one-third of the social insur-
ance expenditure is ordinarily met by workpeople’s
contributions. The ultimate destination of the money
laid out by employers under this head cannot be
traced with any precision, but such expenditure is
usually included in production costs, and passed
on to the consumers. Though it is impossible to
calculate the extent to which this cost is borne by
the different sections of the community, there is no
question that much of it is shifted to the wage-
earning classes.

On the other hand, there are items of social
expenditure that are not recorded in the above
official returns. There is, for example, the consider-
able annual outlay by employers on workmen’s
compensation and similar obligations. Notably,
too, there is the cost in recent years of assisting the
unemployment insurance funds out of loans. Unless
the amounts borrowed are fully repaid—an unlikely
contingency—such expenditure ought to ‘be taken
intoaccount in computing the total cost of thisservice
and in apportioning the bencfit. Also, there have
been several constructional and other public under-
takings which have been designed, not only for their
direct value, but for the relicf that they were expected
to give to the labour market. This is not, of course,
a criticism of such measures, for even if the schence
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were not in all cases justifiable from the strictly
financial point of view, the nominal loss might
be far less than the saving in out-of-work benefit,
not to mention the advantages of maintaining the
morale of the workers. The degree in which such
outlay partakes of the nature of * social ”’ expendi-
ture cannot be exactly estimated, but its presence
should not on that account be overlooked.

§ 21. These considerations demonstrate the diffi-
culty of exactly computing the extent of the social
services and the manner of their apportionment.
Taking the figures as a whole, however, there is no
doubt that the social services have materially assisted
in the redistribution of income that has been taking
place during the last fifty years. The present
expenditure on these services, including local out-
goings, and also taking insurance contributions and
similar non-tax payments into account, represents a
gross addition of about three shillings in the pound to
the wage-earner’sincome.! It wasstated in the Colwyn
Report that the revenue obtained in 1925-26 from
the average family of this class amounted to about
two shillings in the pound ;2 with the subsequent
remission of the tea duty, the proportion is probably
now rather less. Their other net payments, though

1 See H. Clay, The Authoritarian Element in Distribution,
Economic Journal, March 1927 (reprinted in tho author’s T'he
Problem of Industrial Relations, 1929), where it is estimated that
the ratio of expenditure on social services to wages in 1880
was 3'4 per cent; in 1911, 94 per cent; in 1913, 104 per cent ;
and in 1924, ‘“not less than one to eight”’. In view of the con-
siderable increase in social expenditure since 1924, the above-
mentioned figure of 3s. in the £ may be regarded as a conservativo

estimate.
2 See Appendix, Tables VII and VIII.
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not calculable with any precision, are probably
insufficient to cancel the balance in their favour.
Members of all parties have for long been agreed
that some measure of redistribution was necessary,
but now that the differences in incomes have been
to some extent reduced as a result of public expendi-
ture, there are many who, while formerly approving
of the general desirability of this reform, are now
apprehensive that it has gone too far, or, at any
rate, that it is proceeding too quickly in relation to
the economic conditions of to-day.

§ 22. Discussion on the social services is rendered
difficult by the fact that the motives underlying the
expenditure arc not always the same, and are, in fact,
sometimes opposed. The most general argument at
the present time comes, of course, from socialist
quarters, but it would be untrue to assume that
the opponents of socialism are averse from such ex-
penditure, or, for that matter, that all socialists are
necessarily in favour of it. There are many of the
latter who frankly suspect the efficacy of spending
public money on these services, particularly if such
expenditure is regarded by those in authority as a
complete substitute for more fundamental policy and
action. While they are anxious to retain and even
expand these services for immediate alleviation of
poverty, they constantly aver that nothing short of
a complete socialisation of the economic system will
effect a genuine and permanent cure.! Their political
opponents may, on certain forms of social expendi-
ture, be hardly less keen, though their motives may
be of a different order. They, too, may be inspired

1 Seo above, p. 22,
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by ideas of social reform, but not to the extent and
in the manner advocated by the socialists. Many,
again, not confined to any one political party, are
opportunists simply, who see the unwisdom, from
a partisan standpoint, of cutting down the social
services, thereby alienating, perhaps, the sympathies
of a large body of the electorate.

The case for the social services, however, would be
very incomplete if it rested only on political and
humanitarian grounds. The main justification of
these services, from the point of view of the econom-
ist, depends on the extent to which they add to,
or at least sustain, the efficiency of the recipient.
They may do so directly, as by wise expenditure on
education and the public health, in increasing the
mental and bodily equipment of the pcople. They
may do so indirectly, as by insurance, in preventing
deterioration and decay. One need not go to the
length of asserting, as some still do, that the ex-
penditure on the maintenance of the unemployed
during the last few years should be likened to an
insurance premium against the risk of revolution,
though there may be more than a grain of truth
in this submission. The position can be defended
more simply and less controversially. It is a well-
known fact, borne out by evidence in all parts of the
country, that the physical standards of the people
have not been lowered during the last decade to
anything near the extent as used to be expericnced,
comparatively speaking, in the days when unem-
ployment signified almost immediate distress. The
fact that the unemployed and their children are not
as physically impaired as they would have been in the
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absence of these nominally costly claims of public
assistance must mcan a higher potential economic
capacity than one which would otherwisc exist. Its
value cannot be exactly calculated, but the import-
ance of maintaining our productive resources at a
high level should need little argument.!

§ 23. Some, though by no means all, economists
would justify social expenditure, up to a point, on
the ground that it permits of an addition to the
wage-earner’s real income, without involving a flat-
rate increasc in money wages or in the costs of pro-
duction. It makes possible a closer approximation
of wages to needs without throwing the charge indis-
criminately on all employers, irrespective of their
power to bear it. The reasoning is simple, though
not free from criticism. If, as a result of trade union
pressure or State legislation, the minimum wage in a
particular trade is raised, the additional cost has to

1 Support for social oxponditure on oconomic grounds is not
confined to academic thoorists. The Balfour Committeo, for
oxample, which included many cminent industrialists, asscrted
in 1929 that “ from our point of view, the most important con-
sideration is not tho direct money cost of social sorvices, but
their effects on industrial efficiency. At presont Groat Britain
occupies o unique position in this matter. In no other great
commercial country, so far as we are awaro, is there anything
approaching the same public oxpenditure on safeguarding the
standard of lifo of the working population and protecting them
from the consoquencos of the various risks of life and industry.
The primary effcct is to improve materially the well-boing of the
industrial population in ways in which such improvement could
not have been achieved by individual effort except at enormously
groater cost. The senso of security and the relief from suffering
thus obtained is a national and personal asset of the highest value,
which is often neglected in making comparisons of British wages
and conditions of labour with those obtaining in other countries”’
(Committeo on Industry and Trade, Final Report, 1929, pp. 257-8).
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be met, not only by the firms whose profits are more
than enough to stand it, but by the ‘ marginal ”
firms who are already just making ends meet. If the
higher wages can be said to induce a greater efficiency
either of the workers or, through the stimulus to
better management, of the employers, there is a
strong case for this direct method. But where the
marginal concerns have no such outlet or oppor-
tunity, the increase in their costs may involve them
in such difficulties that they have to curtail their
production and even close down.

Indirect additions to wages, by means of public
social expenditure, the argument continues, do not
have such a result. Since it may be presumed that
the greater part of the cost comes from those taxes
that are progressively adjusted according to indi-
vidual ability to pay, the method is claimed to work
out more discriminately and equitably than that of
direct wages advances, and less prejudicially to those
firms that are not in a position to meet an increase in
costs. Under the prevailing system of income tax
and surtax, from which a large proportion of the
social service funds is expected to be drawn, the rate
of such taxation may vary from nothing, in the case
of the marginal firm, to a high proportion in the
case of the wealthy employer. In this way, so far
as the cost of indirect additions to wages can be set
against profits, the prosperous firms pay more than
the equivalent of a flat-rate wages advance, while the
firms nearer the margin pay less.

One criticism of this method is that it may impose
in effect a penalty on the more efficient firms. The
supporters of the plan have therefore to maintain,



11  THE NATURE OF PUBLIC EXPENDITURE 49

and if possible to prove, that the tax is devised in
such a way that it does not enter into costs, but falls
on realised surpluses only. This problem will be
considered at some length in the chapters on the
income tax.! Another criticism of the indirect
method of raising the wage-earner’s real income is
that he does not receive the same stimulus to effort
as that afforded by the prospect of a direct wages
advance. The force of this criticism varies with the
nature of the occupation, the quality of the organisa-
tion, the system of wages payment employed, and
many other factors, both industrial and personal, an
examination of which would take us beyond the
bounds of the present work.

§ 24. Broadly speaking, the cconomic effects on the
beneficiary depend largely on the nature of the public
service. It needs no argument to show that, if the
scheme is so badly devised that the recipient finds it
to his advantage to limit his efforts and curtail his
output, the results are almost bound to be harmful.
The moral damage is liable to be no less severe than
the economic. A source of criticism of the unem-
ployment insurance scheme has been the alleged
failure to deal adequately with those claimants
(usually exaggerated in number) who prefer drawing
benefit to finding work. A frequent objection to the
conditions formerly governing the non-contributory
old age pensions was that, by imposing a fairly stiff
means test, they virtually placed a penalty on thrift.
The effects on the beneficiary depend also, to some
extent, on the form which the service takes. Com-
monly it involves the making of cash payments,

1 Seo pp. 138-147.
E
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and thus the character of the final expenditure, and
the economic conditions to which it gives rise, are left
largely in the hands of the individual recipients, who
may, or may not, make the most advantageous use
of the amounts received. A large part of the public
social services, however, entails but little addition to
the money income of the bencficiary. The costs, for
example, of education, public hcalth and housing
grants, which between them amount to £140 millions,
or nearly one-half of the total net social expenditure
(i.e. excluding war pensions), contain a negligible pro-
portion of direct money payments. The proportion
becomes still greater as account is taken of institu-
tional and other benefits in kind under the poor
relief, health insurance, and similar schemes.

The problem turns also on the nature of the
commodities and services comprising the subven-
tions, and on the character of the individual bene-
ficiary. If the goods in question are of such a kind
that the recipient can be relicd upon to purchase them,
either with his own means or with money received
from the public body, this mode of assistance would
seem to have little advantage over the other, except
in so far as bulk purchases might prove more econom-
ical. The continuous receipt of such assistance in
kind might, under certain conditions, have the same
prejudicial effects on the person’s will to work as an
ill-advised and indiscriminate system of cash relief.
The situation is different, however, where the goods
and services arc of a kind which the recipient ought
in the general interests to enjoy, but which, in the
absence of a scheme of public supply, he could not
be depended upon, or could not afford, to procure.
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Education, public libraries, open-air spaces, medical
facilities, are but a few instances of this type of
public service, the ultimate return to which is no less
important than the immediate social advantage.

Against the benefits to the recipient have to be
weighed the effects on the general body of taxpayers.
The heavy cxpenditure on the social services, to the
extent that it is met by compulsory exactions, might
conceivably have a prejudicial influence on the enter-
prise and efficiency of the industrialist, but, as we
no longer have a financial system in which the pro-
ceeds from certain taxes are specifically earmarked-
for certain services, it is impossible to estimate with
any precision the taxpayer’s particular reactions to
the amounts appropriated for social expenditure.
That there may be a psychological relation between
this kind of expenditure and the taxpayer’s outlook
and enterprise is not denied, but the stage at which
this influence can be measured, or even roughly
estimated, has not yet been reached. It is more
practicable to study the effects of the tax exactions
as a whole, and of the chief forms of revenue in
particular, and this in the subsequent chapters we
shall proceed to do.



CHAPTER II1

TAXABLE CAPACITY AND THE NATIONAL
INCOME

§ 1. IN these days of large budgets we frequently
come across the contention that the burden of taxa-
tion is as heavy as the nation can possibly bear, if,
indeed, the limit of safety has not already been
passed. Gloomy comparisons are drawn between
the ratios of taxation in this country and elsewhere,
and we are told of the dire consequences that are
bound to follow if the policy of over-taxation is per-
sisted in. About one-fifth of our national income is
appropriated by the Exchequer for public purposes,
not to mention the additional amounts taken by
the local authorities. Before the war the proportion
was less than one-tenth. In the United States at
the present time only one-half of our percentage
burden is extracted from the pockets of the people
for Federal and State objects. Other countries, too,
have a smaller ratio than ours. From crude state-
ments like these it is quite an easy matter to enlarge
upon the heavy charge that falls upon the British
taxpayer, and upon the disadvantages in competition
with his lightly taxed foreign rivals.
52
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But, it should hardly be necessary to point out,
the taxable capacity of a nation cannot be ascer-
tained and compared in such a simple manner as this.
It is not possible, although more than one statistician
has essayed the task, to construct a mathematical
formula, from which one can deduce that such-and-
such a percentage represents a country’s taxable
capacity. The conceptlion is purely relative, de-
pending upon circumstances, economic and non-
economic, that vary from nation to nation and from
time to time.

Numerous definitions of taxable capacity have
been attempted. One writer’s description of it as
“the limit of squeezability >’ is forcible and express-
ive, but it is very vague. Some nations will permit
themseclves to be squeezed much less than others,
although, if occasion requires, their rcluctance may
give place to a marked expression of willingness.
And inside a nation the limit of squeezability varies
from one person to another. Even if one could work
out arithmetically the taxable capacity of a person
with a given income, the total capacity of a thousand
such persons would not necessarily be a thousand
times as great. One man may require a larger net
income than another to induce him to carry on his
economic activities. Or he may have outgoings,
business and private, that do not apply to another
man whose gross income is the same.

§ 2. The same kind of criticism applies, though
not in the same degree, to the more usual definition
of taxable capacity as the maximum amount that
can be deducted from a country’s income, consistent
with the maintenance of that income in years to
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come. To put this in another way, there is said to
be a minimum sum which must be left with the
people in order to ensure their continued ability and
willingness to work. But the extent of this minimum,
and the nature of the goods on which it is to be ex-
pended, is very indefinite. Does it mean the bare
subsistence level, below which people cannot possibly
live and produce ? Or does it mean the standard of
living to which the mass of the population have
become habituated ? 1f the former is implied, the
taxable capacity of a progressive country such as
Britain would work out at a considerably higher pro-
portion than most of us would admit. Only in times
of acute stress would one accept the minimum of con-
sumption as synonymous with that of subsistence.
If, on the other hand, it is taken to mean the custom-
ary standard of living, the definition becomes only
slightly better, for the standard of living is a notori-
ously uncertain quantity. There is no fixity about
it, fluctuating as it does from person to person, and
from time to time. Thus it is not satisfactory merely
to adopt such a method as taking the individual
subsistence level or standard of living, multiplying it
by the number of the people, deducting the total from
the national income, and from the balance obtaining
the supposed taxable capacity of the country.

Nor is it desirable in defining taxable capacity to
lay down the condition that the income-producing
powers of the country should be restricted to the
existing level. The people of a progressive nation
are accustomed to see their income per head, as well
as in the aggregate, grow from year to year. The
American people, for example, augmented their per
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capita income by nearly 7 per cent every year during
the ten years following the Great War, though this was
an exceptional rate of incrcase as events have since
proved. Any estimate of taxable capacity, unless it
were being made for abnormal times when the life of the
nation was at stake, would have to take into account
the customary additions to wealth and income.

There is thus indicated a second limit to taxable
capacity—that imposed by capital resources. It
has sometimes been said that during the later years
of the war the British Government spent up to
40 per cent of the total national income. But such
statements can be very misleading, for we do not
know to what extent the cost of the war was met
out of the stocks of capital goods which the nation
possessed. In so far as these stocks were exhausted,
and insufficient provision was made for renewal and
normal addition, it might be contended that the
country during those years was living on its accumu-
lated capital. Whether or not one makes allow-
ance for capital growth in computations of taxable
capacity is a matter of opinion. In ordinary times
there scems to be no adequate reason why this allow-
ance should not be made. A certain rate of increase
in income and capital per head is regarded as normal,
and a nation which does not go forward is liable, in
relation to other nations, to go backward. But in
times of war or other emergency there is some justi-
fication for excluding such considerations from the
estimates of taxable capacity. Administrators on
such occasions can be forgiven for heavily discounting
the future in their efforts to safeguard the present.

§ 3. There are, then, two main limits to the taxable
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capacity of the nation, one applicable to normal
times, and the other, beyond the first, chiefly to be
regarded in times of stress. But even the wider
limit is liable to be transgressed, should circumstances
become very pressing. Neither of the limits is
clearly marked, and there is no definite warning
note when it is being approached. From the re-
stricted point of view of the Exchequer, a danger
signal is observed when the continuance or increase
of the scales of taxation results in a reduction of the
revenue. But this is not necessarily a trustworthy
index of the true position. 1t may be that the limit
has been passed long before, but that it has taken
some time for the reactions on national income to
take place. It is not satisfactory, thercfore, for a
government to wait until the actual revenue begins
to fall off. Serious damage may have already been
caused. On the other hand, the contraction of the
revenue may be altogether independent of the true
taxable capacity, the limits of which have not yet
been approached. It may depend on the character of
the taxation and on the nature of the objects on which
it is based. If, for example, the taxes arc mainly
indirect and are levied to a large extent on articles of
luxury, a falling-off in the revenue may merely point
to an elastic demand for those goods, without in any
way giving an indication of the country’s taxable
limits. But if the bulk of the taxes falls directly
upon the income of the people, a reduction in the
revenue is a surer, but not an infallible, sign of a
contraction in the volume of production. This may
be due to an excessive rate of taxation, or it may
arise from conditions of an entirely different kind.
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§ 4. The nature and the methods of the taxation
itself have a great deal to do with the determination
of taxable capacity. An unscientific method of
raising revenue may be less productive and arouse
greater resentment than one which is judiciously
planned and carried out. There can be little doubt
that, had direct taxation not been introduced into
our fiscal scheme, our taxable capacity would have
been estimated at a much lower level than has actu-
ally been found practicable. Taxation of com-
modities, however wide the net, could not possibly
have provided the large revenues that modern
governments have required. Direct taxation per-
mits of progressive scales altogether impossible in
the older systems of indirect taxation. Quite apart
from reasons of equity, which alone can be proved
to justify direct taxation, the actual needs of the
Exchequer necessitated the introduction of the new
system. Other nationslagged behind Britain (though
she was by no means the first) in introducing the
income and similar taxes, but during the last few
decades most of them have fallen into line.

Those taxes which arouse least resentment or
interfere the least with economic enterprise permit
of a higher taxable capacity than do taxes which
are constantly causing friction and damage. If the
government attempted to raise the sums which it
now draws in death duties directly from people’s
estates during life, far more protest would be made
than at present, more harm would be done to business
enterprise, and probably much less revenue would
be obtained.

§ 6. It is evident from what we have said that



58 INCIDENCE AND EFFECTS OF TAXATION cH.

taxable capacity must be treated as a dynamic, not
as a static, problem. It is not enough to examine
the immediate consequences of taxation upon the
income of different people. More important, from
the point of view of the statesman, is the probable
reaction upon the economic incentive of the tax-
payer and upon the wealth-producing powers of the
nation in general. Viewed in this way, the task of
computing the taxable capacity of the nation becomes
more difficult than ever. The few estimates that
have been made by responsible authorities are so
hedged in with qualifications that a very wide
margin has to be allowed in applying them.! Some
of the determining factors are more or less known
and measurable, and find their proper place in the
calculations. But others, while they are recognised
as having an important bearing upon the problem,
cannot, with our present knowledge, be reduced to
arithmetical terms.

§ 6. The size of the population, for instance, is
definitely known, while the extent of the national
income is sufficiently ascertainable for us to draw
some broad conclusions. 1t is obvious that, if the
population increases at a faster rate than the national
income, the taxable capacity of the people is
diminished ; if, as is the rule in progressive countries,
the national income grows more rapidly than the
population, the taxable capacity is increased. Even
though the estimate of what constitutes the minimum
standard of living is apt to become more generous as
the income of the people is increased, the surplus of
income over this minimum tends to grow even more

! See Wealth and Taxable Capacity, by Sir J. C. Stamp.
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quickly, and it is from the surplus that the taxable
capacity is computed.«~ : ol 2|

A merely arithmetical statement of the national
income, however, does not tell us everything. Be-
sides knowing the aggregate quantity of the volume
of production, it is helpful to be informed of the
general nature of the goods and services that con-
stitute the country’s real income. We have already
implied that the greater is the proportion of the
income that is devoted to consumption of an un-
essential kind, the greater tends to be the taxable
capacity. Similarly, one country’s income may in
aggregate be the same as another’s, but if the ratio
devoted to necessary goods in the first country is
greater or smaller than that in the second, the tax-
able capacity will be smaller or greater as the case
may be. For instance, country A may have the
same population and the same total income as country
B. In A the necessaries of life are relatively more
expensive than in B, leaving the citizens of the first
country a smaller surplus to devote to articles of
comfort and luxury. The latter commodities may
be relatively cheaper in A, but the people are unable
to buy sufficient of them to raise the real income to
the level prevailing in B. Under such conditions
the taxable capacity of A will be less than that of B.

§ 7. Until now we have been mainly concerned
with the rclationship between taxable capacity and
the national income as a whole. Of no less import
ance is the manner in which the total income is
distributed among the taxpayers. It can readlly(
be shown_ that, within certain limits, the greater is
the mequa,hty in the apportlonment of income, , the
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greater is the taxable capacity of the people con-
cerned. For example, if one man has £2000 a year,
and twenty men have £100 a year, the taxable
capacity of the prosperous individual will, as a rule,
be greater than the collective taxable capacity of
the other score. If the £4000 were equally allo-
cated among the twenty-one men, the aggregate
taxable capacity would be reduced. This conclusion
is in accordance ‘with the principle of diminishing
utility, to which reference has already been made,
whereby a consumer derives a smaller and smaller
utility from equal units of wealth successively added
to his stock. A person gains less satisfaction from
the second £100 than from the first. Our prosperous
£2000 a year man does not obtain nearly twenty
times as much utility as does the £100 a year man,
or, to express it differently, his total utility is con-
siderably less than the aggregate of the twenty men.
The surplus enjoyed by the well-to-do person is
greater than the aggregate surplus of the less for-
tunate citizens, and, therefore, his taxable capacity
tends to be greater. Thus, countries A and B may
be alike in all other respects, but if the income in
A is more unequally distributed than it is in B, the
taxable capacity of the former country will tend on
this account to be the greater.

The fact that inequality makes for a greater tax-
able capacity does not, of course, vindicate in any
way the uneven distribution that is ordinarily ex-
perienced. A high taxable capacity has no par-
ticular merit in itself. A government is not always
under the obligation to raise the maximum amount
of revenue. An important motive for taxation in
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modern times springs from the desire to alleviate the
hardship that is partly attributable to the existing
system of distribution. If an improvement in dis-
tribution led to a reduction in the country’s taxable
capacity, there would be no cause for disquietude,
for one of the chief reasons for high taxation would
have disappeared.

That the income of this country is very unequally
distributed needs little comment. Several investi-
gations, some of them very thorough and carried out
in a strictly impartial manner, have been undertaken
during the last twenty years, and, although there
have been certain differences in the findings, they
all point to the concentration of a large portion of
the aggregate income in the hands of a small pro-
portion of the population. The best known and the
most reliable inquiries are those of Professor Bowley
and Sir Josiah Stamp, who have, separately and
jointly, published several studies on the subject.
The former has calculated! that before the war
about 1 per cent of all income receivers appro-
priated about 30 per cent of the aggregate income
of the country. Nearly a half of the income went
to a little over 5 percent of the income receivers.

In a more recent publication ? these writers have
shown that the share going to the wage-earning
classes, which was about 43 per cent before the war,
rose to about 44 per cent by 1924. They point out,
however, that the actual proportion going to the
working classes increased by rather more than this
small difference. The progressive scales of taxation

1 The Change in the Distribution of the National Income, 1920.
2 The National Income, 1924, 19217.
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caused a much greater percentage to be deducted from
the incomes of the well-to-do than from the middle
and lower ranges of income. These scales brought
about, in effect, a certain redistribution of the net
incomes going to the various classes, the rough extent
of which was indicated in the previous chapter.

§ 8. In the long run the taxable capacity of a
nation is largely governed, not only by the size of
the national income and the way in which it is
distributed, but also by the nature of the objects to
which the tax revenue is devoted. For the time being
the taxpayer is concerned with the simple fact that
the State has compulsorily exacted from him a certain
sum of money. But it may turn out eventually that
the purposes to which the money has been directed
do not materially, if at all, reduge the gross wealth
and income of the country as a whole. Thus, of
the £800 millions that the State annually raises
in taxation, over £300 millions flows back into the
pockets of the British taxpayers in the form of
interest on debt and repayment of principal. There
is no question that the taxable capacity of the
country would be considerably less if these pay-
ments went abroad instead of femaining at home.!
To the extent, then, that the public expenditure
takes the form of internal transferences of income,
without actually exhausting any of the country’s
resources, neither the national income nor the
taxable capacity is directly diminished. Hence a
crude comparison between the tax burdens of this
and other countries is liable to yield false conclusions.
The other countries may have a larger proportion of

! See above, p. 35:
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their debt owing abroad, in which case the interest
and principal charges reduce to a greater extent the
national income and the taxable capacity. Or they
may have a comparatively small debt, and, therefore,
a lowerscale of taxation,and yct, owing to the drain of
payments abroad, fecl the burden just as heavily as we
in this country who owe most of the debt to ourselves.

Such considerations have even more force where
the money derived from taxation is expended on
reproductive objects. If taxes are levied for the
purpose of improving the roads, or developing the
telephone system, or extending any other of the
economic activities that modern states are con-
stantly undertaking, the rcal burden of taxation
cannot be estimated until the returns from the
capital outlay have been taken into account. What
the country can ““ afford ”’ is a relative matter, de-
pending upon the object of the expenditure. It
might not be able to afford a further ten millions for
the army or the navy, yet be perfectly justified in
spending twice that amount in some developmental
work which would eventually add to the income and
welfare of the nation.

§ 9. Finally, it need hardly be said that the tax-
able capacity of a country is influenced to a large
extent by political and psychological considerations
which do not lend themselves to measurement in
economic terms. The taxable capacity of a nation
at war is greater than that of the same nation at
peace, partly because the government encroaches
upon the amounts ordinarily devoted to capital re-
newals and extensions, and partly because the people
are prepared to make greater sacrifices, and to cut
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down the so-called minimum standard of life that
they usually insist upon. Other circumstances be-
sides war may have a similar effect in modifying
the view taken of unprecedented taxation. The
unemployment during the post-war depression must
have had some reaction on the attitude of the British
taxpayer. The peril in which the finances of France
were involved a few years ago undoubtedly made the
people of that country more amenable to increased
scales of taxation.

§ 10. A simple comparison of the pre-war and
post-war ratios of taxation and cxpenditure in the
chief countries of the world indicates that the rate
of increase has been the greatest in the United
Kingdom. In no other important country, judging
from the few official returns, has the percentage of
government expenditure more than doubled. In
some of the late belligerent countries the increase has
been no more than 10 per cent. Since the available
data, however, are very limited, and their scope is
by no means uniform, it is dangerous to draw too
definite conclusions. We have already mentioned
the complexities presented by differences in per
capita incomes and in the respective burdens of
national debts. Another difficulty may arise from
the fact that local expenditure is not always included
in the central government’s publications, which are
often the only records that can be obtained. The
local authorities in one country may be responsible
for heavier taxation and expenditure than they are
in another. Some central governments give grants-
in - aid to the local bodies, while others do not.
Differences in the accumulated wealth, in the
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relative purchasing power of money, in the char-
acter of the public services—these and many other
circumstances prevent a really accurate comparison
from being deduced from the scanty published
reports.

§ I1. Our findings with regard to the taxable
capacity of a nation may be briefly summarised.
The principal test, it has heen suggested, is the effect
on the economic organisation of the country. The
main limit may be said to be exceeded when the
productive powers of the taxpayers arc in any way
weakened. No precise and universal definition, how-
ever, can be laid down, for what constitutes the
limit in ordinary years may be altogether surpassed
in times of emergency. In this sense the concep-
tion of taxable capacity is purely relative.

Subject to this qualification, we have shown that
the taxable capacity of a nation is determined (1)
by the character of the taxation itself ; (2) by the
muamber of the people in relation to the volume of
production ; (3) by the nature of the goods—and
services produced ; (4) by the manner in which the
national income is distributed ; (5) by the purposes
to which the revenues are applied; and (6) by
political and psychological considerations whicl
cannot be reduced to economic terms. Some of
these factors are measurable ; others are very in-
determinate. Hence it is possible to state and
compare the respective taxable capacities of different
countries only in the most general terms.



CHAPTER IV
EQUITY AND ECONOMY IN TAXATION

1. ABiLiTY TO PAY

§ 1. A TaX is not a price, but a compulsory exaction
in which there is no quid pro quo element. Hence, as
we have already explained, it is not correct to take
the view that a tax measures the benefit conferred
upon the taxpayer by the public authority. The
notion of making the beneficiaries of State and local
assistance pay back an equivalent amount of money
is unthinkable, while, even where it might be desir-
able to connect payment made and benefit received,
we have not, as a rule, any means of computing the
relationship with any degree of precision.

It is equally fallacious to consider a tax as indi-
cating the cost of the service rendered by the public
authority. This theory, which runs parallel to the
benefit theory, is open to the same kind of criticism.
It is impossible to calculate the specific cost of pro-
viding individual taxpayers with the many services
they receive from the central and local authorities.
The payments for such things as postal and tramway
facilities, gas and electricity, and so on, are largely
worked out on the basis of cost, but they are not

66
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taxes in the proper sense. Only the surplus, if any,
that is made by the public department can be
regarded as coming within the scope of the term.

It is, then, both undesirable and impracticable to
effect a distribution of the burden of taxation on
either of the principles of benefit or cost. Indeed, if
any such apportionment were adopted, there would
be no occasion for stigmatising the charge as a
“burden ” ; it is for the very reason that the tax-
payers as a class cannot trace any connection
between the amounts they are compelled to pay
and the costs or the benefits of the services pro-
vided, that the idea of a burden develops. Taxation
may or may not, according to the circumstances
and the methods adopted, be of net advantage to
the community as a whole, but there is no question
of its being an incubus to particular sections of the,
people. The view arises, therefore, that the charge
should be apportioned among the taxpayers in the
most equitable manncr that circumstances permit ;
that the ““ability to pay ” rather than the value of the
servicesrendered should be the guiding consideration.

§ 2. The phrase sounds attractive, from the point
of view of equity, but, when one attempts to embody
the principle in a practical scheme of taxation,
numerous difficulties arise. To begin with, what
exactly does one mean by “ability” ? Some, adopt-
ing what has been described as the subjective
interpretation of ability, reduce the question to
terms of personal sacrifice. Others prefer the so-
called objective interpretation, and Iay stiss o the
capacity of faculty, as measured by income and
other criteria, to contribute to the pubtic—purse.
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The real significance of the distinction between the
two views may not be apparent on first exammatlon,
but it becomes evidént as soon as one attempts to
ﬁranslate the rule of ability into practice.,

“The contention that ablhty to pay resolvcs itself
into terms of sacrifice is very ambiguous, and is
responsible for several different ways of dcﬁning the
degree of *‘ pain Z~ One suggested principle is that
of equal sacrifice, whereby the imposts would be dis-
tributed in such a way as to secure an equal real
burden upon all the taxpayers. How an equality of
burden is to be assessed, however, let alone attained,
is not made clear. A second interpretation is that
of proportional s sacrifice, by whxch the burden ‘would
bear the same ratio to all incomes. ~A similar kind
of crificism could be directed against the notion of
proportional sacrifice. A third view, known as the
principle of minimum sacrifice, is that the taxes
should be so arranged as to impose the least sacrifice
upon all the taxpayers " While the first two prin-
ciples ‘would require that everybody, rich and poor,
should contribute something in taxation, the third
principle does not necessarily imply such a wide
distribution of the charge.!

On examination, the third principle is found to
be just as vague as the others, for we have no more
satisfactory means of estimating what is the least
aggregate sacrifice than we have of knowing when
sacrifices arc equal or proportional In fact, as
Professor Seligman has said, “ sacrifice denotes
something psychical, something psychologlcal A
tax_takes away commoditiés which are_ somethmg

! See H. Dalton, Public Fz%we, PP- 89 95 (6th eodition).
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material, something tanglble To ascertain the exact
rela,tlons"'between _something _ psychlcal and_some-
thmg materlal is 1mposs1ble No calculus of pains
and ploasures can suffice, for no attempt to reduce
the” Tletcrogeneous to the homogeneous can ever
succeed.” 1

§ 3. We have to fall back, thercfore, on the object-
ive interpretation of ability to pay, which is judged
simply by reference to people’s income and other
tangible evidences of their capacity to bear taxation.
Strictly speaking, of course, the one conception
cannot be dissociated from the other, for they both
have regard to the same object. The faculty prin-
ciple is chosen only because it lends itself more
readily to a practical scheme. If one wishes to ap-
portion the tax burden in an equitable manner, yet
shrinks from evaluating and comparing the different
degrees of sacrifice, one must accept such outward
criteria of ability as present themselves. At the best
the scales of taxation on this basis alﬁm
but thcy can be made to conform, in in a general wav,
to one’s ideas of justice._

§ 4. The earliest instance of the use of ‘“ ability
is found in the Elizabethan poor law, which levied
the charges ““ according to the ability of the parish .
“ Faculty 7, in its Latin form, appears still earlier
in mediaeval documents. To the Elizabethans the
criterion of ability to pay was the possession or
occupation of property. Although in national taxa-
tion this source of taxation has long proved inade-
quate, it still furnishes most of the revenues of our

1 See I. R. A. Soligman, Progressive Taxation, Essays in Taza-
tion ,and other works for criticisms of the ‘‘ sacrifice ’’ theories.
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local authorities. We need not, for the present, go
into the deficiencies of property as a criterion of
ability, except to say that the method concentrates
the burden at a few points, does not affect those
prosperous citizens whose wealth takes other forms,
hits the small property holder with a relatively
greater severity than the large holder, and on the
whole, as will be shown later, distributes the burden
in a distinctly inequitable fashion.

§ 5. For a long time expenditure was regarded
as a suitable object of national taxation, luxury
articles being often singled out as affording an index
of people’s ability to pay. Taxation of this kind,
however, is liable to be regressive, u.e. tLpercentage
of one’s income appropriated on this basis is apt_to
decline as the income gocs up. We noted in the pre-
vious chapter that a person’s Taxable capacity tends
to increase more quickly than his income, for the
reason that his surplus over necessary cxpenditure
increases at a faster rate. A man whose income is
twice that of another derives, as a rule, less than
twice as much utility ; his taxable capacity is more
than twice as great. But a tax on commodities is
liable to place the greatest relative burden where the
taxable capacity is the least, and to let off lightly
those whose taxable capacity is the greatest. The
man with twice the income of another does not, in
general, buy twice as much beer, tobacco, and other
articles usually chosen for taxation. The ratio of
such duties to a poor man’s income is much greater
than that to a rich man’s income, and to that extent
the system of taxation is regressive.

\§ 6. On the other hand, certain luxuries are
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selected for taxation that do not enter into the poor
man’s budget, and to that extent the fault is rectified.
The taxes on luxuries, however, are still far from
being progressive in the full sense of the term. All
well-to-do people do not go in for luxury expendi-
ture. There is no evidence that, as a person be-
comes more and more prosperous, his expenditure
on luxuries increases in still greater degree. Yet
this is what we would expect of any taxes that were
intended to keep pace with people’s taxable capacity.
There is the further objection that taxes on luxuries
would not yield nearly sufficient revenue to satisfy
the needs of modern governments. In addition,
there are the administrative difficulties that beset a
scheme for taxing luxuries on a large scale. Hence,
taxation of this kind is liable to be criticised on
grounds of inadequate yield and administrative cost,
as well as on the broader grounds that, unless it is
accompanied by some measure of dircct taxation, it
is certain to involve a very unequal distribution of
the total burden.

The regressive character of most indirect taxes,
however, must not necessarily be regarded as suffi-
cient evidence for condemnation. It might be that
the scales of direct taxation, if left unmodified by
indirect taxation, would work out too progressively ;
that people with the larger incomes would be paying
too much, and those with the smaller incomes paying
too little. If the income-tax level were not lowered,
many would, under such conditions, be paying
nothing at all. The general opinion is that every-
body, rich and poor, ought to pay something, if only
to promote a greater degree of civic and social con-
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sciousness, and to make everybody have an interest
in restricting unnecessary public expenditure. It
has to be admitted, however, that a large proportion
of the poorer classes who pay indirect duties are
really taxed ‘“in the dark . It is surprising how
few people know the full extent of their tax payments.
Further, the connection between tax obligation and
political interest is not as strong as the argument
makes out. Those who have to pay largest sums are
not by any means the most politically minded.

So long as indirect taxation continues—and for ad-
ministrative reasonsif for no others it is likely for some
time to retain its place in our fiscal system—there
is bound to be some regression, which can be defended
only if the direct taxes show a more than counter-
vailing degree of progression. The system of taxa-
tion as a whole may be distinctly progressive, not-
withstanding the regressive nature of individual
taxes. These duties may be retained for purely
practical reasons, which a Chancellor cannot afford
to ignore. Graduation of the duties on different
qualities of articles can be carried out only to a
limited extent, while their graduation according to
the income of the purchaser is entirely out of the
question. Expediency has sometimes dictated a lower
scale of taxation as the price of the article or service
increases. For example, the dearer seats in a theatre
are subjected to a_smaller proportionate tax than
the cheaper seats. If, however, the tax on the
dearer seats were raised, some of the patrons might
thereby be induced to favour the cheaper seats,.or
even stay away altogether. From a sumptuary
point of view this might not be a bad thing, but the
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Chancellor would be mainly concerned with the
falling-off in revenue. However much one favours
the general principle of equity, one cannot overlook
the important consideration of yield.

2. PROGRESSIVE TAXATION

§ 7. A scheme of taxation that is to conform with
the principle of cquity must be progressive in char-
acter. As people’s ability to pay goes up, as a rule,
in a quicker ratio than their incomes, the percentage
taken from them in taxation should, in theory, in-
crease in corresponding degree. How is this progres-
sion to be achieved ? An obvious first step is to leave
everybody a minimum income free of taxation, the
minimum to be measured by the smallest amount of
those commodities required to keep a man and his
family in a proper state of health and efficiency. It
will be recalled that only the surplus over this
amount constitutes the true taxable capacity of the
individual. If the minimum is not left frec of taxes,
a large number of people suffer unduly and the nation
experiences a falling-off in the volume of production.
But, as we have already pointed out, we have no
definite knowledge of what this minimum standard
consists. It varies from one taxpayer to another,
even within the same social class and range of income.
It varies from time to time for the same individual
according to changes in income and expectations.
What is regarded as the minimum standard in
ordinary years may be willingly cut down in periods
of emergency. The only absolute minimum that
can be obtained is that which furnishes just sufficient
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food, clothing, and shelter to keep one alive, and we
have, fortunately, got beyond the stage of taking
this as the basis.

§ 8. In our fiscal system the scheme of direct
taxation permits of a minimum free income, but
the indirect taxes cover thc whole field. Several
articles consumed by even the poorest classes are
subject to duty, and to this extent, it might be said,
the scheme as a whole fails to satisfy the condition.
In opposition it might be contended that, in estimat-
ing minimum wage rates, so far as these are directly
or indirectly related to the cost of living, the addition
of the tax to the price of the articles is taken into
account, and that therefore the minimum free in-
come still remains. This argument, however, does
not apply to those wages and other forms of in-
come, such as annuities and pensions, that are not
specifically governed by the prevailing purchasing
power of moncy, and therefore do not contain any
allowance for an increase in commodity duties.
There is, too, the submission, the limitations of
which we have just noted, that everybody, whatever
his income, ought to pay something in taxation.
But evidently there must be a minimum somewhere
below which it is undesirable, if not impossible, to
make any net exaction.

Here again expediency may result in anomaly.
From the above reasoning it might appear justifiable
to exempt, for example, the old age pensioners from
the taxes on food and other necessaries. But it
would be clearly impossible to differentiate between
the taxes imposed on people with 10s. a week and
those with £1 a week, or, for that matter, £100 a
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week. Graduated scales of commodity taxes are,
with few exceptions, impracticable. If the pen-
sioners, already impoverished, are to be freed from
the burden of these taxes, the only alternatives are
entirely to abolish such means of revenue or to add
some compensation to the existing pension, either in
money or in kind. The second alternative seems
roundabout and anomalous, but it is more expedient
than abolishing the indirect taxes for everybody.
The present old age pensions are admittedly
slender ; yet if the taxes on food did not exist, it
is conceivable that the payments would be even
smaller.

§ 9. Reverting to the income tax, we find that the
exemption below a given line provides the first stage
in a scheme of progression. Even if all incomes over
that line were taxed at a flat rate, as used to be
the case, there would still be a certain progression
as between the exempted and the taxed incomes.
Thus, proportional taxation can, within limits, attain
a certain degree of progression. But the days when
one had to be well off before being required to pay
income tax have gone by. The number of allow-
ances has, it is true, been increased, but the exemp-
tion level has been reduced, notwithstanding the
serious depreciation in the purchasing power of
money.

There are still some ‘‘ die-hards” who hanker
after a proportional system, in the belief that this
works out the most equitably. Some of them refer
to the well-known maxim of Adam Smith : ‘‘ The
subjects of every State ought to contribute towards
the support of the Government, as nearly as possible,
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in proportion to their respective abilities ; that is,
in proportion to the revenue which they respectively
enjoy under the protection of the State”. The
emphasis that they give to the term * proportion ”
is, however, mistaken, for Smith did not intend his
canon to suggest a flat rate for everybody. In
another part of his Wealth of Nations he considered
it to be “not very unreasonable that the rich should
contribute to the public expense not only in propor-
tion to the revenues, but something more than in
proportion”. Those, therefore, who still favour pro-
portional taxation must look elsewhere for support.

§ 10. 1t is interesting, incidentally, to note the .
change-over in the attitude to proportional taxation.
Nowadays it is regarded as an inadequate means of
apportioning the burden, as being likely to result
in serious hardship to the bulk of the population.
When it was first advocated, however, the motive
was similar to that now attributed to progressive
taxation—to spread the burden more equitably.
In former times there were favoured classes who were
exempted from taxation, or, where they were at all
liable, were required to pay very little more than the
rest of the people. It was considered that, if they
could be brought to pay in the same proportion as the
less fortunate classes, a great advance in the scheme
of taxation would be achieved. It is significant of
the change in the times that what was originally
regarded as a revolutionary step in securing an
equitable apportionment fails altogether nowadays
to satisfy our ideas of justice.

The only adequate method, then, is to impose an
increasing rate on incomes over the statutory exemp-
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tion limit. Such a method, in a moderate form,
was adopted in the United Kingdom in 1909, but
since then, mainly as a result of the war, the
steepness of the graduation has been considerably
accentuated.

§ 11. Various tests of ability to pay, apart from
gross income, are applied. No scheme would be
equitable if it did not make allowance, for example,
for family obligations, and for capital depreciation.
Numerous abatements of this kind are to be found
in practically all systems of direct taxation. The
question of making some special concession to
““ earned >’ as opposed to ‘“ unearned >’ incomes has
received much attention, and has, to a certain extent,
been favourably regarded by the legislature of this
country. There is a twofold argument for taxing
earned incomes at a lower rate than unearned
incomes. In the first place, it is maintained on
grounds of equity that a man who lives by his per-
sonal services to the community should receive some
measure of preference as compared with a man who
lives by the ownership of property. The reasoning
is by no means complete, especially in regard to the
nominally unearned incomes from investments, to
acquire which the owner may have worked hard
in former years.

In the second place, it is contended that the
recipient of an income from investment has actually
a greater immediate spending power, for he is not
under the same obligation to save as the man whose
income depends on his direct earnings. The invest-
ment income is not terminable at death, and the
recipient need not, apart from the liability to death
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duties, make provision out of current revenue for
maintenance of his dependants in the event of his
early demise. The earned income, however, is ter-
minable, and the recipient has, as a rule, to set aside
a certain proportion to provide for the above con-
tingency. In short, the free income of the latter is
less than that of the former, and, if the same scales
of taxation were imposed, the respective burdens
would be unequal.?

The abatement on insurance premiums helps to
meet the difficulty, but only in a small way. More
effective is the deduction of the statutory proportion
of earned income before the assessable amount is
obtained. 1t is often urged, however, that the pre-
vailing rate of differentiation is not sufficient ; that
a much more generous allowance should be made
to the earned income reccivers, if the total charge
is to be fairly apportioned.

§ 12, Although it is easy to discover defects of this
character, it cannot be denied that the principle of
progression is applied more thoroughly now than ever
before, and that, having regard to the enormously
increased aggregate burden, there is greater equity
in its distribution among the several ranges of
income. The advance that has been made since the
beginning of the century is well illustrated by the
tables, contained in the Colwyn Report of 1927,2 re-
lating to the total of direct and indirect taxation to
specimen incomes. For purposes of comparison at

1 See also below, pp. 186-187, where it is argued that the death
duties help to rectify the insufficient differentiation between
personal earnings and investment incomes.

? See Appendix, Tables VII and VIII, for more complete
statistics.
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different times the taxpayer is assumed to be married
and to have three children under the age of 16. In
the financial year 1903-4 a man with a wholly earned
income of £100 paid no direct taxes, but 5-6 per cent
of his income in indirect taxes. The same income,
half earned and half investment, was subject to
1-2 per cent direct taxation, bringing the total to 6-8
per cent. As the income rose, the percentages taken
in taxation declined (though not evenly), the re-
gression in the case of wholly carned income being
particularly marked. Thus, a man with an earned
income of £1000 paid a total of 6-1 per cent, while
one with an earned income of £50,000 paid only 4-8
per cent. The corresponding ratios for half-earned,
half investment income were 7-8 per cent and 80 per
cent. (The proportion of indirect taxation on the
largest incomes was only 0-1 per cent.)

By 1913-14 there was some improvement. The
man with £100 a year earned income paid a total of
5-4 per cent. An earned income of £1000 was liable to
5-2 per cent, but the ratio rose to 8-4 per cent on an
carned income of £50,000. The progression was rather
more noticeable in the case of the half-earned, half
investment incomes, being 6-6 per cent on £50, 8-3
per cent on £1000, and 13-6 per cent on £50,000.

In 1918-19 the ratios were as follows : Wholly
earned : 9-9 per cent on £100, 16-9 per cent on £1000,
and 50-6 per cent on £50,000. Half earned, half
investment :{. 11-1 per cent on £100, 20-6 per cent on
£1000, and 58-2 per cent on £50,000.

The percentages for 1925-26, the latest year
quoted, are set out in greater detail on the following
page.
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The ratios in this table are very instructive. It
will be noted that, although there is a distinet pro-
gression between the two extremes, there is a certain
amount of regression between the £200 and the £1000
levels. A similar decline is noticeable in the tables

Total Taxation—Percentage of Income.

11(92%0_'32‘2 Income wholly earned. I“m“'{;‘lfgs'{lf,‘(‘l;'t'?d' half

Direct. | Indirect. | Total.ﬂ Direct. | Indirect. Total.
Per cent.| Per cent. | Per cent.| Per cent. | Per cent. | Per cent.

100 .. 11-9 11-9 1-1 11-9 13-0
150 .. 11-6 11:6 1-1 11-6 12:7
200 . 10-2 10-2 1-1 10-2 11-3
500 2:0 4-2 6-2 4.2 42 8-4
1,000 8-1 2:9 11-0 11-5 2:9 14-4
2,000 13-2 2-0 15-2 17-3 2:0 19-3
5,000 21-9 1-3 23-2 28-2 1-3 29-5
10,000 30-0 1-2 31-2 389 1-2 40-1
20,000 36-9 0-6 375 481 0-6 48-7
50,000 44-2 0-2 444 57-5 0-2 577

for previous years, but not always in the same degree.
The total taxation on earned incomes falls from 10-2
per cent on £200 to 6-2 per cent on £500, and rises to
11 per cent on £1000. The corresponding ratios on
half-earned, half investment incomes are 11-3 per
cent, 8:4 per cent, and 14-4 per cent. While few
would assert that the £500 a year man is being taxed
too lightly, there are many who would argue from
these figures that the £100 a year man is being taxed
far too heavily. Though the position is partly
modified by the relatively greater advantage which
the poorer man obtains from the public social
services, the element of regression in the smaller
incomes is not on that account entirely over-
come.
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3. Tue PrincirLE oF EcoNomy

§ 13. The famous canons of Adam Smith have
done yeoman service, but, it is to be feared, they
have had a somewhat cramping effect upon later
writers on public finance. For nearly a century they
were commonly regarded as the last word on the
principles of sound taxation, and even to-day, over
150 years from the publication of the Wealth of
Nations, they arce frequently given first place in the
text-books. But it cannot be taken as a disparage-
ment of a work written in the eighteenth century to
say that it fails in many respects to prescribe for
the twentieth. In the sections dealing with pure
cconomic theory the book is, in many places,
recognised as being obsolete, yet the maxims of
taxation are still commonly quoted as if they were
definitive and applicable to all times.

We have already had occasion to note that the
best-known of Smith’s canons—that of ‘‘ equality
—suffers from ambiguity. His other canons, namely,
thoseof ““‘certainty ”’, “ convenience’,and *‘ economy”’,
which were intended to be administrative rules
rather than fundamental principles, are to be
criticised, not for their lack of sound advice, but
rather on the score of incompleteness. The rule of
economy, in particular, can be extended to cover a
much wider ground than that contemplated by the
author.

There can be no disagreement with the last-
mentioned of these canons that ““ every tax should
be so contrived as both to take out and keep out of
the pockets of the people as little as passible over and

(e
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above what it brings into the public treasury ™.
The ‘“leakage”, for example, to which Adam
Smith drew attention, is not nearly as considerable
nowadays as a century ago, and if that were all
against which the canon of economy was directed,
it could be said to have practically achieved its
purpose. There are still some indirect taxes, it is
true, which permit of the middlemen making an
extra profit. Thus, a duty of 1s. per lb. on a com-
modity is liable, in the absence of a more divisible
coinage, to send up the price by 1d. per ounce. Our
scheme of taxation as a whole, however, is not un-
satisfactory so far as ‘leakage’ of this kind is
concerned.

But the implications of economy, cven in the
strictest sense, are wider than this. It goes without
saying that the cost of collection should be the mini-
mum amount consistent with efficient administra-
tion. The income tax is one of the cheapest of all
taxes to collect, the expense having averaged about
30s. per £100. The excise and customs duties cost, in
general, about 2 per cent to collect, though certain
duties entail an even greater ratio. The percentage of
expense to revenue, taken as a whole, however, com-
pares very favourably with that in other countries.

§ 14. The large ““ turnover ” of the British Ex-
chequer, and the small administrative cost, give point
to those other maxims which were formulated by later
writers, but which can, perhaps, be included in Smith’s
canon of economy. The first is that of automatic
increase in yield. The public financier naturally
prefers a tax which, as the population and income
of the country increase, produces a larger revenue,
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to one which gives a more or less constant yield.
Thus, a tax on incomes or on articles of everyday
consumption is likely, in a growing community, to
yield a greater return year by year, even though
the standard rate remains unaltered. A tax on
land (as distinct from land values), on the contrary,
is unlikely to give a larger revenuc except by in-
creasing the duty itself.

The second of these subordinate maxims is that
of elasticity. A tax which can be increased, as
occasion requires, with a corresponding expansion
in the revenue, is viewed with greater favour than
a tax which provides a fixed or even a diminishing
yield. The position with regard to indirect taxes
is easily stated. A tax on a commodity which is
itself subject to a sensitive demand is unlikely to be
clastic in its return; and vice versa. The demand
for wine or cigars is very sensitive, being liable to a
marked decrease or increase as the price goes up or
down. An addition to the duty beyond a certain
point is likely to eause the demand to fall off to such
a degree that the resultant revenue declines. This
actually happened a few years ago, when an addition
to the cigar duty caused such a decline in the yield
that the tax was reduced again in the immediately
following Budget.

The eclasticity of a direct tax is determined by a
more complicated set of conditions, which we shall
have to examine more closely at a later stage. For
the present we nced only say that, if the tax has
already reached such a level that it leaves the tax-
payer just sufficient inducement to continue to
produce, an increase in the tax beyond this level is
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liable to restrict the volume of income and therefore
to cause the revenue from this source to decline.

Provided that a tax is elastic within wide limits,
and especially if it yields an automatic increase in
revenue quite apart from a higher rate, there is
some force in the further rule, which we sometimes
come across, that it is better to have a small number
of highly productive taxes than to have a large
number of less productive taxes. The compara-
tively small cost of raising the British revenues is in
part due to the fact that the bulk of the money
comes from very few duties.

During the last few years, however, there has
been a large addition to the number of taxes in
this country. Some of them have been imposed
for avowedly protectionist purposes, and therefore,
whether the object has been attained or not, cannot,
properly speaking, be subjected to the present tests.
The less revenue they yield, the more is the true
protectionist pleased. The majority of the new
taxes, however, have been devised for the purpose
of swelling the funds of the Exchequer, and have in
most instances succeeded in their aim. But whether
the aggregate revenue could not have been increased
by raising the existing taxes and not resorting to new
ones is an open question. If the money obtained
from the new indirect duties could have been derived
instead from an addition to the income tax or surtax,
there is little doubt that the ratio of the cost of
collection would have been smaller.

§ 15. Little need be said on the canons of * cer-
tainty 7’ and “ convenience ”’ to which Smith gave
such prominence. They, too, have lost much of
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their former significance, not because they are proved
faulty, but because the evils against which they were
directed have been to a large extent removed.
“The time of payment, the manner of payment,
the quantity to be paid, ought all to be clear and
plain to the contributor and to every other person.”
Most of our present-day taxes conform to this rule,
although important exceptions are not lacking.
The improvement that has taken place can be judged
from the remark with which Smith supplements his
rule. “The certainty of what each individual
ought to pay is, in taxation, a matter of so great
importance, that a very considerable degree of
inequality . . . is not near so great an evil as a very
small degree of uncertainty.” The fiscal machinery
must have been very imperfect in those days to
warrant such an assertion. Certainty is still, of
course, an important requisite of taxation, but it is
overshadowed by the other maxims.

Similarly the rule of convenience must be placed
in a minor position. ‘ Every tax ought to be
levied at the time, or in the manner, in which it is
most likely to be convenient for the contributor to
pay it.”” There will be no disagreement with Smith’s
assertion, rcgarding taxes on luxuries, that the con-
sumer “ pays them by little and little, as he has
occasion to buy the goods. As he is at liberty, too,
either to buy, or not to buy, as he pleases, it must
be his own fault if he ever suffers any considerable
inconveniency from such taxes.” This was written,
of course, in the days when the burden of taxation
was comparatively light, and when it was thought
possible to raise a large proportion of the required
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funds from the fringes of expenditure, the cutting
down of which would not seriously embarrass the
people as a whole. But only the most optimistic
could hope, at the present time, to provide the
Exchequer with the necessary revenue without
inflicting great inconvenience upon the taxpayers.
The most one can hope for is to render the operation
as painless as circumstances will allow.

It is not stretching the term to make eco-
nomy, as an administrative rule, include the several
other conditions that we have mentioned. The
more elastic a tax, and the more certain and con-
venient the mode of its assessment and collection,
the more economical is the organisation bound to be.
There will be less need to create new taxes and staffs
of officials if the existing taxes and machinery can
be made to yield a greater return. There will be
less trouble and expense in defining and enforcing
the amount of individual obligations if, to begin
with, the nature of the tax is properly set out and,
so far as possible, the convenience of the taxpayer
is taken into account.

§ 16. The principle of economy, however, can be
shown to be even more comprehensive. Not only must
the taxing authoritics have regard to the cheapness
of collection, but they must also consider the effects
on the economy of the nation as a whole. Thus, the
canon of economy may be interpreted so as to lay
down that a tax should interfere as little as possible
with the productive capacity of the taxpayers. In
this sense it is more than a simple administrative
rule : it becomes a fundamental principle of taxa-
tion. Smith was not unaware of this application of
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the canon of economy. He says that the levying of
a tax ‘“may obstruct the industry of the people,
and discourage them from applying to certain
branches of business which might give maintenance
and employment to great multitudes. While it obliges
the people to pay, it may thus diminish, or perhaps
destroy, some of the funds which might enable them
more easily to do so.”” But, as he hides this truth
among less important considcrations of expensive
official staffs and possible inducements to smuggling
and evasion, the significance of the wider version
of economy is liable to be overlooked.

In the narrow sense a tax may be economical to
collect, but in the broader sense the consequences may
be the reverse of economical. TFor a time, no doubt, a
standard income tax of fifteen shillings in the pound
would yield an enormous addition to the revenues,
with a relatively low expense of collection, but the
cffects on enterprise and saving would be such that
the volume of production would soon fall off and the
Exchequer, as well as the taxpayers, would be im-
poverished. The high “ productiveness ” of the tax
would turn out to be very unproductive in its conse-
quences. Thus, a low cost of collection and a high
yield, while both are desirable in themselves, do
not necessarily make for real economy. The wise
Chancellor thercfore pays regard, not merely to the
immediate return and the expense of obtaining it,
but to the ultimate reactions on the economic
organisation of the community.

§ 17. Viewed in this light the principle of eco-
nomy cannot be dissociated from the principle of
ability. We observed, when dealing with the subject
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of equity in taxation, that it is not practicable to
reduce ability to terms of personal sacrifice. Faculty,
as indicated by income and other criteria, is more
measurable than sacrifice. In estimating a person’s
faculty, however, we must give our attention to
the probable effects of a tax on his powers of pro-
duction, for by them, eventually, is determined the
size of his income. For instance, in discussing the
equity of taxes on wage-earners, we cannot avoid
inquiring into the reactions of a reduced standard of
living upon the efficiency of labour. In examining
the equity of a tax on interest, we must also study
the possible effects on future accumulations of
capital. The principles of cquity and economy,
therefore, cannot be considered apart. Although
on occasion there may be an apparent conflict be-
tween the two principles, when the Chancellor almost
invariably inclines to the alternative that yields the
largest immediate revenue, they must both hold a
prominent place in a well-conceived system of public
finance.



CHAPTER V
GENERAL PRINCIPLES OF INCIDENCE

1. Tue ForM AND MEASUREMENT OF INCIDENCE

§ L. Ir will bear repetition. perhaps, to emphasise
once more the necessity of distinguishing between
the incidence and the effects of taxation. Under
the head of incidence we ask, Who actually bears
the money burden of a tax ¢ Under the head of
effects we ask, What are the ultimate cconomic
conditions to which a tax gives rise ! In studying
the practical problems of particular taxes it is some-
times very difficult to separate the two questions,
especially as the nature of the incidence may have
a congiderable bearing on the determination of the
ultimate effects. But the distinetion has to be
made if one wishes to obtain a clear view of the
distribution of the moncy burden of taxation. Many
of the uncertainties and ambiguitics in carlier writings
would have been avoided had the two conceptions
been kept apart.

The view used to be common, and, indeed, is
encountered occasionally even now, that a tax,
though it may tend to stick for a time at or near the
place where it is first imposed, is eventually shifted

89
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and shifted again until it spreads itself over the
whole of the people, whether they are called upon
specifically to contribute to the State or not. The
“ diffusion ” theory resolves itself into the belief
that, in the long run, it does not matter what form
a tax may take or what methods are adopted for its
collection. 1t is sure to rebound from one person to
another, until, in the end, everybody participates in
the burden.

This theory, however, is very shallow and mis-
leading. It is shallow because it avoids the real
difficulties, considering it hopeless to trace the
incidence of a particular tax. It is misleading
because it assumes a state of perfect mobility and
competition which is far removed from actual condi-
tions. And, in so far as it gives the impression, as
it is calculated to do, that all taxation is diffused
until the burden of everybody is more or less the
same, it beguiles the unthinking into an over-
optimistic and insidious belief that, whatever form
taxation may take, all must come right in the end.
“ What is the use ”, it might imply, “ of studying
the pros and cons of individual taxes? Kor the
present they may hit one class of people, but ulti-
mately they must be borne by the people as a whole.
Therefore do not trouble about a just apportionment
of the burden, but let all efforts be concentrated on
the matter of yield.” The dangers of such an
attitude are too evident to nced any comment. But,
more pertinent from our present standpoint, this
supposed theory of incidence is, in effect, a confession
of ignorance. Its supporters find themselves unable
to follow the path taken by particular taxes, and
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merely make a wild guess as to the ultimate destina-
tion. The guess turns out to be far from the truth.
The incidence of taxes presents, in fact, some of the
most complicated questions in applied economics,
and cannot be disposed of so easily as the * diffusion ”
theorists would suggest.

§ 2. It will, perhaps, make the subsequent analysis
clearer if at this stage we make some preliminary
observations on the dircction of shifting, the form
which it takes, and the manner in which it is meas-
ured. Usually we cxpect a tax to move forward,
and this is, in fact, the rule when it is placed upon a
commodity that enters into exchange. Whether the
whole of the duty is so transmitted depends on
circumstances that we have still to examine, but the
general tendency for the shifting of such a tax to be
in a forward direction from the seller to the buyer
needs little demonstration.

The economic position of the person who bears the
impact of the tax has some bearing on the problem.
If he is normally engaged in buying and selling the
commodity which is the subject of the tax, he will
immediately try to pass the charge on to his
customers ; if this is impracticable, he will endeavour
to shift it backward to the producers. He is better
placed strategically than either of the parties at the
two extremes, for if he experiences difficulty in one
direction he can try the other. Backward shifting
Is not so easy to accomplish as forward shifting, but,
as we shall observe, it is by no means rare.

§ 3. In certain cases shifting can take place with-
out any outward change in the price of the com-
modities concerned. Rather than risk friction with
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the public, manufacturers may decide to reduce the
quality or size of the articles which they sell. Where
the tax is specifically upon these commodities, there
is usually no difficulty in passing the whole of the
burden on to the consumer, for he presumably knows
of the duty, at any rate for a little time following
the Budget speech, and is in a better frame of mind
to pay it. But if the tax is more hidden (if, for in-
stance, it is upon one of the raw matecrials), the pro-
ducers may prefer a policy of cutting down the quality
or quantity of their goods, leaving the selling price
apparently unaltered.

It may happen, on the contrary, that the price
goes up by the full amount of the tax, yet part of
the total burden remains with the seller. The latter
has to lay out a larger capital sum for his stocks.
Perhaps, at the higher price, he suffers a reduction
in his sales. He may be disposed, by way of com-
pensation, to add something to the price over and
above the amount of the tax, but be prevented from
doing so by competition and other factors.

Or it may be that the price rises by more than
the amount of the tax because the currency is not
sufficiently divisible to allow of an exact contribu-
tion by the consumer, and the seller is not likely in
ordinary circumstances to add less than the amount
of the tax. The round figure he charges is the
upper, not the lower, limit. Thus, for example, a
tax of (say) 4d. per dozen boxes of matches probably
raises the price by 3d. per box if bought separately.

Considerations of incidence and cffects are here
rather difficult to distinguish. To the extent that
the seller suffers a diminution in the volume of his
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business or has to bear a larger interest charge on
his capital, the problem is really one of effects.
Suppose that the tax is 1s. and that the extra charge
for interest and other items works out at 1d. If the
price goes up by 1s. 1d. the consumer bears the whole
of the tax and also pays the additional costs that
have been entailed. If the price goes up by 1s., the
incidence in its strict sense is upon the consumer,
but actually 1d. is being contributed by the seller.
The amount that he loscs, however, belongs to the
computation of effects. 1f, for one reason or another,
the price goes up by only 9d., then the incidence to
the extent of 3d. is upon the seller, in addition to
the other burden of 1d. It is desirable, in tracing
and estimating the incidence and effects, to keep the
3d. and 1d. separate, although the seller is naturally
apt to regard his contribution in the aggregate and
not to analyse it into its constituent parts.
Conversely, price movements may coincide with
variations in the rate of taxation, yet be attributable
in part to altogether different factors. There may
be alterations in the supply of and demand for the
particular articles, causing independent fluctuations
in prices. External forces, affecting prices in general,
may also be at work. The fact that the price of bread
rose slightly in the few years following therepeal of the
Corn Laws did not prove that the free trade measure
to reduce its price had failed. For reasons largely
connected with gold discoveries and other monetary
conditions, all prices were rising at this time.
Relative to the gencral price level, and to the in-
creased money incomes, the price of bread hardly
rose at all, and there is little room for doubt that,
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if the Corn Laws had not been repealed, it would
have soared to a considerably higher level.

Similarly, one cannot measure the exact incidence
of a tax on imported articles such as motor cars by
comparing the prices at dates before and after the
imposition of the duty. All sorts of factors enter
into the determination of motor car prices, many
of them entirely independent of, and much more
important than, changes in the scale of taxation.
Following the re-imposition of the ‘‘McKenna
duties ”’ the prices of some foreign cars increased
while those of others declined. Obviously, reasons
other than taxation were largely responsible for the
price movements. This argument goes to show
‘the imprudence of relying on price statistics for a
reliable guide to incidence. In no other branch of
applied economics must figures be used with greater
caution.

2. ConpIiTIiONS INHERENT IN THE TAX

§ 4. In dealing with problems of incidence there
is, perhaps, a tendency to concentrate on the objects
on which taxation is levied and to ignore those
factors inherent in the taxes themselves. Yet it
may happen that the shifting is hampered and even
prevented by the design and structure of a tax, quite
independently of the nature of the article chosen as
the medium.

Whether, for example, a tax is exclusive to a
particular commodity or whether it is laid upon a
whole class of commodities, has some bearing upon its
incidence. Some commodities are found in alter-
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native demand (e.g. tea and coffee), and a rise in the
price of one of them may cause part of the custom to
be transferred to the other. If a tax is imposed on
one of these articles, the scller will not necessarily
increase the price by the full amount of the tax, for
fear of the demand being diverted to the untaxed
article. Hence, it may be generalised that a tax
which is common to all commodities of a certain
class is more liable to be shifted than a tax which is
exclusive to a particular commodity in that category.

§ 5. The magnitude of a tax is often an important
consideration in the determination of its incidence.
Where a tax is of large dimensions, there cannot, as
a rule, be any question of the seller paying the whole
of it, although he may, for various reasons, be com-
pelled to bear part. It would be manifestly im-
possible for the whisky distillers to pay the whole
of the spirit duty. But, where a tax is of small
amount, the force of circumstances may be strong
enough to make the burden rest upon the seller.
Evﬂy time a trader increases his prices there is a
certain amount of trouble and inconvenience to all
partics, and possibly, if the duty is not specifically
imposed upon the particular goods offered for sale,
some resentment on the part of the buyers is liable
to be aroused. The more competitive are the con-
ditions of sale, the greater is the disinclination of
individual traders to raise their prices, and risk a
falling-off in their business.

It might be maintained, on the contrary, that if
only a slight change in price were involved, the
aggregate demand would be unlikely to fall off, and
therefore the seller would not have such hesitation
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in attempting to shift the tax as the above reason-
ing would suggest. The truth of this contention is
not questioned, provided that all the scllers acted
together. They might put up their prices without
actually coming to a formal agreement to do so.
But if some of them, endeavouring to gain an ad-
vantage over the others, decided to bear the tax
themselves (and, needless to say, well advertised the
fact), the competitors who persisted in charging more
for their goods might suffer a marked reduction in
their sales. Though consumers might, if really
pressed, pay, say, 5 per cent more for their require-
ments without cutting down their orders, they
would not ordinarily, on that account, remain
faithful to their usual tradespeople if they could
buy more cheaply elsewhere.

§ 6. The shifting of a commodity duty is also
influenced, though not perhaps to a great extent, by
the form which the duty takes. The tax may be
either “ specific ”’ or ““ad valorem’’. If all grades of a
commodity have to bear the same duty, irrespective
of their individual costs, it may be that the makers
and sellers of the cheapest grades find it physically
impossible to bear the duty, for the ratio of tax to
profit per unit is altogether excessive. If they are
to continue to sell their goods the prices must go up
by the amount of the tax. 1In this event the inci-
dence is clear. 1f, howcver. owing to market con-
ditions, prices cannot rise sufficiently to make up for
the duty, the makers of the lowest-priced grades may
have to cease production, and so bring about a
shortage of supplies in the aggregate. The result
is likely to be an increase in prices and the transfer-
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ence of the tax to the purchasers. This, it is true,
would be an instance of long-run effects rather than
of straightforward shifting, but from the standpoint
of the buyer the outcome is the same.

Where, however, the tax is apportioned to the
value of the commodity, the makers of the cheapest
grades have not to bear such a high ratio of duty to
profit per unit. If at all possible they increase their
prices by the amount of the duty on their products,
but, since this duty is lighter, they do not suffer so
much as in the other set of circumstances, if they are
compelled to bear the burden themselves. It would
appear, therefore, apart from all other conditions,
to be somewhat easier for a specific than for an ad
valorem duty to be transmitted.

The same conclusion can be reached by a different
mode of reasoning, this time with the consumer as
the starting-point. If the duty is specific, the lower-
priced goods of the group have to bear the same duty
as the higher-priced goods. If the prices of the
different grades, before the tax is added, represent
their respective utilities to the consumer, it is obvious
that the addition to them all of an equal amount will
result in the purchaser of the superior grades getting
better ““ value ”” for his money than the purchaser
of the inferior grades. 1f, for example, the net
prices range from l1s. to 1s. 8d., and a specific tax of
4d. is placed on each unit, irrespective of quality, the
33 per cent addition to the cost of the cheapest grade
as compared with the 20 per cent addition to the
dearest grade is almost certain to make the pur-
chasers of the lowest-priced goods reconsider the
position, and may indeed induce them to change over

H
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to a grade of a better kind. The resultant diminu-
tion in the demand for the cheapest brands may cause
them to go out of production. The contraction in
the aggregate supply would thus strengthen the posi-
tion of the sellers of the superior grades, who might
conceivably, at least for the time being, raise their
prices by even more than the amount of the tax.

Where, however, the tax is of the ad valorem type
the cheaper brands would not be penalised in this
way, and the purchasers would not be encouraged to
transfer their demand to the other brands. Demand
and supply would remain on more even terms, and
the tendency for prices to rise would not be so
pronounced. The opportunity of shifting the tax,
therefore, is not quite so favourable in the case of the
ad valorem duty as in that of the specific duty. The
probability is that the duty in either of its forms will
be shifted, but the tendency for the specific duty to
be transferred is, if anything, the stronger.

§ 7. Although we shall not be in a position to
trace the incidence of the income tax and similar
duties until the general conditions of price determina-
tion have becn observed, it is relevant to point out
here that the capacity for progression, inherent in
such taxation, has some influence upon its incidence.
Like a specific duty on commodities a proportional
income tax is liable, in the lowest ranges of income,
to be shifted. 1f everybody had to pay a fixed per-
centage of his income in taxation (there being, under
a strictly proportional scheme, no allowance at the
lower end of the scale), those whose minimum re-
quirements for efficient production were encroached
upon would tend to shift the duty backward to the
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people who employed them, or forward to the people
who bought their products. Manufacturers who were
making the smallest profit consistent with their con-
tinuance in business could not pay a proportional
duty, the rate of which was calculated by reference to
average profits, but would either pass on the tax inone
direction or another or go out of production. A pro-
gressive tax, on the other hand, would not be shifted,
even in the lower ranges, with the same facility. The
producers on the margin of existence would not be
required to pay at the same rate as those making
large profits, and therefore would not be impelled
to raise their prices or drop below the margin. Such
considerations would suggest that the more progress-
ive is a scheme of taxation, the more likely are the
duties to remain where they were first imposed. On
this point more will be said later.

3. ConDIrioNs INHERENT IN THE OBJECT TAXED

§ 8. Taxes are, of course, placed in reality upon
persons and not upon things, but the nature of the
money burden, and the extent to which it can be
transferred, depend to a large extent upon the char-
acter of the objects that serve as media. A tax
calculated according to income is shifted, if at all,
in a different manner from a tax placed upon com-
modities. The income tax is not intended to be
shifted, and the taxpayer by his very position finds
it difficult to transmit the burden. If he is & manu-
facturer or a trader he may endeavour to raise the
price of his goods, but, as we shall show later, this is
but rarcly practicable. If he draws his income as
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salary or as dividend on investments, and attempts
to pass on the charge, he encounters even greater
obstacles.

Taxes on commodities, on the other hand, are
usually intended to be transmitted. There are cer-
tain forms of property, such as motor vehicles, the
ownership of which is regarded as evidence of ability,
and on which a recurring annual duty is payable.
This class of taxation is direct in nature. But the
excise and customs duties stand in a different cate-
gory. Even if the authors of these duties had vague
hopes that the makers and middlemen would bear
the cost, the fact that the articles concerned cnter
into exchange would considerably facilitate the
shifting. The machinery for the transference of
the tax is already present.

§ 9. Excise and customs duties themselves vary
in their power of shifting according to the relative
position of the taxed commodities in the different
stages of production. When commodities are used
up in the furtherance of production they are known
as producers’ goods. When they arc bought for the
purpose of directly satisfying people’s wants they arc
known as consumers’ goods. It is evident that a tax
on producers’ goods can be shifted more readily than
a tax on consumers’ goods. At each stage in pro-
duction there may be an opportunity of transmitting
it ; and the addition to the price of the final product
is likely to be greater than the original amount paid
in tax. But the “ final >’ consumer of a taxed com-
modity is, as it were, at the end of the chain of pro-
duction. The tax is transferred from the trader
to him, and there it tends to stay. The only way for
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him to lighten his burden is to shift the tax back-
wards, and this is very difficult to accomplish.

§ 10. Where the tax is of a recurring nature, the
incidence is in part determined by the degree of
durability that the commodity possesses. When a
person contemplates buying some property he natur-
ally takes into account the annual taxes that will
have to be paid thereon, and the price he offers is less
than it would be if no such charges had to be met.
The price tends to be the value of the property less
the capitalised amount of the tax. The more durahle
is the object taxed, the greater is the tendency to
“ amortisation ”.

Thus, the owner of such property at the time when
the tax is first devised suffers a double loss. His
income iy diminished by the amount of the tax,
and the value of his property is diminished by
the capitalised value of the annual exaction. The
incidence of the tax is said. by the holders of the
amortisation theory, to be entirely upon the original
owner of the property, for a subsequent owner
who purchases it from him is considered to buy
himself free of the tax in perpetuity. The annual
payments that have still to be paid to the State are
said to be balanced, in effect, by the intcrest from
the capital sum that is saved when the property
is acquired, and, therefore, do not represent a net
charge at all. This plausible idea of a tax that is not
a real burden will be examined more closely when we
come to examine the taxation of land and other
forms of durable property.:

1 Pp. 268-270.
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4, EvrasTIicITY OF DEMAND AND SUPPLY

§ 11. The conclusions that we have reached so
far all turn on, and are liable to be modified by,
the sensitiveness of the demand for a commodity
following an increase in price. The clasticity of
demand is one of the chief factors in most problems
of incidence, and the influence it exerts is greater
than that arising from the nature and form of the
tax itself.

It is customary to illustrate the elasticity of
demand by reference to articles of luxury and need.
For the former the demand is said to be elastic ;
for the latter, inelastic. Strictly speaking, this is
not quite correct. Those who are so affluent as to
be able to afford the most costly luxuries are un-
likely to restrict their purchases should the price
rise by a moderate amount. Some, indeed, buy
them for the very reason that they are expensive,
and would not acquire and trecasure them if they
were cheaper. More numerous, however, are those
who are just in a position to afford the article at
the original price, and who, after the imposition of
the tax, refrain from purchasing.

The demand for necessaries, on the other hand, is
not so inelastic as is sometimes supposed. Those
who, after providing themselves with the essentials
of life at the original prices, had a small surplus left
would, for the most part, after the rise in prices, still
purchase the same amount of necessaries as hitherto.
But those whose income was barely adequate
before would now be compelled to cut down their
expenditure on those articles for which the neced was
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least insistent. ‘“ Necessaries ”” and “‘ luxuries ™’ are
relative terms, and what may he befitting to onc
sct of circumstances may be quite inappropriate tc
another. Subject to these gualifications, however,
we may accept the generalisation that the demand
for luxuries is clastic and that for nccessaries is in-
elastic, and the implication that a tax on the former
is less likely to be shifted than a tax on the latter.

§ 12. The demand for a commodity is liable to be
rendered more elastic by the presence of substitutes.
If, as we have already explained, all the com-
modities within the group are subject to tax, we
must consider the elasticity of the demand for them
as a whole. But if a substitute is left untaxed, or
is taxed at a lower rate, the demand for the first
product is likely to be very elastic on that ground
alone, independently of the sensitiveness that may
be attributed to the character of the commodity
itself.

It may provisionally be stated, then, that a tax
on luxuries tends, in general, to raise their price
by a smaller amount than a corresponding tax on
necessaries.  Also, a tax on commodities that com-
pete with untaxed substitutes is more difficult to
shift than a tax which is levied upon the whole
rangc.

These conclusions, however, have reference only
to the forces on the side of demand. It can be
shown by a similar mode of reasoning, that the more
clastic is the supply, the greater is the bargaining
power of the seller, and the easier it is to transmit
the burden to the buyer. Thus, if a tax is placed
on a commodity that is capable of being increased
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or diminished in supply fairly quickly (and especi-
ally if consumption is rapid, keeping pace with the
rate of production). the producer will be able almost
immediately to reduce output in response to a
possible restriction of the demand. He will there-
fore be in a better position than the seller, whose
stocks are relatively fixed, in negotiating the new
prices with the buyers. Elasticity of supply, how-
ever, presents a more complicated problem than
elasticity of demand, for it is subject, especially in
the long run, to a larger variety of forces.

§ 13. Absolute inelasticity of supply is almost,
though not quite, as rare as absolute inelasticity
of demand. Commodities such as land in a favoured
locality or pictures by the old masters cannot be
increased in quantity, even though they command
enormous prices. But commodities like these are
exceptional. Most goods are capable of having the
rate of their supply increased or diminished accord-
ing to the prices that they fetch, and, therefore, in
tracing the incidence of taxes we have to bear in
mind the possible reactions on the volume of pro-
duction.

An important factor influencing the elasticity of
supply is the mobility or adaptability of the capital
goods employed in production. Much machinery
and plant is specialised and can be employed in no
way except for the original purpose. Other capital
instruments can, with certain modifications, be
utilised for somewhat different purposes, should
occasion require. For example, a machine designed
for manufacturing chocolates is of little use in making
anything else, but a machine intended for making
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parts of watches can be employed, if necessary, for
producing delicate parts for other forms of mechan-
ism. If a tax were placed upon the two products, it
would appear, assuming the elasticity of demand and
other considerations to be the same in each case,
that the manufacturer of chocolates would be in a
worse position than the manufacturer of watch parts.

The comparative mobility of capital is an im-
portant factor in the determination of the incidence
of customs duties. Producers in a certain country
may have large sums of money invested in highly
specialised machinery for supplying a particular
foreign market with their goods. The larger is the
demand, the greater is the degree to which their
specialisation is carried. If, now, the country
which imports the products decides to impose a
tariff, and if the demand in that country is so clastic
that a rise in price by the amount of the duty is
likely to cause a secrious shrinkage in sales, the
sellers may, for a time, have to bear some of the
duty themselves. As we shall show later,? it is only
in rare instances that the foreigner can be made to
contribute to the exchequer of the home country,
and this is onc of them. The producer cannot
turn his capital immediately to other purposes, and

he has no alternative market of any size for his
' goods. In such circumstances the incidence of the
tariff tends to be partly on the manufacturer.

§ 14. A further consideration in regard to demand
and supply may be noted. Some commodities are
in joint demand and others are in joint supply. For
instance, there is a joint demand for wines and

1 Pp. 232.237.
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bottles, or for pens and ink ; and a joint supply of
wool and mutton, or of motor tyres and golf balls.
A tax on one of such articles may, if conditions
permit, be shifted in part to the consumer or pro-
ducer of the other commodity that enters into the
joint relation. Thus, the wine producer, if he
cannot shift all the duty to the consumer, may
endeavour to obtain the bottles at a lower price,
and thus cause the burden of the tax on wine
to fall partly on the maker of bottles. The foreign
manufacturcr of tyres, since he cannot, through the
competition of the home manufacturer, raise the
price of his goods by the full amount of the tax,
may charge more for his golf balls and other rubber
products to compensate for the smaller profits on
tyres. The incidence of the tax on tyres, therefore,
is partly on consumers of the other joint products.

If, however, the manufacturer has already been
charging the highest prices consistent with maxi-
mum profits, the shifting of the tax on one joint
product to the consumers of another joint product
will not be so practicable, and the seller will have
to consider other means of dealing with the situa-
tion. It may be assumed that, as a general rule,
he has already been charging the best prices for his
several types of product. But even if he is sue-
cessful in raising his prices, it may reasonably be
argued that, as he could presumably have charged
the same prices before the tax was imposed or
increased, shifting, in the proper sense of the term,
has not taken place. Though the tax may have
had a considerable effect upon the seller’s policy,
it cannot be said to have entered directly into price.
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A similar reservation may be made in regard to
the partial shifting of the above-mentioned duty on
wine to the manufacturer of the bottles, for here
too it may be presumed that the wine producer has
alrcady arranged for the supply of bottles at the
lowest possible price. If he has, in fact, been
paying more than this price. and the tax on the
wine now impels him to get lower terms from the
bottle manufacturer, the transference of part of
the burden is not a straightforward case of shifting
as technically understood.

§ 15. A factor of great importance is the time
element. Immediately following the imposition of
a tax, and particularly if it is of small amount,
the manufacturer or seller may be prepared to bear
part or all of the tax rather than cause friction with
the customer. In the long run, however, the situa-
tion may be very different.  Supply may be in-
elastic in a short period but elastic in a long period.
At a particular time goods may have accumulated,
and, especially if they are perishable. have to be sold
for whatever they will fetch. Also, where expen-
sive machinery and other plant have been laid
down, it may be impracticable to curtail or post-
pone production immediately following the im-
position of the tax lest the loss on capital should be
greater than the amount of the duty. But, over
a long period, producers take the tax into their
calculation and adjust the supply to the changed
circumstances. The investment of new capital
becomes restricted. Manufacturers can now raise
prices by the full amount of the tax, and face
with greater confidence the probable falling-off in
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demand, for the warehouses are not now overstocked
and the existing plant is not in excess of the de-
mands to be made of it. In the long run, therefore,
supply tends to be more elastic than demand, with
a corresponding readjustment of incidence.

5. INcIDENCE UNDER COMPETITION

§ 16. The problem of incidence, it will have long
been gathered, is intimately bound up with the
principles of price determination. To give the
subject a proper investigation would necessitate
long incursions into the realm of economic theory.
Though it is not possible in a few paragraphs to
work out and apply the laws of valuation, a brief
reference may be made to the main conclusions that
bear on the question of incidence.

We have already had occasion to mention the
force of competition which, under certain condi-
tions, prevents sellers from shifting a tax to their
customers. For convenience we may, to begin
with, assume competition still to be the rule. The
more effective is the rivalry, the less likely is there
to be any difference in the prices charged for similar
products. Yet, although there is only a small
difference, if any at all, in the selling prices of the
goods, there is almost bound to be some variation
in the costs of the several firms producing them.
One factory may be better equipped or managed
than another. Its activities may be on a larger
scale, resulting in smaller unit costs. It may be
more favourably situated with regard to the source
of the materials or to the market for the products.
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In short, it could, if circumstances required, sell its
goods at a lower price than the one actually ruling
at the time. Eventually, perhaps, it may do so,
but, so long as it can dispose of the whole of its
output at the existing level of prices, there is no
point in its pursuing a policy of undercutting.
Another firm may be similarly placed, but not quite
so advantageously. A third firm just contrives, at
the prevailing price, to make ends meet. This firm
is said to be on the margin. The unit cost of pro-
duction of the marginal firm and the selling price of
the commodity tend to equality. In the course of
time the position of the margin may shift. The
first firm may cut its prices, and the second then
becomes marginal. Or prices may go up, in which
case a new firm, that formerly could not effectively
compete, enters the field, and the original marginal
firm finds itself advantageously placed in relation to
the newcomer. But at any particular time there
are likely to be, under competition, a number of
firms, each with a different unit cost of production,
and each, since the selling price is presumed to be
the same, with a varying rate of profit.

§ 17. Suppose, now, that new taxation is im-
posed. The incidence will vary according to whether
the taxes are imposed upon the commodities or upon
the profits of the firm. 1f the tax is placed upon the
product, in all probability it will be shifted to the
consumer. Should the tax be of small amount,
however, the more profitable concerns may decide to
bear the amount themselves, in which event the
marginal firms may be driven out of existence.
As the latter see it, the policy is tantamount to
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one of price-cutting. Similarly, should the demand
be so elastic that a serious contraction in sales is
feared, the price may be kept at the original figure,
with similar consequences for the marginal firms.
But as a general rule the commodity tax is shifted
to the consumers, and the respective positions of
the several firms remain unchanged.

§ 18. The incidence of a tax on the profits of these
concerns, however, tends to work out very differently.
Since there is invariably a minimum income, free of
tax, the marginal firms which make little or no
profit are not called upon to pay duty. Should
the more prosperous firms advance their prices by
the equivalent of the tax they are required to pay,
they stand the risk of losing some of their custom
to the marginal firms, which are under no induce-
ment to raise their prices by a like amount. 1f, as
is actually the position, the rate of duty goes up
as profits increase, the difficulty of shifting the tax
becomes even greater. Those who make the largest
profits, and, therefore, have to pay the highest rate
of tax, are liable to be undercut by those whose
profits are just sufficiently smaller to warrant a
lower rate of tax. These concerns, in their turn,
are liable to be undercut by the firms just below
them in the scale of profits, and so on. The only
firms which can transmit the duty without fear
of undercutting are thosc at the margin, and they,
as we have alrcady shown, are not called upon
to pay any duty. Some of the special problems
arising out of income tax, especially as affecting the
profits of companies, will be noted later. We have
only attempted to show so far, in very gencral
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terms, how difficult it is to transmit a tax on profits
under conditions of competition.

6. INCIDENCE UNDER MONOPOLY

§ 19. It might be urged, however, that free
competition is becoming less common; that the
advantages of large-scale organisation and of central-
isation are responsible for a steady movement in
the direction of monopoly. Once single control
over production and selling policy has been secured,
there will not, so it might be maintained, be the
same impediments to the shifting of taxes as are to
be found under competition ; the consumer will be
at the mercy of the monopolist, and will have to
bear the whole of the money burden of the tax.

But such conclusions are not quite sound, for
the argument ignores the essential differences
between the methods of price-fixing under competi-
tion and monopoly. Under competition, as we have
mentioned, price tends to approximate to marginal
cost. Under monopoly there is no necessary identity
between cost and price. The monopolist can ask
as much above the actual cost as he deems practi-
cable. The actual price that he decides to charge
is determined largely by reference to the conditions
of demand. He will not ask a very high price if the
demand at that figure is likely to be very small. He
will not ask a very low price if the anticipated
increase in the demand is not sufficient to compen-
sate for the reduced profit per unit. The price is
also determined, in some measure, by reference to
the unit costs of production at the different levels
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of output. As a gencral rule the unit costs will
diminish as the volume of output increases. Thus, it
may be gencralised that the monopolist tends to
fix the price at that figure which, having regard to
conditions of demand and cost, yield him the greatest
net profit ; and that the monopoly price is usually at
a higher level than would prevail under conditions of
competition.

§ 20. Consider now a tax cither on the mono-
polised commodity or upon the monopolist’s profit.
If it is placed on the commodity the seller will have
to reconsider the whole position. The tax may be
so small that it is not worth his while to raisc the
price. But if it is appreciable the monopolist,
faced with a new set of circumstances, may decide
to add the amount, or part of it, to the price of his
goods, even though a contraction in his sales and
‘an increase in his unit costs is the result. He has
‘not to fear the possibility of being undercut by
new rivals, for the commodity tax affects all equally.

A tax laid directly on the monopolist’s profit,
however, would be more difficult to shift. He may
be tempted to raise his prices, and may perhaps
“get away with it”’. But this would be possible
only if he had formerly been charging less than the
price which was most advantagcous to him. If he
has already fixed the price at the point of maximum
net revenue, he cannot now recoup himself by charg-
ing more. The incidence of such a tax tends to be
entirely on the monopolist.

In practice it is not so easy to devise such a tax
as the simple theory would suggest. All mono-
polists do not work out their prices in the manner
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described. Some charge less than the theoretical
monopoly price, because they do not choose to invite
competition. Their monopoly may be due to
efficient organisation rather than to special legal
powers or to exclusive ownership of natural resources,
and may continue only so long as prices are kept low.
Other monopolists have fixed their prices largely
by guess-work, and arec prompted by the new tax to
raise their prices and risk the consequences. The
prices of numerous monopoly products are purely
arbitrary (for example, a patented safety razor sell-
ing at a guinea), and in these circumstances the
incidence of a tax cannot be predicted with any
certainty.

§ 21. While on the subject of monopoly, it is inter-
esting to note a proposal that illustrates the ¢ socio-
political "’ attitude to taxation to which we referred
in an earlier chapter. Some people would employ
the tax as a means of retaliating upon the monopolist.
If it is true, they argue, that he cannot charge any
more than he is already doing, let his s<hare of taxa-
tion be increased so that he returns to the public
some of his monopoly gains. Theoretically the
whole of the surplus might appear recoverable in
this way. Other reformers would favour a different
and, in some ways, opposite course of action. They
begin by showing that it is in the interests of the
monopolist to pursue a restrictive policy in the
matter of production ; that, almost invariably after
the elimination of competition. the total output is
cut down. In order to combat such an anti-social
tendency, they recommend that the monopolist
should be taxed at a diminishing rate as his output

I
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increases. From such a policy it is expected that,
while the incidence would still be on the mono-
polist, he would not find it to his advantage to
restrict the output as he did formerly, or to charge
such high prices.

While the proposal to single out monopoly profits
for special taxation, over and above the ordinary
income tax and surtax, has its attractions, it also
has its difficulties. In particular there is the far
from easy task of distinguishing between the true
monopoly revenue and the normal “ wages of man-
agement . The difficultics confronting the second
proposal are no less evident. Who is to say what
should be the total volume of goods produced ?
We have not, except in the case of the absolute
necessaries of life, any real idea of the aggregate
amount that should always be available. Those
commodities, the output of which is seriously
restricted by monopoly, do not, for the most part,
comprise such vital essentials. And, further, there
is the difficulty of dealing with the monopolist who,
in order to increase his gains, would adopt the policy
of reducing the quality as well as the price of his
goods. If it is desired at all to single out the mono-
polist for specific treatment, there are more direct
ways of doing so than those mentioned.

§ 22. The factors governing incidence in general
cannot he easily summarised, and an abbreviated
statement of the chief conditions is liable to give a
false impression of the nature of the problem. We
shall not attempt, thercfore, to reduce the whole
subject to a few simple laws, cach onc of which
would require in reality lengthy modification and
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qualification. It will be sufficient, perhaps, briefly
to recapitulate the main conclusions reached in this
chapter, as a preliminary to the more detailed
analysis of the incidence of particular taxes. It was
shown, first, that price movements following the
imposition or increase of a tax do not necessarily
indicate the extent to which it has been shifted.
Secondly, it was pointed out that the incidence was
to some extent influenced by the nature of the tax
itself—by its exclusiveness or otherwise, by its
magnitude and form, and by its capacity for gradua-
tion to the payer’s ability. Thirdly, the character
of the medium selected for taxation was seen to
have some bearing on the problem ; a tax, for
instance. on consumers’ goods tended to fall in
a different way from one on producers’ goods.
Fourthly, it was noted that the elasticity of demand
and supply was & considerable factor in the deter-
mination of incidence ; in this connecection the time
clement played an important part. Finally, the con-
ditions under competition and monopoly were re-
spectively examined, and the incidence was observed
to differ according to whether the tax was placed
on the products or directly on the competitive profits;
a tax on competitive carnings, especially if gradu-
ated so as to leave the marginal firm exempt, was
not casy to move, but the shifting of a tax on
monopoly gains was found to be no less difficult.



CHAPTER VI
GENERAL EFFECTS OF TAXATION

1. Reactions ox CONDITIONS OF PRODUCTION

§ 1. Having outlined the main forces of incidence, it
remains for us to consider in what ways a scheme
of taxation as a whole can react on the cconomic
structure and organisation of a country. Subse-
quently, with the general principles in mind, we shall
be in a better position to study and estimate the inci-
dence and effects of particular forms of taxation, and
to relate these to each other as parts of the entire
fiscal system.

Some aspects of commodity taxation may be
noted first. Nowhere is the confusion between inci-
dence and cffects more evident than in dealing with
the reactions following the imposition of a tax upon
a commodity, the cost of production of which alters
with the rate of output. Not only does unit cost vary
from one firm to another ; it also varies for the same
firm according to the special conditions governing the
production of the article concerned. Tn these days of
large-scale organisation everybody is familiar with the
principle of diminishing costs, or, differently phrased,
the law of increasing returns. The wider is the

116
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market, the greater is the opportunity of installing
specialised machinery, of putting into operation an
intensive division of labour, and of spreading the
overhead charges over a larger amount of product,
with the result that the cost per unit is successively
diminished.

What is not quite so gencrally realised is the
opposite tendency, known in economic terminology
as the law of diminishing returns or increasing unit
costs. In the production of crops it does not follow
that doubling the outlay of capital and labour on a
piece of land will yield more than twice the amount
of produce. Perhaps it will yield even less than
twice the amount, and after a certain point has been
reached it is almost bound to do so. In other words,
once the point of maximum yield per unit of outlay
has been passed, there is a diminishing return or an
increased unit cost. 1t used to be maintained that the
law of diminishing returns was characteristic of agri-
culture, and that the law of increasing returns oper-
ated only in manufacture. But, although examples
of the two tendencies are most easily found in these
respective divisions of production, the earlier general-
isation can readily be shown to be untrue. It is not
impossible to obtain increasing returns in the ex-
tractive industries, while diminishing returns are by
no means unknown in the constructive industries.

§ 2. Suppose that a tax is placed upon a com-
modity, which is subject to one or other of these
laws, and is produced under conditions of competi-
tion. 1f the demand is inelastic the duty will be
added to the price, and the volume of production,
and therefore the unit costs, will remain unaffected.
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At the most there might be a small increase to com-
pensate for the additional charge for eapital between
the times of advancing the duty to the collector and
recovering it from the consumer.

Suppose, however, that the demand is so elastic
that the rise in price by the amount of the tax leads
to a marked contraction in the volume of production.
If the producer is working under increasing returns,
a restriction in output causes his unit costs to rise.
The profit per article is in consequence diminished,
even though the consumer is bearing the whole of the
duty. The marginal firms find it impossible to carry
on, and, though they may scll at a loss for a time,
they eventually disappear from the market. The
supply may thus fall even below the new level of de-
mand, and prices may go up by more than the amount
of the tax. This likelihood is strengthened by the
desire of the producers to make up for the reduction
in their profits, due to the falling-off in the number
of units sold. Hence it may be deduced that the
price of a taxed commodity, that is produced under
increasing returns, and is subject to a sensitive de-
mand, is liable to go up by more than the amount of
the tax. The full extent of the rise may not, however,
take place immediately, and the consumers there-
fore, when the final addition is made, may not con-
nect it with the imposition of the duty some time
before.

If, on the other hand, the newly taxed commodity
is produced under diminishing returns, the smaller
demand is met by a smaller supply at a lower unit
cost of production. The producer makes a larger
profit per unit, so long as the price goes up by the full
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amount of the duty, but suffers a reduction in his
total sales. Thus there are two conflicting tendencies.
The force of competition tends to fix the price at
something lower than the level first attained immedi-
ately following the imposition of the tax. The drop
would correspond to the saving in unit costs. But
this tendency is liable to be offset by the desire of the
producers to be compensated for their diminished
volume of business. On the whole, the chances of
the price ultimately settling at a lower level than
that first reached are not very strong.

§ 3. From thesc considerations it is evident that
the imposition of a tax upon a commodity produced
under increasing returns is liable to inflict serious hurt
upon the industry, and, therefore, to violate the
principle that a tax should be so designed as to
interfere as little as possible with the productive
capacity of the nation. This does not, however,
imply that the tax should be placed instead upon
commodities produced under diminishing returns,
particularly if these happen to be foodstufts. In
such cases the possible economy in the costs of pro-
duction would be more than offset by the hardship
to large masses of the population.

Thus, & commodity tax is apt, in more than one
way, to react detrimentally upon the wealth-pro-
ducing abilitics of the people. It may restrict the
development of an industry that relies for its full
development on a wide market and large-scale
operations, and may in consequence bring about a less
economical disposition of the nation’s resources than
would result if the tax were absent. It may also, by
reducing the purchasing power of the wage-earners,
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cause their standard of work to be undermined. Of
course, where the article is of a purely luxury char-
acter, and especially where the restriction of its
consumption is likely to have sumptuary effects,
the foregoing efiects are not so much to be feared.
There are several commodity duties of this kind, the
good points of which more than make up for the
bad. It is the other class of indirect taxation,
which either interferes with the normal growth of
an essential industry or curtails the standard of
efficiency of the workers, that can be singled out for
criticism.

2. SAVINGS AND INCENTIVE

§ 4. Certain of the above considerations are not
applicable to commodity taxes alone. If it can be
shown that taxation, whether indirect or direct, so
reduces the demand for, and therefore the supply
of, articles produced under diminishing costs that
the economy of the productive system is seriously
impaired, there is unquestionably ground for criti-
cism. Against the contraction in the taxpayers’
demand, however, has to be set the increase in the
public expenditure. Quantitatively there may appear
to be little change in the total volume of demand,
though, in other respects, and in the long run, the
differences may be considerable.

Most types of taxation have this in common that
they may encroach upon the national savings. A
constant supply of new capital is, of course, essential
to economic progress, and high taxation can be
justly criticised if it can be shown to leave in-
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sufficient new wealth for replacements and new
developments.

That savings, and therefore the supply of fresh
capital, have diminished during the last twenty
years there can be little doubt. Although we have
no proper records of the later decades of the nine-
teenth century, it is generally agreed that the ratio
of savings to total income was greater then than now.,
It must be admitted, however, that the tradition of
saving is not so strong in the twentieth century as
it was in the last. Rightly or wrongly, the people of
to-day hold a different view of income and expendi-
ture from that held in Victorian times, and, if the
standard of saving has diminished, the standard of
living has undoubtedly gone up. But even if this
change of attitude is ignored, there is no necessary
connection between the high taxation of the last
few years and the comparative shrinkage in the
amount of savings. The reduction may be due to
the slender surpluses that our taxes leave, or it
may be due, among other factors, to the industrial
depression and the restriction in the total volume of
production. 1f taxation were lighter, there would
naturally be more money available for investment,
but that alone does not prove taxation to be the
primary cause of the reduced savings.

§ 6. There is the further danger that high taxa-
tion may react adversely on the payer's will to save
and produce, although on this psychological question
there is no unanimity of opinion. Taxation will dis-
courage some people from producing, though it may
encourage others to work harder than before. One
man, especially if he has sufticient laid by to keep
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him without working, will argue that high taxation
so reduces his income as to imposc a penalty, in
effect, on further efforts. Another, particularly if
he has no other source of income and is loath to
cut down his accustomed standard of living, will
possibly be induced to exert himself still further, if
there is the opportunity, in order to earn the extra
money wherewith to pay his taxes. Differences in
individual circumstances and natures prevent one
from laying down any universal rule.

§ 6. Occasionally, when a tax has been realised to
have uneconomic consequences, it has been frankly
repealed on that ground. For example, the corpora-
tion profits duty was abolished because it was
recognised by all parties to have undesirable efiects.
From the point of view of equity there is much to
be said for tating investment incomes at a higher
rate than earned incomes, but there scemed to be
no adequate rcason for levying upon the ordinary
shareholders in joint-stock companies, while exempt-
ing the debenture-holders and the possessors of
government stock and other gilt-edged securitics.
This discrimination, apart from the inequity, tended
to discourage the investment of capital in those
undertakings that contained an element of risk, and
to divert it into those channels that provided the
greatest safety. The taking of risks, however, is,
up to a point, a necessary feature of our economic
system, and the penalty imposed on it by the cor-
poration profits duty was, in the opinion of most
authorities, detrimental to industrial and commercial
enterprise.

§ 7. Although progressive taxation is to be pre-
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ferred, as a rule, to proportional taxation, and
practically always to regressive taxation, it is pos-
sible to find instances in which the application of
the method involves a certain economic loss, both
to the taxpayer and to the community. Sir Josiah
Stamp envisages such a possibility. “ For example,
£400 a year for a special medical appointment may
be very attractive to a medical man with £1000 a
year. Another man earning £3000 a year, through
extra hard work and ability, may be only just
tempted to take it—the marginal utility of money is
less to him, but the community is best served by his
taking it, as he is the better man. Now, introduce
progressive taxation. The £1000 man gets, say,
£900 a yecar, and the appointment is worth £350
to him; the £3000 man gets £2000 net, and the
appointment. on taxation. is worth only £200. He
exclaims, * Not worth while for the effort ’, and the
less able man gets it.””!

Similarly it might be argued that a professional
or business man. who is making a large income, may
be persuaded to retire from economic activity sooner
than he would do if the rates of taxation were lighter.
He may aver that, as he is getting on in years
and is already assured of a comfortable investment
income, the net return after the heavy duties are
paid is not sufficient to compensate him for further
arduous cfforts. If he withdraws on that account
from economic activity, while he is still capable of
useful production, the community is to some extent
the poorer.

§ 8. To sum up, taxation, if it is carried beyond

! Wealth and Tarable Capacity, p. 116.
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a certain point, or if it is not wisely devised and
administered, is liable to have damaging effects on
the productive powers of the nation. It may bring
about a harmful diversion of the country’s resources,
either directly, through an unwise selection of the
media for raising revenue, or indirectly, by checking
large-scale production with its attendant economies.
It may curtail national savings and the supply of
capital, and the consequent increase in the rate of
interest may add further to the difficulties of the
producer. It may diminish the taxpayer’s incentive
to work, and curb economic enterprise in general.
The actual results will depend, not only on the total
amount appropriated for public revenue, but also
upon the character and extent of the particular
forms of taxation. Our genecralisations on the
economic aspects of national revenue as a whole
may, therefore, give place to a closer examination
of the incidence and effects of the principal taxes
in our fiscal system.
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CHAPTER VII
THE INCIDENCE OF THE INCOME TAX

1. THe EvorutioNn or THE INcOME Tax

§ 1. THE income tax is a modern growth. If one
reads the Parliamentary rccords of a century ago,
and some of the vituperative pamphlets that were
directed against the projected duty, and then con-
siders the general attitude at the present time, the
change in public opinion is almost amazing. Bitter
invective and prophecies of ruin have, in the light
of experience, been considerably softened. Keen
criticism, though it continues, is remarkably mild
in comparison with former tirades—notwithstanding
the fact that wealthy people nowadays have to pay
as many shillings in the pound as it was at first pro-
posed they should pay in pence.

It is instructive to observe the chief stages in
the development of income taxation. As noted in a
previous chapter, finance ministers have at various
times experimented with different tests of ability to
pay, but it took several centuries before income was
finally sclected as the principal criterion. In the
earlicst days of public revenue the individual was
taken as the basis, and every head of population had
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to pay a fixed annual amount to the Exchequer. Ata
time when the income of the nation was not very
unequally distributed, the poll tax had a certain
amount of justification. So long as the required
amount was not very high, the mass of the people
were not severely oppressed. although the nobles
escaped with a very light burden in relation to their
wealth. But, as the poll tax gradually increased,
complaints became more numerous and insistent,
and a certain graduation, according to social classes,
had to be devised. Nobles and other prosperous
persons were required therefore to pay a higher poll
than the people in general. Although the modification
failed to bring about a satisfactory division of the
burden and was very short-lived, it is of interest as
being an carly (though not the carliest) recognition
of the principle of graduation.

§ 2. In the course of time the poll taxes were
found to be inadequate in their yicld and unfair in
their incidence. Public expenditure was increas-
ing. The wealth of the country was becoming more
unequally apportioned among the scveral classes.
Ministers thereforc decided to supplement the taxes
per head with taxes on property, and ultimately the
new taxes supplanted the old. The property basis
proved more remunerative, while at the same time,
in view of the variations in the amount of property
people possessed, it entailed a fairer distribution of
the burden.

But even in modern times a property tax has
been beset with grave difficulties, and it is not
surprising that the method proved deficient in the
fifteenth century, when the methods of assessment
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and collection were extremely crude. Though this
mode of taxation survived in some directions—for
instance, in local rating in this country—and was
later adopted in the form of a gencral property tax
in the United States, it has many drawbacks as a
principal means of raising revenue. There is no neces-
sary connection between the ownership of property
and ability to pay. Some forms of property are used
productively ; others yield no return. If the former
class is taxed, there is the objection that economic
capacity is being interfered with, If the latter class
is taxed, there is no certainty that the revenue will
be forthcoming.

Further, a tax exclusively on property misses
thosc incomes that are due to personal services. In
the first days of property taxation such incomes were
comparatively few, but in modern times an ever-grow-
ing number of people enjoy large incomes from their
own individual efforts. Also, an element of mono-
poly may exist in their productive powers no less than
in the ownership of land or other exclusive property.

Finally, a general property tax is to be criticised
because of the difficulties of administration. Tracing
the full extent of a person’s property is apt to be
an inquisitorial and irksome business, while, even
when it has been ascertained, there is the trouble-
some task of estimating its real value, which is
liable to alter from one time to another, and, for
sentimental and other reasons, may be greater for
one person than for another.

§ 3. The most obvious fault, however, that the
finance ministers found with the property tax was
that it failed to prove a sufficient revenue for public

K
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purposes, and therefore, in the sixteenth and seven-
teenth centuries, an additional source was tapped in
the form of a tax on expenditure. There is consider-
able force in the contention that a person’s expendi-
ture is a good index of his ability to pay. Generally
speaking, the more a person spends, the better off
he presumably is, and the more he can afford to con-
tribute to the State. It was impracticable, however,
to estimate the total amount of the expenditure of
each individual, and the only way of reaching him,
on a basis of consumption, was to impose duties on
certain articles. Hence arose the system of excise
duties, which, with certain modifications, has per-
sisted down to the present day. Though the pro-
portion of the State revenues from this source has
been declining for a century, and the number of
selected commodities has diminished, the actual
revenue forthcoming has substantially increased.
Expenditure undoubtedly provides a more uni-
versal test of ability than does the possession of
property, but it is by no means perfect. As we have
pointed out on an earlier occasion,! there is no uni-
form ratio between expenditure and income. The
larger is a person’s income, the smaller, as a rule, is
the proportion devoted to the purchase of taxable
objects. Taxation on expenditure, therefore, is open
to criticism on the score of being regressive in char-
acter. Also, in the case of small incomes, a heavy
proportion of expenditure may mean a reduced
ability to pay. A person who has to provide for a
large family spends more than a bachelor with the
same income, but his surplus, on which the tax is

1 P.170.
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to be imposed, is considerably less. If expenditure
taxes could be confined to the comparative comforts
and luxuries of life, or if it were possible to assess
people on a progressive scale, according to their
aggregate individual expenditure, the above objec-
tions would lose some of their force, but so long as the
prevailing duties are retained criticism will continue.

§ 4. There is still one more stage before we come
to the direct taxation of income. Economists and
public financiers of the eighteenth century, faced as
usual with a constantly growing need for money on
the part of the public departments, looked around
for a new source of revenue. Property taxes were
still in existence, but their drawbacks were by now
quite evident. An attempt was made to devise
fresh taxation which would retain what good the
property taxes possessed, while discarding the un-
desirable features of the system. It was decided,
accordingly, to impose taxes, not so much on the
property itself as on the product accruing from the
property. Thus the taxpayer would be liable mainly
on the annual amount that his property yielded to
him. It would no longer be necessary to estimate
the capital value of the goods he owned, and to risk
all the friction that such a practice involved.

But the drawbacks of such a method soon be-
come obvious. Two pieces of property might yield
the same amount of product, but once of them be
subject to interest and other charges, while the
other be exempt. Or, of two tracts of land yielding
the same quantity of produce. the one might be
plentifully endowed by nature while the other might
require considerable human effort to make good the
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disparity. Nor were all the deficiencies of the older
property tax removed. Pecople who earned large
incomes without the aid of much property in tangible
form escaped very lightly. Modern ideas of differ-
entiation and progression could not be incorporated
in a scheme of this kind.

The acceptance of the principle, however, that
product represents a good test of ability may be re-
garded as an important step in the evolution of the
income tax. What a person produces, and what his
property assists in producing. make up between them
his total income. The actual methods and machinery
of the old tax on product and the modern tax on
income are, of course, vastly different, but the re-
spective principles have more in common than might
at first be supposed.

§ 5. Developments in fiscal practice take a long
time to accomplish, and, although the direct taxation
of incomes was spoken of for many years before, it
wasnot until the financial exigencies of the Napoleonic
War made some additional sources of revenue im-
perative that an income tax was introduced into this
country. The first outstanding measure was the
Act of 1798, which provided for a “ triple assess-
ment *’, based upon the expenditure taxes of the
previous year. It was an attempt to translate an
expenditure tax into terms of income. Incomes
under £60 were exempt, incomes between £60 and
£200 were subject to an increasing scale from one
one-hundred-and-twentieth to one-tenth, while in-
comes over £200 paid one-tenth. The revenue,
however, did not come up to expectations and the
government within the year were induced to make
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resort, for the first time in our history, to a tax
caleulated on a basis of income and nothing else.
The triple assessment according to expenditure had
led to much evasion and fraud, and Pitt was com-
pelled to admit that it was no longer practicable *“ to
follow some durable, some apparent and sensible,
criterion, by which to apportion the burden ”. Ac-
cordingly, he recommended that *“ the presumption
founded upon the assessed taxes shall be laid aside,
and that a general tax shall be imposed upon all the
leading branches of income”. The view of income
taxation that Pitt took was in no way reformist.
His aim was simply to raisc the necessary revenue,
and, as soon as the war was over, to abandon the tax.
In 1799 the Bill providing for direct taxation was
passed, the scales being almost identical with those
of the previous Act. Abatements were allowed for
children, and also for insurance premiums, A great
deal of the administrative machinery then created,
such as the General (‘ommissioners, who were ap-
pointed by the Land Tax Commissioners, remains
to this day.

The new tax proved very unpopular, and in 1302,
when hostilities appeared to be over, it was abolished.
The resumption of the war in 1803, however, caused
a return to be made to the income tax, still on the
understanding that it was an emergency measure,
to be withdrawn at the earliest opportunity. 1In the
Act of that year the method of assessment was
changed. Incomes were to be classified in definite
schedules, which, with certain alterations, are still
in force at the present time. Provision was also
made for the stoppage of tax at source. With varia-
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tions in the scales and abatements the tax was con-
tinued until the end of the war. The government
of 1816, having realised the advantages of the new
mode of taxation, attempted to retain it in the
Budget, but by a small majority the measure was
rejected.

§ 6. The repeal of the income tax was followed
by much discussion and pamphleteering. Though
the tax was dead, interest in the principle was kept
very much alive, especially as the commodity duties
had to be increased to make up for the shrinkage in
revenue. For twenty-five years would-be reformers
were putting forward schemes for the return to direct
taxation. The opportunity came in the forties.
Industry and trade were depressed, and one Budget
after another showed a deficit. Peel, though
formerly antagonistic to the principle, now deter-
mined to return to the income tax as a temporary
expedient. In 1842 the law of 1806 was, with cer-
tain alterations, re-enacted for a period of three years,
and the British revenues gained a much healthier
complexion as a result. It was found necessary,
however, to extend the period, and when, some time
later, the Corn Laws and certain other protective
duties were withdrawn, the need for the direct taxes
became even more pressing. Although promises
were still held out of a repeal of the income tax as
soon as times were favourable, acute observers could
foresee that the duty had come to stay. Gladstone
and Disraeli were both, in later years, inspired by
the same hope, but the attraction of such a lucrative
source of revenue proved too strong. The income
tax became firmly established in the system of public
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finance, and, as time went on, people became more
concerned with measures for adjusting it scientific-
ally and equitably to ability to pay than with vain
measures for its abolition.

§ 7. The two main objects of the reformers were
differentiation between earned and investment in-
comes and progression in the scales of taxation.
Accomplishment, however, was slow. A professor in
the fifties criticised the notion of differentiation on the
ground that “all should pay to the government at
the same rate for the security which enables them to
enjoy a unit of income during a unit of time >.  When
Labouchere in the eighties broached the subject of
progression, a writer in T'he Economist denounced his
scheme as ““ a preposterous and impossible system
of finance”. Tt was not until the present century
that the two objects were successfully achieved. In
1907 different rates were devised, 9d. and 1s. re-
spectively, for earned and unearned incomes up to
£2000 a year. Three years later the moderate degree
of progression, implied by the various allowances
at the lower end of income, was supplemented by
a more direct measure, which, among other things,
provided for a super-tax over and above the ordinary
standard rate. Since then the principle has become
very widely applied, and the revenue from this source
has enormously increased.

2. OrposSep ViEws oN INcoME TAx AND Prices

§8. Economists and business men frequently differ
on questions of practical policy, but, more often than
not, the variance is chiefly at the surface. Over the
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essential principles there is less dispute than is com-
monly supposed. There are, however, a few out-
standing problems on which there is still a certain
difference of opinion. One of these problems is the
relationship between direct taxation and prices. A
common business view is that income tax tends to be
transmitted to the consumer in the form of higher
prices. The view of the economist is that income tax
ordinarily tends to stay where it is first imposed.

The reasoning of many business men, although it
leads to one conclusion, does not always follow the
same course. Some of the exponents on that side
adopt what appears to be an offshoot of the old diffu-
sion theory. The National Union of Manufacturers,
for instance, submitted to the Colwyn Committeo
that * the difference between direct and indirect
taxation hardly exists in actual fact ”’, following up
this assertion with the still more surprising statement
that ““ the burden becomes automatically distributed
by a law of political economy that defies all Acts
of Parliament >>. This “law ”’, however, defies dis-
covery in modern economic science, the exponent of
which would not find it a difficult matter to pick
holes in and show the futility of argument of this
sort.

The Association of British Chambers of Com-
merce expressed what appeared to be a more reasoned
opinion. “‘ Although theoretically income tax is
levied on profits, when a trader endeavours to ascer-
tain his costs with a view of fixing prices, he often
takes into account, at least indirectly, the amount
of income tax he will have to pay, and if the market
conditions permit, fixes his prices at such a level as
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would yield to him the minimum net income he de-
sires to obtain or actually needs.” But this view,
which was shared by many other organisations and
individuals, was defective in more than one respect.
In what manner, even indirectly, can a trader take
into account the amount of tax he may have to pay ?
What if (as is usually the case) market conditions do
not permit ? Can he fix the prices at whatever level
he himself chooses ¢ And is the determining factor
the extent of his desires or his nceds ? The authors
of the statement throw doubt on the theoretical view
that income tax is levied on profits, yet adduce no
proof to the contrary.

The question whether or not the income tax is
shifted to the consumer is of first importance. The
chief attraction of the income tax is supposed to be
that it can be apportioned in a progressive manner
to the taxpayer’s ability to pay. It is presumed that
the burden falls upon the person who is specifically
called upon to pay the tax. If there is any truth in
the contention that a large proportion of the income
tax is shifted on to other people, the merits of this
form of taxation largely disappcar. There is no
longer any certainty as to who actually contributes
to the State. A great deal of the tax that should
remain with the comparatively prosperous manu-
facturers and merchants would, if the argument
were sound, be transmitted to the working classes
whom it is not intended to tax by such a method.
This is believed, in fact, to be the actual position by
certain eminent business authorities. The late Lord
Melchett, for example, speaking in the Budget debate
in 1923, affirmed that ‘‘ income tax does not fall upon
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the rich ; it falls upon a great many people who are
not rich. It falls upon the working classes also.”

§ 9. The economist does not deny the indirect ill-
effects that an unduly high income tax may inflict on
the poorer as well as the richer classes of the country.
What he asserts is merely that the tax is not shifted
from one person to another in the form of higher prices ;
that it rests in the great majority of instances with the
person who is specifically assessed. Thus, the sub-
mission that a high income tax may discourage enter-
prise or reduce savings or restrict spending power, all
of which indirectly affect supply and demand and
eventually prices, would not be repudiated, but would
be said to constitute another, and in some ways a
deeper, problem. For the moment we are concerned
with incidence ; with the simple and direct relation-
ship between income tax and prices. Subsequently,
we shall go on to examine the ultimate reactions on
production and consumption to which the tax gives
rise. The prices of goods in the long run are un-
questionably affected by the degree of income tax,
but the changes, as we shall show, do not come about
by a straightforward shifting from seller to buyer.
The relationship is much more complex.

3. INcOME TaX oN PROFITS UNDER COMPETITION

§ 10. In the following account we shall trace first
the incidence of the income tax under conditions of
competition, and then examine the position under
conditions of monopoly. Having observed the general
tendencies, we shall proceed to consider the circum-
stance peculiar to retail traders, to wholesale traders,
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to manufacturers, and to others who might be in-
clined, if they had the opportunity, to incorporate
their income tax in the selling price of their goods.

The first and most obvious restraining factor under
competitive conditions is the possibility of under-
cutting on the part of those rival firms who may enjoy
special advantages or be better situated with regard
to the market. A trader who feels tempted to raise
his prices in order to compensate for the amount he
has paid in tax will possibly be dissuaded by the fear
that his competitors will take advantage of the situa-
tion. There may, it is true, be a tacit arrangement
between the firms to increase their charges, but these
conditions could not be described as competitive.
The more intense is the rivalry, the less is the likeli-
hood of the burden being transmitted to the con-
sumer.

Not only will the trader look to the action of his
rivals : he will also take into consideration the pos-
sible action of his customers. It may be that the
article that he is selling is one for which the demand
is fairly elastic. A rise in the price may cause such a
falling-off in the demand that the net profit is less
than it was before. Perhaps there are substitutes
on the market, to which the consumers will turn
if the trader in question increases his charges. In
such circumstances also the prices would be kept
down.

§ 11. The above arguments, however, do not of
themselves carry one very far. For the chief support
to the contention that income tax cannot be shifted,
reference has to be made to the teachings of economic
science on the subject of price determination. We
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have already shown! that in competitive industry
there may be a number of firms, all selling their
products at a more or less uniform price, but
having a by no means uniform cost of production.
As competition increases, it becomes more difticult
for prices of a particular type of commodity to
vary. They may change from day to day, but at
any given time they tend to be the same for cvery-
body. Suppose, by way of illustration, that the
market price of an article of a certain grade is 10s.
A few of the firms selling it at this price could, if
conditions required, sell it at 9s. and still make a
sufficient return to compensate for their effort and
enterprise. Perhaps they have an exceptionally
efficient establishment, or enjoy other advantages
which result in a low unit cost. Other firms, not
quite so well situated, could, if necessary, afford to
sell it at 9s. 3d. ; others at 9s. 6d. ; and others again
at 9s. 9d. But some of the firms just contrive to
carry on at the prevailing price of 10s. Their costs
(including the minimum return for wages of manage-
ment) are almost exactly covered by the selling price,
thus leaving no surplus. These concerns are at the
margin between profit and loss. Economic reasoning
shows that the price of a commodity produced and
sold under competitive conditions tends at any time
to equal the cost of production of the marginal firm.?

1 Pp. 108-111.

3 In practice all the firms may have varying unit costs, cach
firm tending to adjust its output to the level at which the sell-
ing price just covers the cost of tho final umits. Thus there is an
‘“‘intensive’ as well as an ‘‘extensive’ margin. It is suflicient
for our present purpose, however, to confine the account to tho
simpler form of margin.
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As time goes on, the firms that are making the
largest profits may, in order to extend their market
and enjoy perhaps even lower costs in consequence,
reduce the price of their products. Suppose the new
price is 9s. 9d. Unless the firms formerly at the
margin can devise means of reducing their unit costs,
they will eventually be driven out of existence. The
firms with a unit cost of 9s. 9d. now become marginal.
Should the price be reduced still further, another
margin would be reached. Over a lengthy period the
price would become adjusted to the lowest cost of
production, but at any given point of time it would
approximate to the highest cost then prevailing.

§ 12. Practical investigations have clearly shown, if
proof were atallrequired, that the marginal firm is not
a figment of the economics text-books. An instruct-
ive memorandum.! prepared for the Colwyn Com-
mitteeby Dr. W.H.Coates, late of the Board of Inland
Revenue, gave the results of an inquiry into seven of
the principal trade groups, viz. cotton, wool, iron and
steel. metals, food. wholesale distribution, and retail
distribution. It was shown that in each of these
trade groups ‘' a material proportion of the total
turnover is being done at a loss or at no profit. . . .
The existence of marginal concerns is clearly indi-
cated.” Elsewhere in the same memorandum it is
stated that *‘ the producer is always endeavouring to
keep the final unit within the profit sphere, but in his
search for additional business and additional profit
he is constantly approaching the marginal line at
which no profit will result, and often he will find

! Appendix XI to the Report of the Committee on National
Debt and Taxation.
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himself carried over the line into the region of loss on
his marginal units. Price is always hovering in the
neighbourhood of that line, on which neither profit
nor loss is made. . . . Price is determined by the cost
of the marginal products, the sale of which yields no
profit, and may indeed yield a loss.”

The bearing of this conclusion on the present dis-
cussion is obvious. Since producers at the margin
make no surplus, or at any rate insufficient profit
to warrant the imposition of income tax, and since,
further, it is to their unit costs that the price approxi-
mates, there is no element in price that can directly
be attributed to tax. Any attempt on the part of
producers above the margin to raise their prices, in
order to recoup themselves for the tax they have
paid, would be defeated by the competition of the
marginal firms. Thus a direct tax on profits tends
to stay where it is first imposed.

§ 13. Other arguments can be adduced in support
of the cconomist’s contention. For instance, any-
body holding the opinion that income tax can be
shifted would be confronted with the difficulty that
the scale of duty is by no means uniform. Kven if
it were maintained that the marginal firm was a
fiction, or at least that its costs had no important
bearing on prices, it could not be denied that the
least prosperous firms engaged in production would
be making such small profits that their income tax
would be at the lowest scale. They would be in
competition, perhaps, with firms that were making
immense profits and paying duty at the higher
rates. A trader who was doing so well that he had
to pay surtax as well as income tax would doubt-
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less welcome any opportunity of getting rid of the
charge, but, if he were so ill-advised as to raise his
prices by the equivalent amount of these taxes, he
would promptly be undercut by the rival who was
making a smaller profit, and therefore liable to the
standard rate only. The latter, in turn, should he
attempt to shift the burden, would be undercut by
the less prosperous seller who had to pay only half
the rate; and so on. Thus, supposing it were
possible to transmit the income tax to the consumer,
it would be at the scale appropriate to the lowest
range of profits. Even if we left out of considera-
tion the marginal firms that made no profits, the
firms just above this line would possibly be making
such small profits that, after the several abatements
and allowances had been deducted, no income tax
would in fact have to be paid. These firms, in com-
petition with the rest, would be almost as effective
in preventing the shifting of the tax as if they were
actually at the margin.

§ 14. So far we have made no reference to the
part of joint-stock companies in competition and in
price determination. The importance of this type
of organisation need hardly be explained. In many
industries it has become so predominant that such
private undertakings as remain are content to follow
the companies’ lead in the matter of business policy
and price-fixing.

The bearing of company organisation on the in-
cidence of the income tax is twofold. In the first
place, the directors of a public company are not,
as a general rule, under the same inducement on per-
sonal grounds to shift the charge as are the owners of
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a private business. Also, the very type of the under-
taking, and the scope of*its activities, may make the
directors unwilling to experiment with higher prices.
Sccondly, we have to note again the importance of
the differential rates of income tax. The standard
rate is deducted from the dividends at the source.
Those sharcholders whose total income is very large
are required to pay surtax in addition. Those whose
incomes are very modest are entitled to a return,
in part or in full, of the tax that has been deducted.
The owners of a company, therefore, may individually
pay anything from nothing to about ten shillings
in the pound on the distributed profits. Some of
the wealthier shareholders may favour a policy of
raising the prices in the hope of making good some
of their tax obligations, but the directors are un-
likely to adopt a price policy that is prejudicial to
the interests of the organisation as a whole. Well-
to-do shareholders, who have to pay tax at a very
high rate, may have only a small number of shares
in a particular company, and those responsible for
the conduct of the business cannot be expected, when
fixing the prices of their goods, to take into account
the income tax liability of such individuals.

4. IncoME Tax oN PROFITS UNDER MONOPOLY

§ 15. Under conditions of competition, then, it is
very difficult for producers, whether in a private or
corporate capacity, to transmit the income tax to
their customers. Would it be more practicable for
the seller to shift the burden under conditions of
monopoly ? On first thought it might appear that,
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as the monopolist has a greater control over output
and prices than the competitive producer, he would
be in a better position to get rid of the charge.
Actually, however, as indicated in Chapter V, in-
come tax on monopoly profits tends to remain where
first levied.

Complete monopolies are very rarely encountered,
and it sometimes happens that a firm holds control
over the market only so long as it charges a moderate
price. To increase its price might revive competition
or encourage the use of substitutes. The income tax
on the profits of such a firm would be very difficult
to shift. Suppose, however, that the business had
a complete monopoly of the goods it sold, and that
it could charge whatever price it liked. The limit to
the price under such conditions would be imposed
chiefly by the nature of the demand. If the article
were very necessary, and the demand inelastic, the
price would be fixed at a high level. If, on the other
hand, the demand were fairly elastic, the price would
have to be much lower. The monopolist would try
to ascertain the price which, having regard to the
possibly varying unit cost of production and to the
cxtent of the demand, yields to him the greatest
net profit. To charge more or less than this figure
would result in a smaller return.

§ 16. Under competitive conditions, as we have
shown, the price approximates in the long run to the
cost of production. Under monopoly, as a rule,
the price is mainly determined by reference to
conditions of demand, and the minimum limit set
by cost is but rarely approached. The fact to be
emphasised, from our present point of view, is that

L
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the monopoly price is fixed independently of the
rate of income tax. The monopolist aims at the
highest profit on his sales, and the scale of income tax
can have no place in his calculations. It would be
different, of course, if the tax were placed on the
articles offered for sale. Such a tax would be much
easier to shift, but it raises problems that are not
pertinent to the problem immediately under con-
sideration. The theoretical conclusion is that a tax
on the profits of monopoly, as distinct from the objects
sold under monopoly, cannot be shifted, since the
seller is presumably already charging the highest
prices that the conditions of the market will permit.

In practice, however, the presumption that the
monopolist, or, for that matter, the competitive
trader, determines upon the most advantageous price
is not always borne out by the facts. Owing to
ignorance, or inertia, or some other recason, a seller
may be charging a lower price than that which
the consumers, if put to the test, would bear. An
increase in the income tax might prompt him to
reconsider the position, and to raise his charges to
the most profitable level. Although, in such circum-
stances, it might be maintained that the additional
income tax has been shifted, such an inference would
not be justified. The trader could have charged the
new price, whether the income tax had been high
or low. Though the increase in the duty acted as
the motive, the stimulus might have been applied,
no less effectively, from other quarters. A creditor,
for example, who was pressing for the settlement of
a debt might indirectly have been the means of
inducing the seller to charge a more advantageous
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price. Extravagance in the trader’s household might
have had a similar result. The fact that an increased
income tax has spurred on a seller to explore the
possibilities of a market more thoroughly and to
raise his prices in consequence, is no proof that the
tax has directly entered into the price.

5. INcoME TAX o WAGES AND SALARIES

§ 17. It is sometimes submitted that the income
tax falling on wages and salaries tends to be included
in costs of production and thus to be shifted to the
consumer. But this submission rests on the belief
that the recipicnts have no “ surplus ”” on which the
tax can be imposed. If every worker were liable to
direct taxation, over and above the indirect taxes
he already paid. there would doubtless be many who
could not possibly bear the charge themselves, with-
out some loss in physical power and therefore in
efficiency, and under these conditions the burden
would be shifted from the workers to the employers,
and from the employers to the consumers. In
reality, however, the abatements and allowances are
sufficient to exempt the vast majority of the wage-
carners from the income tax, and in their case,
therefore, the question of shifting does not arise. As
for those wage and salary receivers, whose incomes
are above the exemption limits, there appears no
reason for believing that their income tax can figure
in costs of production and result in higher prices.
In so far as their carnings are governed by a cost
of living index number, increases in commodity taxa- -
tion will raise their money wages, and thereby swell
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the costs of production. But there is no such
avenue available for direct taxation, the burden of
which remains at the point of impact.

Suppose, however, that the employer undertakes
to pay the income tax of those working for him.
Can he include this outlay in his costs, and shift
the charge to his customers ? 1f competition is the
rule, and if the generous employer’s example is not
followed by others throughout the industry, it is
evident that he cannot transmit the amount of the
tax, for any attempt to raise his prices would be to
play into his rivals’ hands. It might scem that
monopoly conditions would have to prevail before
the income tax paid on behalf of employces could
be shifted to the consumers. But even under these
conditions there is no proof that the burden would
be made good by charging higher prices. As we
have pointed out above, the monopolist does not
primarily fix his prices by reference to his cost of
production. To advance his charges because of a
slight increase in his labour costs might prove a very
unwise step.

§ 18. Banking is the only important industry in
which the employers make themselves responsible
for the income tax of their employees. All the
important banks have adopted this practice, and
therefore the fear of competition and undercutting
on this account does not arise. It is reasonable,
however, to assume that, if the banks did not provide
these bencfits, the actual salaries would be pro-
portionatcly larger. The payments by the employers
on account of income tax arc comparable to bonuses
and other forms of indirect remuneration. From
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the standpoint of the outsider there is no material
distinction between them. If the ratio of labour
costs in banking were larger than it is, and if the
scales of income tax were enormously increased, the
directors doubtless would reconsider the situation.
But, if they decided upon a new policy, they would
be more likely to cut the basic salary rates than in-
crease the charges to their customers.  So far, at any
rate, there is nothing to warrant the belief that bank
charges arc any higher than they would be if the em-
ployees did not have their income tax paid for them.

6. QUALIFYING CONDITIONS

§ 19. We have shown that, as a result of the
economic forces governing values. and of the differ-
ential rates of taxation on profits. it is very diffi-
cult for sellers to include the income tax in their
calculation of costs and to pass on the charge to
their customers.  Whether competition or monopoly
is prevalent, the likelihood for the tax to remain
where imposed is very strong. To this general
rule, however, there are certain exceptions which,
while not sufticient to necessitate any serious modi-
fication in the previous conclusions. are important
enough to justify special consideration.

One set of circumstances that might favour a trans-
mission of the income-tax charge is that experienced
in a ‘“ seller’s market ”’, when, because of a marked
restriction in supply or a sudden increase in de-
mand, prices show a distinet upward tendency. Our
previous reasoning was based on the assumption
that, under competitive conditions, the marginal
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firm, since it was exempt from income tax, would
be quick to seize the opportunity if any of the more
profitable concerns attempted to raise their prices
by the equivalent of their income tax. By keeping
prices down it would stand, in such circumstances, to
extend its sales at the expense of its rivals. But
if the prices are quickly increasing throughout the
market, the temptation for the marginal firm to
undersell its rivals is not so evident. The demand
may be sufficient to absorb all the supply, even at a
higher level of charges. Taking advantage of the
situation, the marginal firm may increase its prices
along with the rest, and dispose of the whole of its
stocks at the higher figures. Thus it might appear
that the income tax, in such favourable circum-
stances, is shifted from the seller to the buyer. But
these conditions could not continue for long. Kither
the demand would soon relax or new producers,
hitherto sub-marginal, would enter the ficld, and,
with the consequent change in the proportion be-
tween supply and demand, prices would be likely
to fall to about their former level. 1t might be
maintained, however, that even in this short period
the income tax has not, in the strict sense, directly
entered into prices. Where conditions such as the
above arise, sellers in general, including those at the
margin, are induced to raise their prices, quite in-
dependently of the state of the income tax. The
tax may be given as the deciding reason for the higher
charges, but it is in reality nothing more than an
excuse. Usually the prices will be raised, where
practicable, without any reference to the income
tax at all.
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§ 20. The psychological factor at such times
cannot be overlooked. An increase in the income
tax may cause manufacturers and traders to pro-
claim to the world at large the inevitability of a
consequent rise in prices, and their protestations may
so react on the mind of their customers as to weaken
what resistance might otherwise be offered to an
advance in prices. It is conceivable, further, that
scllers who advertise the necessity of raising prices
become themselves the victims of the same idea,
for they are buyers as well as sellers, and the dealers
from whom they make their purchases will be no less
willing to take advantage of the situation.

Couple these conditions with those of a “ seller’s
market ”’ and the tendency for prices to advance is
accentuated. It might well seem that the burden
of the income tax is being shifted from the producer
to the consumer. But a double caution is necessary.
In so far as the producer has to pay more for his own
requirements, both in his business and in his home,
the benefit of the better prices for the goods he sells
is discounted. Necondly, it must be realised that,
50 long as a customer's money income remains un-
changed, the more he has to pay for some articles,
the less there is left wherewith to buy others. An
increase in the price of the articles in fairly constant
demand may thus involve a fall in the price of the
commodities that are not so urgently required.

§ 21. It may happen, of course, that a trader is
induced by the income tax to increase his prices,
notwithstanding the fact that the higher charges
result in a smaller demand and a reduced net protit.
The most remuncrative price is not always easy to
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ascertain, and the trader may in his ignorance go
on charging more than this figure, in the belief
that he is transmitting the burden to his customers.
Ultimately, it is true, competition may bring down
the prices to the normal, but for some time sellers
may continue to charge more than the most ad-
vantageous price. Where monopoly prevails, this
check is absent, and the prices may remain for a
considerable period above the most remunerative
level. Under these conditions the income tax might
be said to be a factor in the fixing of prices, although
it would still be sound to maintain that the same
prices might be charged irrespective of the presence
or the rate of tax.

§ 22. The ability to pass on part of the tax
burden, where it is experienced at all, is found
mainly in retail trade, especially where this is of
a luxury character. Where the goods offered for
sale vary in grade and quality, the customers are
not always able to judge what is the most advan-
tageous price to themselves. In the case of luxury
goods, the purchasers are often sufticiently well off
to regard small variations in price with comparative
indiflerence, or, at any rate, not to carry their resent-
ment so far as to cut down their orders. Though it
is true, as a rule, that the demand for luxury goods
is elastic, the demand for very costly articles, bought
only by the well-to-do, may be fairly inelastic.
In such circumstances the trader, following an in-
crease in his income tax, may raise his prices, yct
not suffer an appreciable reduction in his sales.

It has been emphasised that, even where a scller
enjoys a monopoly, he is not on that account
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enabled to shift the burden of the tax. Where he
has already been charging as much as the nature of
the demand allows, increased taxation of his profits
cannot be reflected in higher charges. But, as we
have pointed out, the monopolist does not always
charge the utmost he can get, for the reason either
that he does not want to provoke latent competition
or simply that he is unaware of the most remunera-
tive price to charge. Similarly there are many
traders in a semi-monopolistic position who enjoy
certain advantages that make for greater profits.
They may, for example, be the only dealers of their
kind in a particular locality, and, if the goods they
sell are such that personal inspection is desirable
before purchase, a degree of monopoly may thereby
arise. There are several businesses that depend
for their success on personal contact between seller
and buyer. It is just possible that such traders
will contrive to pass on some of the income tax to
their customers, though the chances are on the
whole very slight.

§ 23. If the retailer finds it very ditficult to pass
on the income tax. the wholesaler and maker find
it almost impossible. The hindrances we have men-
tioned apply. in onc form or another, to all sellers,
but there are, in addition, special obstacles confront-
ing merchants and manufacturers. Price move-
ments are much more sensitive than in retail trade.
Buying and selling are keener, and the firm that en-
deavoured to raise its prices because of the income tax
would soon find itself undercut by its rivals. Also,
since company organisation is more prevalent in
wholesale trade and manufacture than in retail
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trade, the inducement for shifting the income tax
is not, for reasons previously explained, so strong.
Foreign competition, too, is liable to be more severe
than in retail selling, thus adding to the difficulties
of the seller who is thinking of recouping himsclf by
higher prices. Finally, the customers are shrewder,
as a rule, than those of the retail trader. Expert
and specialised buyers scour the whole range of the
market in order to secure the best bargains. The
general public, on the contrary, who constitute the
retailers’ customers, are not so well informed, and
are less likely to go beyond the immediate locality
for their requirements.

The assertion is sometimes made that the in-
come tax on the profits of firms in the early stages of
the production of an article is passed on to the pur-
chasers at the next stage, and that they in turn
transmit the burden, with something added, to the
next customers, until eventually the final consumer
is required to pay an inflated price for the goods.
This view, it should now be evident, is fallacious.
If the tax were imposed upon the materials or the
instruments of production, the burden would almost
invariably be shifted again and again until it fell with
cumulative weight upon the ultimate purchaser. But
a tax on profits is not open to the same criticism as
one on raw materials or semi-manufactured goods.
There is no question of the income tax accumulating
from one stage to another. If, for some reason or
another, a seller at one point did contrive to shift the
tax to his customer, the latter would not on that
account be enabled to transmit it further. At every
stage the price approximates to the marginal cost,
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in which there is no element to allow for tax. The
burden, even though it might on occasion be shifted
from one producer to another, tends to stay where
imposed, and the final selling price remains as a rule
unaffected.



CHAPTER VIII
THE EFFECTS OF THE INCOME TAX
1. CoNDITIONS OF DEMAND AND SuPPLY

§ 1. IF the income tax affects prices at all, it does so
in either of two ways. It is either shifted directly by
the producer or trader to his customers, by the slmpl(,
addition of the equivalent of the tax to the basic price,
or it reacts upon prices in an indirect fashion by
affecting conditions of demand and supply. Until
now we have been entirely concerned with the first
of these possibilities, and the argument has shown
that it is in only exceptional circumstances that the
money burden of the income tax can be directly
transmitted from the seller to the buyer in the form
of higher prices. Although these circumstances
cannot be altogether ignored, they do not materially
affect the main conclusions on the theory of inci-
dence that are reached by ordinary economic reason-
ing. The theory, to recapitulate briefly, is that the
price of a commodity tends, under conditions of
competition, to equal the unit cost of production of
the marginal firm. This firm, being on the border-
line between profit and loss, is not required to pay
income tax, and is liable, therefore, to undersell
156
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any other firm which attempts to shift the tax on
its profits to its customers. Under conditions of
monopoly the transmission of the tax is no more
practicable, for it is presumed that, as a general rule,
the seller is already exploiting his advantage to the
fulland charging the utmost that the market will bear.
This. in a few words, is the view of the economist, as
opposed to the notion sometimes encountered that
the income tax can readily be shifted.

On the deeper problem, however, of the ultimate
relationship of income tax to the demand for and
supply of commodities, and the consequent reaction
on prices, there is not the same marked difference
of opinion. This ix not to imply that the economist
fully endorses the contention that high taxation—
the income tax in particular—is chiefly responsible
for movements in prices. More often than not,
high taxation is found to be a symptom and an
effect rather than a primary cause of industrial
conditions. Furthermore, income tax can remain
high and even inecrease, as during the past few
years, while prices show a considerable decline.
In so far. however, as the income tax can be shown
to interfere with the course of production and con-
sumption, the economist would be the first to admit
its importance as a price-determining factor.

§ 2. In noting the effects of taxation in general
on production, we observed that, if the impost were
carried beyond a certain point, enterprise might be
discouraged and savings be curtailed. A very high
income tax is especially likely to have these effects,
for it falls directly upon the return to enterprise,
while it must, if for physical reasons alone, diminish
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to some extent the saving capacity of the individual
taxpayer. It may also have a psychological effect
upon the will to produce and save, though this is
naturally very difficult to estimate. A diminished
incentive to produce is almost bound to be harmful
to the welfare of the nation as a whole.

These and other possible effects have still to be
examined. For the moment all that we can say is
that, in so far as a high income tax does restrict the
will and the capacity to produce, it is liable to bring
about a comparative shortage of goods, with a
consequent rise in prices. Such a rise, we repeat,
would be due, not to a straightforward shifting of
the tax, but to the changes in economic conditions
to which it gave rise. Probably a longer time
would be taken for the effects to manifest themselves
in the new price level than would be required for a
direct shifting of the tax, and the lapse of time may
in itself be responsible for pcople’s ignorance of the
true cause of the higher prices.

§ 3. To pass to the reactions on the side of
demand, it might appear that the forces tending in
the direction of a rise in prices are counteracted by
the opposite set of forces tending to bring about a
reduction. If a high income tax diminishes spend-
ing power, there is more likely to be a fall than
a rise in prices. Actually, however, as we have
already pointed out, there is not necessarily any
reduction in the volume of demand regarded as a
whole. Much of the revenuc flows back to the
taxpayers as interest on their government stocks.
An appreciable amount is transferred to the bene-
ficiaries of the public services, whose expenditure,
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at least for the time being, helps to sustain the total
demand. Also the enormous purchases of the State
itself have to be taken into account. The aggregate
demand would seem, therefore, to undergo a change,
for the time being at any rate, not so much in its
volume as in its composition.

To enter in any detail upon a discussion of the
likely effects on the prices of particular kinds of
goods would take us too far from the present sub-
ject. The reduced purchasing power of the well-to-
do taxpayer might result in a fall in the price of
luxury articles. Whether the lower prices would
be permanent would depend largely upon the condi-
tions governing their costs of production. Possibly,
when sufficient time had elapsed, the curtailed
supplies would result in higher prices than before.
On the other hand, an increased spending power
given to the poorer sections of the people might,
for the time, cause the prices of necessaries to go
up, although ultimately, if the latter were produced
under conditions of diminishing unit cost, and if
competition were effective, the prices might fall even
below their former level. Whether in fact the spend-
ing power of thesc classes showed a net increase as
a result of these transferences would depend upon
many circumstances, notably the industrial situa-
tion and the character of the public expenditure.
If, for example, the State subsidised the wages of
those already in employment by an extension of the
social services, the demand for necessaries would in
the aggregate go up, and the prices might follow suit.
1f, on the contrary, the moncy were used largely for
maintaining those out of employment. the aggre-
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gate demand for necessaries might still be below the
normal, for, presumably, the spending power given
to the unemployed would be less than that of their
normal income.

§ 4. From such reasoning and from the few data
that are available on the subject, the state of taxa-
tion appears to have more bearing upon relative
prices than upon the price level in general. In
other words, the values of certain classes of com-
modities may show considerable variations, yet the
index numbers of prices as a whole remain fairly
steady. This conclusion derives support from eco-
nomic teaching on the subject of general prices.
According to the ‘‘ quantity theory ”, as it is usually
known, the level of prices varies directly with the
amount of effective money in circulation and in-
versely with the amount of goods produced. Under
the head of money is included everything that acts
as a means of exchange, whether in the form of
metal currency, or bank notes, or credit instru-
ments. The velocity of circulation, too, has its
place in the calculation. Since the total amount
of money represents a demand for goods, an increase
in its quantity, unaccompanied by a corresponding
increase in the volume of production, tends to reduce
the purchasing power of each unit of money, i.e. to
raise prices. The only other way in which general
prices could be increased would be to reduce the
volume of trade, the amount of money either
remaining constant or not diminishing in the same
degree. A necessary condition of an increase in
general prices would be this alteration in the ratio
of effective money to goods produced.
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Those who maintain that a high income tax causes
prices as a whole to go up have to reconcile their
argument with the above theory which, apart from
points of detail that do not now concern us, is fairly
well established. There is no necessary and exact
relationship between the level of the income tax and
the quantity of effective money in circulation. The
extra money used by individuals to pay their taxes
means simply that there is so much less for them to
devote to other purposes. (Indeed it might be
argued that, for reasons still to be discussed, a high
income tax, by reacting on savings, and on the
enterprise and operations of industrialists, reduces
their borrowings from the banks; and that the con-
sequently smaller amount of credit instruments in
circulation results in lower rather than higher
prices.) The only other way, then, in which the
income tax can force up general prices is to bring
about a reduction in the total volume of supply
relative to the demand—a possibility which will be
considered below.

2. INcOME TaX AND THE EXTENT OF SAVINGS

§ 5. There are several ways in which a high
income tax may react detrimentally to the economic
interests of the nation. It may restrict the volume
of savings, and so interfere with the supplies of
capital that are indispensable to continued produc-
tion. 1t may. by reducing people’s net incomes,
lessen the stimulus to economic effort and enterprise.
And, further, it may depress the standard of living
among the taxpaying classes to such a degree as to

M



162 INCIDENCE AND EFFECTS OF TAXATION c=H.

have important consequences both among the payers
themselves and the industries that ordinarily cater
for their requircments. These three sets of results
are not, of course, separate and distinct, and none
of them can properly be studied to the entire ex-
clusion of the others. We cannot, for example,
inquire into the relationship between taxation and
savings without paying some regard to the bearing
on cnterprise. Nor can the study of enterprise be
dissociated from one’s ideas of the accustomed
standard of living. Also, it goes without saying, the
question of the effect on purchasing power is but
another side of the problem of savings. Common
to all these considerations is the psychological factor,
the influence of which on the economic activities of
the taxpayer is of first importance.

We may begin with the possible effects on savings
because it is on this subject that statistical informa-
tion is more readily available than on any of the
others. Yeteven here we have no definite knowledge
of the amount and character of savings in pre-war
and post-war years (i.e. when income tax was re-
latively low and high), and it is possible to obtain
only rough estimates for purposes of comparison.
The pre-war annual savings of all kinds arc usually
calculated tohave been between £350 millions and £400
millions. The savings during the last few years are
estimated on the average to have been about £500
millions. (Over 80 per cent of this total is comprised
of three items ; internal issues for home investment,
about £90 millions ; internal issues for foreign invest-
ment abroad, about £135 millions; and undistributed
profits, about £195 millions.) When allowance is
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made for the diminished value of money since the
war and the increase in the population, these figures
really represent a decline in real savings, approximat-
ing to between £150 and £200 millions in present
values. But, as the Colwyn Committee point out
in referring to these estimates, ‘ it is fair to remember
that the comparison is between unlike periods, the
immediate pre-war period having been one of boom-
ing trade in contrast to the recent years of depres-
sion ”’. The fact that the income tax is high at the
time that savings are low must not be taken to prove
that the one is necessarily the reason for the other.
They may both be the result of ulterior causes.!

! On the general relationship between spending and savings
during recent times, the Committee conclude :

*“ Wo do not think there are any reliable data for a comparison
of spending now and bofore the war. Many people have formed
the opinion from their own observation that extravagance and
luxury have increased, but this may merely mean that ploasure-
spending has become moro socially obtrusive than before, without
having nocessarily grown in amount. Thus, it may be that there
is moro lavish expenditure in rostaurants, dancing, etc., but that
this is more or less balanced by reduced oxpenditure at home ;
some confirmation may bo found for this idea in the decreased
number of domestic servants— 1,149,000 in 1921 as compared
with 1,314,000 in 1911. . . .

‘“ Generally we conclude that the falling-off in the national
savings, equal to £150 millions or £200 millions at prosent-day
prices, gives ground for anxiety but not for pessimism. It would
be unreasonable to expect that in a period of severe trade depres-
sion, due to deep and world-wide causes, thore should be an
abundant flow of savings. It is not clear from the general trend
of the evidence before us that the diminished flow has been inade-
quate to meet current trade demands. When those demands
increase, we do not doubt that savings will answer to the stimulus;
but the need for capital may be very great, and it would be un-
wise to assume that there will be no shortage ’ (Colwyn Report,
p- 22).
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§ 6. To what extent is the falling-off in real sav-
ings in this country attributable to the income tax ?
There is obviously a direct relationship in the purely
physical sense. The very fact that a taxpayer has
to hand over a larger amount to the State than he
did formerly, means that, unless his income has kept
pace with the increased exactions, he has a smaller
balance to devote to expenditure on his personal and
business requirements, including the amount to be
set aside as savings. It is common knowledge that
the percentage of income saved is by no means
constant, but that it increases in general at a faster
rate than the total income. Conversely, when in-
comes go down the ratio of savings diminishes in
more than proportionate degree. Since the income
of the average taxpayer has certainly not kept pace
with the income tax, his net remaining income has
physically contracted, and therefore the amounts put
into savings have almost inevitably declined.

There is a psychological as well as a physical
effect, but, on account of conflicting tendencies, one
cannot be too certain of the ultimate result. On
the one hand, a high income tax may dissuade a
taxpayer from saving the customary amount, even
though he has the physical ability. After weighing
the net future returns against the satisfactions he
might derive from present consumption, he may
decide in favour of the latter. On the other hand,
there are many people whose *“ demand for income ”’
is not so elastic as the above reasoning assumes. A
man may wish to accumulate a certain capital sum
during his working life in order to provide an annuity
in his declining years; or he may desire sufficient
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to protect his dependants in the event of his early
demise. Under conditions such as these a high
income tax may have the effect of cutting down the
current expenditure on consumable goods rather than
the amounts set aside as savings. Indeed, if the
income were not too small, it might stimulate the
recipient to save even more than before, for other-
wise continued taxation at the same rate would
involve a diminution in the net return in later years.
Some writers believe in a stimulus of a different kind,
contending that a reduction in the income of pros-
perous business men is likely to serve as an incentive
to further effort and accumulation. Dr. Dalton,!
for example, quotes with approval the assertion of
the late Lord Leverhulme that ““ every raising of the
rate at which income tax is levied has been followed
by increased efforts, successfully made. to increase
incomes out of which to pay the increased tax. . . .
We are all inclined to say, with the Irishman, ‘ be
jabers to the tax, if you will give me the income’,
and having got the income we are all inclined to make
increased efforts to make the income sufficiently large
to stand the contribution demanded by the Chan-
cellor of the Exchequer, in the form of income tax,
without diminishing the balance remaining for the
income earner.” 2

This view of taxation, however, does not appear
to command much support in business circles. Lord
Leverhulme himself was reported to have stated at
an annual meeting of his shareholders in 1923, five
years after he made the above utterance, ** that any

! Public Finance, pp. 107-8 (6th edition).
3 The Six Hour Duay and Other Essays, p. 248.
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relief that can be given to the heavy burden of taxa-
tion borne by the citizens of the United Kingdom
would have an immediate direet effeet in improving
business, increasing demand and reducing unemploy-
ment . Though this contention is probably con-
cerned more with the effects on enterprise than on
savings, it considerably modifies his previous state-
ment. He may have altered his tone beeause the
atmosphere of a sharcholders” meeting was different
from that of the study. Or the events between 1918
and 1923 may have led him to change his mind on
the relationship between taxation and the state of
business.

§ 7. The prevailing system of direct taxation un-
doubtedly differentiates against savings. Income
tax is imposed both when the capital sum is first
earned and again when the interest from that capital
isreceived. If all forms of outlay (including amounts
invested) were hit equally. this differentiation would
not arise. but in practice there are many kinds of
consumption that are just as important to production,
and may endurc for just as long a period, as ordinary
capital investments from which one expeets a specific
money return. The ““ psychic ”” income derived, for
instance, from personal property may he no less
important than the money income obtained in divi-
dends, but it is impossible, of course, to render the
whole of it liable to taxation. From this point of
view the tax as at present administered is not a pure
income tax, though it is admittedly difficult to sce
how such an ideal form of taxation could be devised
and carried out.

The differentiation against savings is taken a
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stage further by the higher rate that is, in effect,
levied upon investment incomes. There are many
who are not satisfied by the present scales, and would,
if they had the power, differentiate to an even greater
extent against the incomes from investment.!  Evi-
dently they do not fear that the heavier duties would
seriously discourage savings ; or, if they admit this,
they consider that the expeeted henefits would
more than outweigh the disadvantages.  Holding
the opposite view are those who would not dis-
criminate at all between the scales of duty on carned
and investment incomes. while some of them. even
more ambitious, would attempt to remove the double
taxation now imposed on savings and the income
derived. By permitting a partial. if not complete,
exemption they would place the capital outlays in
a similar category to life insurance premiums. It
is partly practical considerations (such as the ditfi-
culty of dealing with people who, in order to avoid
tax, would save to a great extent in one yvear. and
then dispose of their savings in another) that have
prevented a concession of this kind in the past.
The trend of economie and political conditions of the
last few years, however, does not scem favourable
to a move of this kind, but points, if anything, to the

=0

continuance of heavy differentiation in the future.

3. IncomE TAX AND THE FORM OF SAVINGS

§ 8. Saving is carried out in a wide variety of
ways, and to attempt to trace the effects of the

! See, for example, the Mwmority Report of the Colwyn
Committeo,
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income tax in each of these directions would be a
lengthy and complicated task. The available data
are very limited, and the results of such an investi-
gation, therefore, would be necessarily incxact. For
present purposes we need do no more than consider
the reaction on the principal kinds of investors and
on the chief forms that their investments take.

The effect of a high income tax on the savings of
individuals naturally varies with the amount of the
respective incomes. Such savings as come from the
lower income ranges are not likely to be seriously
curtailed. In the first place, the people in this class
benefit to a greater extent than the more prosperous
sections by the lower effective rate of duty and by
the several abatements and allowances. Secondly,
they are more likely to economise in their ordinary
expenditure than to cut down their savings, for in
these classes the incentive to provide for old age and
for dependants is very strong. They are more con-
cerned with making their position secure than with
obtaining the maximum immediate return from their
wealth. Thirdly, and partly arising out of this, the
people in the lower income ranges invest a greater
proportion of their capital in house property and in-
surance policies than the wealthier taxpayers. When
taxation is increased the average person in this class
is more likely to curtail his everyday cx penditure than
to cut down his capital outlay in acquiring his house
property. The demand for insurance policies, too,
is comparatively inelastic, and is helped, doubtless,
by the exemption of premium payments from tax.

These expectations are borne out by the official
statistics of estate duty. The returns show that in-
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surance and house property represent between them
about 31 per cent of the total estates not exceeding
£5000, but that the proportion falls to less than 18
per cent when all estates, large and small, are taken
into account. On the other hand, the value of securi-
ties is about 30 per cent in the smaller estates but
nearly 50 per cent in the estates as a whole.

§ 9. In the upper grades of income the effect of
the tax is more severe. As is well known, the bulk of
the national savings comes from the comparatively
well-to-do classes, and it is these who contribute
the major share of the total revenue of the State.
The physical capacity to save is naturally reduced,
and so to some extent is the will to save. It is true
that many are prompted by the liability to heavy
death duties to put aside large sums for that purpose.
But others, who are already sufliciently well off to
be assured of their dependants’ position, may be dis-
inclined to forgo present pleasures. Different from
the taxpayers in the lower income classes, they look
to their investments not merely to give them security
but also to enrich them in the near future. This
explains the high proportion of stocks and shares,
as against house property and life insurance, in the
wealth accumulations of the prosperous classes. The
demand for investment of this kind is comparatively
elastic as compared with that for house property and
insurance, and a steeply progressive scale of duty,
which may reduce the net return by anything up to
a half, is very liable to restrict the portion of current
income that is put aside.

§ 10. The attitude of an individual taxpayer to
savings is determined largely by the nature of his
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economic activity. If he is an employee or a pro-
fessional worker his policy will be influenced by con-
siderations such as those mentioned above. But if
he is a business man working on his own account, or
in a private corporate capacity, he will tend to hold
a different view of the necessity of saving. He will
be influenced, of course, by the personal factors, but
in addition he will have to consider the needs of his
business. New capital may be required from time
to time, and he will find it preferable as a rule to
provide the amounts out of the current carnings of
the business than to depend on outside financial
assistance. 'Thus, the incentive to save is stronger
among business men than among professional and
other people with a similar income.

Here again the result depends largely upon the
size of the income. In the lower ranges there may
be a certain conflict between savings for purely
personal and family needs and those which are neces-
sary for business development. 'The extent to which
domestic expenditure will be cut down to provide
the required capital varies, of course, with the char-
acter of the individual, and it is difficult in conse-
quence to gencralise. In the higher income ranges
the private business owners are to some extent differ-
entiated against, as compared with public companies,
by having to pay surtax on the whole of the profits
beyond the statutory amount. On this ground it
might be contended that the owner of the prosperous
private business is encouraged by the state of the
income tax to save no more than is imperative.
Where it is not nccessary to distribute the whole of
the profits, he might cqually be induced to contem-
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plate the conversion of his business into a limited
company.

§ 11. The important part played by companies in
the national savings has already been referred to.
Roughly two-fifths of the total annual investments
of the nation, i.e. nearly £200 millions, come from
the undistributed profits of corporate undertakings.
This is a considerable amount, and testifies to
the prudent policy of the companics as a whole.
Though the total real savings of the nation have fallen
off since the pre-war years, those of the public com-
panics appear to have been fairly well maintained.
Investigations undertaken by The Economist into the
accounts of a large number of representative com-
panics have shown that in the five pre-war years
allocations to rescrve represented 244 per cent of
total profit, or 2-3 per cent of capital; and that in
the five post-war years the corresponding figures were
24-0 and 2-8 per cent.

The reason lies partly in the fact that the com-
panies virtually compel the sharcholders to save,
often adding to the reserve funds even though it
might involve the passing of a dividend. Were the
sharcholders to receive the whole of the profits that
were carned, it is extremely improbable that they
would in the aggregate save as much as that which
was withheld from distribution by the directors. And
even if they did save as much. the capital would have
to be re-collected before it could be put to product-
ive use, whereas, when retained by the company,
it would be ready for cemployment immediately
occasion requires.

Such considerations lead to the conelusion that
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the adverse effect of the income tax on savings is by
no means uniform, and that in regard to particular
classes of investors it is apt to be overestimated.
The recipients of moderate incomes are less discour-
aged from saving than the more prosperous classes.
The private business owner is, more than the average,
liable to diminish his savings, particularly in the
upper grades of income. It is some cause for satis-
faction, however, to know that the substantial pro-
portion of the national capital that is accumulated
by companies has not apparently suffered any
material reduction.

§ 12. We turn next to the possible effects of the
high income tax on the character and direction of
the savings themsclves. Reference has already been
made to the relatively high proportion of insurance
and house property to the savings of the moderate
income receivers, and also to the high ratio of stock
and share holdings in the accumulations of the well-
to-do. There is some difference of opinion on the
question whether heavy taxation encourages people to
go in for more speculative investments than before,
or whether it makes them play for safety by concen-
trating more on gilt-edged securities. Here again the
decision is largely an individual matter, depending
also to some extent upon the size of the income.
Some authorities have expressed the opinion that,
while a high tax is liable to persuade wealthy in-
vestors to reduce their holdings of gilt-edged stocks
in favour of slightly less safe debentures, it is un-
likely to induce them to increase their holdings in
risky ventures. If the richer investors are not greatly
encouraged to engage in more speculative under-
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takings, those in moderate circumstances are even
less persuaded, and are, if anything, induced to
extend rather than diminish the ratio of gilt-edged
investments. There are, of course, individuals who
will go in for more hazardous stocks and shares in
the hope of making good the tax exactions, but they
are probably in a small minority.

The view that the holdings of safe as against
speculative investments is tending to increase is
supported by the material redistribution of saving
power that is resulting from the present rates of
taxation. The rich are being taxed very heavily, and
the proportion of the total savings effected by them
is diminishing. A relatively larger amount of capital
is coming to be invested by those who do not enjoy
the largest incomes, and, as we have already pointed
out, the lower down in the scale of income we go, the
greater is the preference for security. But. to repeat,
there is no certainty that the high income tax always
works out in this way. The change in the character
of investment is probably due more to the general
conditions of industry and trade in the last few
years than to the system of taxation, and the
above conclusions, therefore. should be used with
caution.

§ 13. There remains to be noted the possibil-
ity of a heavy income tax driving capital abroad.
From the available records of British investment in
foreign countries there are many who not unnaturally
infer that home industry is being starved of necessary
capital supplies. In addition. there is some appre-
hension that our high taxation is preventing the
foreigner from investing in this country.
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The question, to be properly discussed, would
necessitate a comparison of the home and foreign in-
vestment markets, and would involve considerationy
that are far removed from the immediate problem.
It is perhaps sufficient here to point out that a person
who draws dividends from his forcign investments does
not thereby escape liability to the British income tax.
Even where the dividends are not actually paid over
to him in this country. but arcallowed to remain abroad
for further investment. the owneris still liable for duty.
Further, the investor may be called upon to pay in-
come tax abroad as well as at home, especially now
that the number of countries that donot impose direct
taxation is rapidly diminishing. The possibility of
double taxation tends if anything to discourage
foreign investment. The completely effective way
of avoiding the home tax on foreign dividends would
be for the investor himself to emigrate -a policy that
is rarely considered desirable or expedient.

The foreigner. on his part. may be dissuaded by
the heavy duties from investing in the United King-
dom. especially when he has to face direct taxation
in his own country as well. The net yield that he
obtains from most of our gilt-edged securities does
not, compare very favourably with the rates that he
can obtain at home, and thus a certain amount of
his investment with us is lost. As against this is
the choice open to the foreigner of certain tax-free
British Government stocks. On balance the high
income tax appears to militate against foreigners
investing their money here, although, since the total
so invested has never been very large, the loss is not
large enough to cause grave concern.
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4. INcomE TAX AND INCENTIVE

§ 14. To cstimate the reactions of the income
tax on the character and extent of the national
savings is, as we have seen. a by no means straight-
forward matter, but the task of weighing up the
probable effects on incentive and enterprise is still
more difficult.  Savings can be measured. It is pos-
sible, within broad limits, to ascertain the volume
of accumulated capital at different times. and to
make a rough conjecture on the influence of taxa-
tion on the quantities amassed. We cannot, of
course, assume that, if a reduction in savings follows
an increase in taxation. the one is the direet cause
of the other.  Savings during the last fifteen years
have diminished for more important reasons than
increased  taxation.  Nevertheless.  savings  being
tangible things, they afford some solid foundation on
which the economist can base his reasoning.  But
cconomic incentive cannot be so readily reduced to
matcerial terms.  The psychological factor. important
in the discussion of saving. is still more prominent
in the consideration of business enterprise, and in
the state of our present knowledge it is impossible
to caleulate with any precision the foree of this
factor in ecconomic affairs.

It is not surprising. therefore, that the views of
different authorities are found to be in opposition.
Many writers assert that the present high rates of
income tax are distinetly detrimental to adventurous
undertakings.  Others deny that the seales of taxa-
tion have any pronounced effeet of this kind, some
of them contending that heavy taxation may in
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some cases have the Yeverse effect of stimulating
the payer to further effort in order to maintain his
accustomed standard of living.!

§ 15. The degree in which a high income tax may
be prejudicial to enterprise and productive capacity
varies to some extent with the character of the
income and of the undertaking. Persons whose in-
comes are fairly rcgular, whether in the form of
dividends on investments or fixed salary for services,
have little opportunity of curtailing their production
even if they have the inclination. It has to be
recognised that the majority of the smaller tax-
payers have little chance of adjusting their activities
according to the rates of tax, and where they are in
a position to do so the benefit they would secure
would be very small. Those, on the other hand,
who receive their income on a commission basis
might be slightly more inclined to slow down their
efforts beyond a certain point. Income receivers
helow the surtax line would not find it of much
advantage to adopt a restrictive policy, but those
with large incomes might aver that the heavy ex-.
actions on the income over £2000 make the addi-
tional effort seem hardly worth while. Whether in
fact they would reduce their activities is another
matter. People often assert that the game is not
worth the candle, but nevertheless continue to
play it.

The extent to which the income tax weakens the
incentive to produce depends not only on the char-

1 See above, pp. 164-166, where the psychological effccts on
capital accumulation are referred to. The example there quoted
has as much reference to enterprise as to savings.
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acter but also on the size of the income. People in
the lower income tax ranges are unlikely to let the
tax act as a deterrent, first, because the utility of
each pound is very high and they are reluctant to
lose more than they can help, and secondly, because
the rate of progression does not affect them very
considerably. It is only among the surtax payers
that the heavy deductions are liable to exert a dis-
couraging tendency.

§ 16. So far we have been mainly considering
incomes which fall outside the scope of ordinary
business profits, and which contain on the average a
comparatively small element of reward to enterprise
and risk. Business undertakings, which we may now
examine more specifically, may be classified into two
groups : private concerns and joint-stock companies.
The considerations that have been raised in connec-
tion with commission and professional earnings may
be applied in general to the profits of the private
business. The owner of a small business will place
a high utility on every pound earned. and will there-
fore be disinclined to restrict his activities. It is
conceivable that he will be stimulated to explore
fresh fields in the hope of making good the amount
of his tax obligations, for, so long as his under-
takings are on a modest scale, his additional net
receipts will not render him subject to heavy tax
exactions.

The owners of a large private business. however,
will be more liable to limit their enterprise, especially
in the more speculative branches of their activity.
The reward for risk constitutes an important element
in most industrial profits, though the percentage

N
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naturally varies according to the character of the
business. Where a venture involves the risk of
heavy loss, and any gains are certain to be seriously
cut down by taxation, the entreprencur may decide
against the particular hazard. An apparent result
might be to transfer the function to smaller busi-
nesses which, if suceessful, would not have to pay
the same high rates of duty. But the small firms,
as a rule, are not in a position to bear risks as
effectively as the large firms, and it is more than
likely that, if the latter are discouraged from incur-
ring them, they will not be undertaken at all. In
so far as the venture was a pure gamble, its rejee-
tion might not be a bad thing for the community.
But many risks, when carried through, turn out to
be to the general advantage. No progress would be
made if risky enterprises were altogether debarred.
It is possible, therefore, that the steeply graduated
scales of taxation, whatever is to be said on other
grounds in their favour, have a certain prejudicial
effect on venturesome developments.

§ 17. The effects of a high income tax on the
enterprise of joint-stock companies are not se serious,
for the policy is largely initiated and carried out by
directors who are not immediately concerned with
the rates of tax that the individual sharcholders are
required to pay. The scales of surtax in particular
have no direct bearing on their policy in apportion-
ing their profits between sharcholders and reserve
funds. Thus the psychological factor is not such a
powerful influence as in the case of the private busi-
ness, in which the interests of the managers and the
owners arc more intimately associated.



VIIL THE EFFECTS OF THE INCOME TAX 179

But the psychological is not the only factor.
Heavy taxation, by making inroads on the earnings
of a business, is liable to reduce the capital for
adequate maintenance and extension. Some busi-
nesses cut down the distributed profits rather than
encroach on reserves, but others are unwilling or
unable to adopt such a policy. This physical in-
fluence, on which we have already commented in
the discussions on savings, bears on the enterprise of
all classes of business, whether privately owned or
conducted as a company ; for a restricted capital
naturally reacts upon the ability and the will to
undertake new commitments. Ifurther, the invest-
ing public are said to be influenced by high taxation
in favour of gilt-edged as against comparatively
speculative investments, thus tending to alter the
character of industry in general.

§ 18. The above represent the chief arguments of
those who claim that the present scales of income
tax are inimical to business enterprise and expansion.
It remains for us to recount briefly the counter-
arguments that are usually put forward. In the first
place, it is submitted that the relative falling-off in
trade during the last few years is attributable to
deeper causes than taxation; that, even if taxes
were considerably lower than they are, the damage
causced by the war must continue for a long time to
have a depressing influence on trade.

Secondly, it is urged that, while taxation dis-
suades some people from extending their business, it
may have the effect of encouraging effort in others.
The weight of this argument, we have observed,
varies according to the character and the size of
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the income, and in any case the net result is very
uncertain.

Thirdly, emphasis is laid on the transformation
that is taking place in the nature and scale of in-
dustrial organisation. New companies are constantly
being formed, thus spreading the risk over a wider
area than was formerly possible. Business owners
often find it expedient at a certain point to convert
their concern into a company, thereby unloading
much of the risk and responsibility on the general
body of shareholders. And further, as we have
shown, the enterprise of companies rests largely
with directors whose policy may be but remotely
influenced by the prevailing rates of taxation.

Finally, it is denied that high taxation differenti-
ates against speculative ventures in favour of gilt-
edged investment. It is maintained that, as the
income tax hits all kinds of dividend alike, there
is no discrimination against revenues from risky
enterprises. But this argument does not meet the
submission that taxation, by causing a physical
reduction in one’s income and capital, occasions a
preference for safe over risky stocks. It is not that
the existing taxes single out a special kind of invest-
ment for differential treatment, but rather that,
with a diminished capital, an investor is more likely
to concentrate on safe securities.

There is much to be said, therefore, both for and
against the submission that the income tax is pre-
judicial to productive enterprise. The problem is
one which, for the present, cannot be properly
settled, for we do not know sufficient about business
psychology to warrant any exact conclusions. It
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is reasonable to believe, however, that from the
mass of evidence that is gradually accumulating it
will eventually be possible to formulate a more
definite relationship between taxation and economic
incentive.



CHAPTER IX
THE INCIDENCE OF THI DEATH DUTIES
1. REraTioN or DEATH DuTties To Incomi Tax

§ 1. TaxaTION of property passing at death presents
many attractions to the fiscal administrator, for it
yields a considerable revenue with comparatively
little difficulty and expense. But it appeals also,
and with growing force, to those who would use
taxation as a means of rectifying our social ills. 1t
is a significant fact that many reformers, who look
to taxation as the means of attaining their ends, are
now less hopeful than before of obtaining the desired
revenue from an increased income tax and arc turn-
ing their attention to schemes of heavier death duties.
This is not to say that they admit that the limit of
income taxation has been rcached, but rather that
the death duties have not, in their opinion, been
developed to their proper extent in the national
scheme of taxation.

Death duties are favoured because of the cor-
rective effect they exercise on the institution of
inheritance, to which the existing inequality of
incomes is largely attributed. Progressive taxation
of income is one means of rectifying ill-distribution,
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but alone it is unlikely to effect the desired im-
provement. The only way, it is claimed, in which
a rcally sound scheme of direct taxation can be
devised—one which will satisfy the canons of high
vield and equity—is to make the death duties on
property adequately complementary to the taxes
on income.

§ 2. The view, however, that the death duties
should bear a closer relationship to the income tax
is by no means confined to the reformers. who regard
taxation ag an instrument of social amelioration, and
who, in particular, would employ tho duties to weaken
the power of inheritance. It is shared by the sup-
porters of the ordinary fiscal doctrine, who are not
50 much concerned with the ultimate purpose of the
tax as with ensuring that it should impose the mini-
mum inconvenience and hardship. They recognise
that the income tax, as at present devised, has definite
limitations, which nothing short of a radical change
in the basis of assessment can overcome. The death
duties, however, can be so administered that some
at least of these faults can be remedied, even though
one has to wait for a person’s death before the
defects can be put right.

A common criticism of the present method of
taxing incomes is that it fails to reach accumulations
in a person’s wealth, which may not be income in
the strict legal sense, but nevertheless represent
additions to his posscssions. A man may, for ox-
ample, possess some property or some shares, which
appreciate considerably in value during his lifetime.
A fortunato speculation or a gift may work in the
same way. Though increases in actual income from
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the wealth so derived are subject to taxation, this
does not altogether meet the case, for the owner
may sell his land or stocks at the enhanced value, or
dispose of the wealth that has been given to him
and spend the proceeds, thus leaving his income for
purposes of taxation unchanged. Further, he may
have deliberately invested in the first place rather
with the idea of capital accretion than with the object
of drawing immediate dividends. 1t is mainly the
well-to-do who can afford to adopt this manner of
investment. To that extent the income tax, as at
present conceived, falls with less weight on such
people than on the mass of investors who are chiefly
concerned with a quick return.!

§ 3. The death duties help to rectify these draw-
backs. They do not, it is true, reach accumulations
that have been spent or otherwise disposed of during
life, but in other directions they serve to balance the
burden more cquitably among the different kinds of
taxpayers. The heir to a large estate might com-
plain of the heavy exactions, but the appropriate
answer would be that, had the income tax reached
increments in the wealth of the testator, there would
have been a smaller capital sum passing at death,
so that even with a lower rate of duty the bencficiary
would actually be no better off.

1 If, however, profits on investments were made liablo to tax,
the question of abatoments in respect of losses would certainly
arise. In the United States such profits are liable to tax, but
losses on investments are permitted to be deducted from taxable
income. Thus, following the slump in 1930, the American
Treasury lost a considerable revenue, investors finding it to
their advantage to realiso losses on securities in a falling markot,
and to make claims accordingly for relief from taxation.
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§ 4. In the second place, the death duties make it
possible to levy on wealth that yields a *‘ psychic ”’
rather than an actual money income. Though in-
comes ordinarily take the form of money, or at least
can be reduced to such terms for purposes of taxation,
there are certain items in most people’s aggregate
enjoyment which cannot be entered in the tax
returns, yet which nevertheless represent true income
in the strict sense. A man may invest a sum of
money in stocks and shares, or he may spend it on
jewellery or other durable form of wealth. Possibly
he would reason that the enjoyment he (or more
likely his wife) receives from the ownership and
display of the gems is equivalent to the money
interest that could have been obtained from an
ordinary investment. Possibly, too, he would argue
that there is a likelihood of the jewels appreciating
in value, in which case the investment analogy would
be even closer. Yet the immaterial income from
these possessions would be immune from taxation.
The imposition of death duties, on the passing of this
wealth, does not redress this inequality in taxation
during lifetime, but at least it prevents it from being
perpetuated.

It might be averred that the durable goods have
been purchased in the first place out of income on
which tax has presumably been paid, and that to
imposec duty on them at death involves double
taxation. This is perfectly true, but it does not on
that account invalidate the case for the death duties.
For if it is wrong to tax property that has been bought
out of previously taxed income, it is equally wrong
to tax interest on capital that has at one time or
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another sprung from a similar source. On the
question whether it is justifiable to differentiate
heavily against investment incomes in favour of
earned incomes there is much difference of opinion,
but few would hold that investment incomes should
be exempted from taxation on the ground that the
original incomes providing the capital had been made
liable to duty.!

§ 5. A third way in which the death duties are
said to complement, and rectify. the deficiencies of
the income tax has relation to the differentiation
between earned and investment incomes. Some
would defend the impost on estates passing at death
simply on the ground that the present allowance in
the income tax in favour of earned incomes is in
itself insufficient, and that the death duties only
capitalise an exaction that otherwise should have
been made in periodical instalments during life. In
other words, the real differentiation in favour of
earned incomes is actually greater than the nominal
proportion, but for expediency and other reasons the
balance due in effect from the dividend receivers is
permitted to accumulate until the estate changes
hands, when the account is scttled by the payment
of a single capital sum.

This reasoning is supported by the further argu-

! Possibly the confusion arises fromn the misuso of the term
“double taxation ”. Whoen used to indicato duplicated imposts
on the same income by two different taxing authorities, there is
much to besaid against the practice.  But the situation is different
when a tax is placed on income, and again at a future time on tho
dividend from imvestmont origmating from that meome. ** Doublo

taxation” in the latter sense is not so reprehensible as the first
kind.
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ment that the earned income receiver has usually to
put aside a greater sum than the investment holder
as provision for himself and family in later years.
The dividend receiver is not under the same obliga-
tion, for the source of his income is not inherent in
himself, but can be transferred when necessary to
his dependants.  Thus, if A and B have equal money
incomes, but that of A comes from his personal ser-
vices, while that of B is partly or entirely derived
from investments, the income that can be devoted
to current requirements is less in the case of A than
of B. The allowance in favour of earned incomes
does to some extent reduce the inequality between
them, but it is gquestionable whether the amount is
sufficient to compensate for the greater spending
power that B still possesses. Thus the death duties
on the estate of the property owner would be held
to make up in some degree for the advantage he
enjoyed during his life.

Further, it can be shown that the death duties
make good the omission of the income tax to differ-
entiate according to the amount of the capital sums
invested.  Suppose, for example, that in a particular
year two investment holders, (" and D, receive equal
sums in dividends and pay the same amounts in
taxation. The former owns shares in a semi-
speculative industrial undertaking that yields a
profit of 10 per cent. The latter owns twice the
value of these shares in government stocks from
which he draws 5 per cent. Though they receive
the same income and pay the same in taxes, D has
actually a much greater capital and tax-paying
ability than (. He has no apprehension that his
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income may dwindle or even disappear. There is
no need for him to set aside anything out of current
income to provide against the contingency of loss,
although for C this is distinctly advisable. The in-
come of C, though nominally the same as that of D,
contains a larger element in respect of risk, and the
part of it which he keeps back, if he is wise, is of
the nature of an insurance. In a sense, C resembles
the earned income receiver in the previous example,
who was more obliged to abstain from expenditure
than was the fortunate investment holder. Actually,
if the three gross incomes are the same, C is better off
than the earned income receiver, but D is in turn
better off than C. Once again, the death duties are
resorted to in order to equalise the burden. The
heavier duties on D’s estate compensate in some
measure for the relatively high income tax that is
levied on C.

§ 6. Such considerations give support to the
belief that the death duties are a kind of * deferred
income tax ”’. Neither of the two principal forms
of direct taxation could be adequate in itself, for, no
matter how ingenious and far-reaching the assess-
ments might be, they could not be relied upon
separately to distribute the burden in a thoroughly
equitable manner. Together they remove many dis-
crepancies and close up many loopholes.

It would not be correct, however, to maintain that
the two are perfectly complementary in all respects,
and that no other correctives are necessary. The
checks provided by the death duties to the short-
comings of the income tax are rough and arbitrary,
but it is difficult to see how by the nature of things
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they could be much different. The element of un-
certainty in human existence renders it impossible,
even if it were desirable, to make an exact adjust-
ment of capital duties at death to income during life.
Even if the estimate is made for a considerable period,
during which the length of life may be expected
to conform to the average, there are several other
factors, not so determinable, that are liable to upset
the calculation. Variations in the rate of growth of
different estates, changes in the character of the
estates between one time and another, fluctuations
in the value of property and securities—these are but
a few of the factors which must affect the final
apportionment of the burden, but which we are not
yet in a position to embody in a definite formula.!

2. PRrRINCIPLES OF GRADUATION

§ 7. Graduation of the death duties presents a
more complicated problem than does that of the
income tax. Whereas the basis of the latter is
comparatively simple and straightforward, duties
on estates passing at death may be contrived in
more than one way. A choice has to be made of
several criteria-- the value of the estate, the con-
sanguinity of the heir, the size of the individual
inheritance, the wealth of the inheritor, and the
“age” and composition of the estate itself. The
practice varies from one country to another, as do
also, largely in consequence, the views on incidence
and effects.

1 Sco below, pp. 200-203, for a comparison of the economic
effects of the income tax and the death dutios respectively.
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In the United Kingdom the predominant form of
death duties is calculated with reference simply to
the value of the estate. Though the wealth may go
to a son or to somebody distantly, or not at all,
related, the same amount of estate duty, on a
steeply graduated scale, rising from 1 to 50 per
cent, has to be paid. "The assumption underlying
tho estato duty scems to be that the incidence is
on the predecessor rather than on the sucecessor,
although, as will be shown below, this expectation
is not always borne out in practice. Possibly too
it is belioved that the death duties represent a
deferred income tax, in which case the incidence
is again assumed to be on the testator.

§ 8. Supplementary to the estate duty in this
country are tho legacy and succession duties, which
impose a charge upon the particular bequests,
graduated according to the degree of relationship of
the inheritor. Thus 1 per cent is levied on the wealth
bequeathed to the wife, husband, child, or lincal
descendant or ancestor ; 5 per cent in the case of
brother or sister, or their lincal descendants; and
10 per cent in the case of other persons.  The scale
of exemptions being more generous, and of gradua-
tion less steep, than that of the cstate duty, the
revenue is naturally much smallor, averaging in
recent ycars about one-cighth of the yicld of the
major duty. Nevertheless, the legacy and succes-
sion duties afford an important application of the
sccond principle of graduation, and there are
many who would like to sce their scope extended,
even if it meant the scaling-down of the cstate
duty.
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§ 9. These two principles comprise the entire
basis of the British scheme of death duties. A
third principle, however, viz. the adjustment of the
charge to the size of the individual inheritance,
came near to being adopted in the United Kingdom,
in the time of Randolph Churchill, as tho central
pillar of the system. The antiquated and cumber-
some death duties then in vogue were in need of
drastic reform, and it is known that Randolph
Churchill did not approve, either of taxation of the
entire property irrespective of the manner of its
apportionment, or of graduation according to con-
sanguinity, which was already provided for in the
century-old legacy and succession duties. 1t was
his intention to serap the whole of the existing death
duties (five in number) and to impose in their place
a single levy, graduated according to the extent
of particular bequests. But political changes pre-
vented him from carrying out his plans, and eight
years later, in 1894, Harcourt overhauled the system,
introducing the estate duty and retaining the legacy
and sucecession principle. 'The notion, however, is
not without its attractions, and is incorporated in
the fiscal system of certain foreign countries, such
as, for example, France and some American States.
The difficulties of administration, as against the com-
parative case of collection of the other duties, have
stood in the way of its adoption in the United
Kingdom, though if the principle received greater
support the question of practicability should not
prove insuperable.

§ 10. The above principles, either individually or
in some joint relationship, provide the basis of
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death duties in practically all the countries in which
this mode of taxation is employed. Two further pro-
posals remain to be noted. There is much to be said,
from one point of view, in favour of adjusting the
tax to the amount of wealth that a legatee already
possesses. It may be argued that, since a man who
has a larger income than another has to pay a
heavier tax on a specific addition to his income, it is
just as equitable that the man who already possesses
a comparatively large amount of wealth should bear
a greater charge on a specific bequest than one who
is not so fortunately situated. Some reformers,
doubtless, would maintain that a duty of this char-
acter would to some extent discourage bequests to
people who were already well off, and therefore assist
in rectifying the extreme inequality in possessions.
The existing death dutics, however, must already be
having the latter effect, and whether the employ-
ment of the fourth principle would make any material
difference it is impossible to say. The question of
practicability requires serious consideration. To the
existing task of computing the testator’s property
would be added the probably more arduous under-
taking of calculating the capital possessions of the
heirs. If the wealth were left to a dozen or more
beneficiaries, as it often is, it would be no light matter
to estimate the duty on each individual bequest.
A person’s wealth, and therefore his liability, is liable
to alter from time to time. A large proportion of
his wealth may be in the form of * personal capital ”,
i.e. income-earning capacity inherent in his own
personal qualitics. One man may enjoy a very
large income yet possess very little capital in money
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and tangible goods. Another may have a moderate
income derived from a comparatively large invested
capital. If each of them were left an equal sum,
it would obviously be unfair to fix the amount of
the duty simply by reference to the material goods
they respectively possessed. Difficulties like these,
though not insuperable, stand in the way of the
adoption of such a measure. Iailing the ascertain-
ment of the legatee’s real capital, it might be possible
to regard his income as the criterion, but here again
many inequalities and anomalies would be liable to
arise.

§ 11. The fifth principle, and one which has re-
ceived serious attention during the last few years,
is that associated with Rignano, though there are
several variants of the original proposal. The novel
element in such schemes is to differentiate the death
duties not so much (if at all) according to the size
of the estate, or the relationship or situation of the
beneficiary, or the value of the particular bequest,
as by reference to tho “ relative age ” of the in-
heritance itself. At the first time of passing, the
duty would be relatively light, but on subsequent
transmissions the percentage appropriated by the
State would increase. By such means it is hoped
that many of the disadvantages of the ordinary death
duties, such as the feared discouragement to incen-
tive and thrift, would be avoided, while in the long
run the State would draw an even larger revenue
from this source and so reduce the inequalities due
to inheritance. A scheme which is said to be less
detrimental to economic activity, yet results in a
greater revenue, naturally attracts attention, and

(o}
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will be more fully considered in the subsequent
chapter.?

3. THE INCIDENCE OF THE DEATH DUTIES

§ 12. To determine the incidence of the death
duties appears at first to be an easy matter. One
might, for example, adopt the simple view that, as
dead men pay no taxes, the incidence must be on the
successors.? In reality, however, the position is not
so clear or straightforward, for it is a common
practice for the testator, during his own lifetime,
to make provision for the payment of the duties.
True, they are not actually paid until he personally
is beyond the grasp of earthly tax collectors, but
it is equally true that, had the duties not existed,
the testator in such cases would not have taken
the necessary steps to accumulate and set aside the
appropriate amount.

§ 13. In this form of taxation, perhaps, more than
in any other, has the personal factor to be taken into
account. If the testator has deliberately cut down
his own personal expenditure in order to build up a
fund for meeting the taxation at his death, the
burden may for practical purposes be regarded as
being on him and not on the heir. The principle is
the same, whether the fund has been acquired by
direct savings or by the payment of an annual insur-
ance premium. If, however, the economy during the

1 Still another form of graduation is to adjust the scalo of
duties according to the number of children in the testator’s
family. Such a method is being experimented with in Italy.

2 Cf. Dalton, Public Finance, p. 53 (6th edition).
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testator’s lifetime has directly or indirectly affected
the income and standard of living of the heir, the
burden is to that extent shared by the successor.

Similarly, if the predecessor has worked harder,
entirely in order to secure the necessary money for
payment of the duties, the incidence may be assigned
to him alone. Had the duties been of smaller amount,
the testator would in such circumstances have worked
less hard, and the heir would have been no better
off. Where, on the other hand, the testator does not
curtail his personal expenditure, nor increase his
productive efforts, the duties are paid in reality at the
expense of the successor. It is true that the appro-
priation of duties on the passing of an estate does not,
as a rule, inflict as much inconvenience upon the in-
heritor as it would have caused to the prior owner
during his lifetime. On these grounds the death
duties conform better than most other taxes to the
canon of convenience.

The personal element is paramount in such
matters, yet it is, from the standpoint of the onlooker,
the most difticult to gauge. The extent to which the
predecessor makes special provision. by his own
sacrifice, for the payment of the duties depends
partly upon his individual nature and partly upon
the degree of relationship of the heir. The closer
the consanguinity, the more likely is the real burden
of the duty to fall upon the testator. The more
distant the relationship, the more liable is the inci-
dence to be on the heir. Such an apportionment is
quite in accordance with the canon of equity.

§ 14. The policy of the testator may be influenced
also by the prospective amount of the duties. Where
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the death duties are comparatively small, the pre-
decessor is not so likely to make provision for their
payment as he would do if the amount were con-
siderable. Despite the steep graduation of the scales
of duty, the burden on the inheritor of a small estate
is often relatively greater than that on the inheritor
of a large estate, for the testator in the latter case
has had a greater incentive to look ahead and make
the necessary arrangements.

§ 15. The attitude of the predecessor may further
be influenced by the nature of the estate. If the
property consists of land or of a business, the testator
may be so unwilling to see it broken up that he makes
special efforts to accumulate a fund from which the
duties can be paid without entrenching upon the
main body of the estate. If, on the contrary, the
wealth consists of readily saleable and divisible
goods, or of stocks and shares, the motive to maintain
the estate in an unbroken whole may not be so strong.!

§ 16. Incidentally, in so far as the estate duty
really falls on the testator, the intentions of those
who were responsible for the duty in its present form
would seem to be carried out, for the scales are
graduated, not on a basis of relationship or individual
circumstances of the heir, but simply according to the
total value of the estate. It is reasonable to assume
that, had the legislators who devised the estate duty
desired the main incidence to be on the successor,
they would have incorporated in the scheme some

1 Sce below, pp. 205-207, where it is shown that in only & small
percentage of cases is it necessary to cncroach upon the trade
asscts of a business to obtain the cash sum required for death
duties.
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measure of graduation according to the degree of
consanguinity.

§ 17. The tracing of the incidence of the legacy
duty and succession duties, as compared with that of
the estate duty, is not such a difficult problem. There
is a similar inducement for a man, who contemplates
leaving his property to his wife and children, to pro-
vide for the minor as well as for the major duties.
The fact that only 1 per cent has to be paid when
the estate passes in direct line makes it easicr for
the far-seeing testator to accumulate the additional
funds. But where the property, or part of it, is pass-
ing out of direct line, the incentive to undertake the
burden of the additional duties is not so keen
especially as the duties are 5 per cent of the property
going to a brother or sister, and 10 per cent of the
share going to other relatives or to friends. As it is
from the two higher rates that most of the revenue
is obtained, it may be presumed that the incidence of
these duties is for the most part on the beneficiaries.
Here, too, the tax would seem to fall in accordance
with the designs of the legislature.




CHAPTER X
THE EFFECTS OF THE DEATH DUTIES

1. DEaTH DUTIES AND SAVINGS

§ 1. THE consideration of the economic effects of
the death duties lends itsclf to a similar line of
treatment to that adopted in the discussion of the
income tax. First, we may observe the relationship
between the duties and the accumulation and supply
of capital. Next, we may proceed to the effects, so
far as they can be ascertained, on enterprise and the
volume of production. Throughout the discussion
the psychological as well as the purely physical
reactions have to be taken into account.

The common apprehension regarding the effects
of the death duties on the supply of capital rests on
several grounds. Some of the arguments are per-
fectly sound, but others are confused and misguided.
One view, for instance, that is frequently encountered,
is that the death duties eat into the national capital,
physically as it were, thus depriving industry of
necessary supplies. Great caution is necessary in
pursuing this line of argument. Above all it is
essential to distinguish between the effects that
immediately follow the imposition of the duties and

198
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those which come about when an appreciable time
has elapsed. In the short period the death duties
do not materially, if at all, reduce the quantity
of capital in the country. To the number of heirs
to an estate is added another—the Treasury. The
actual volume of capital shared out is no less when
the death duties are heavy than when they are light.
Whether it will remain the same, or, preferably,
increase so as to keep pace with normal require-
ments, depends on certain conditions that can be
observed only over a period of time.

§ 2. We frequently encounter the proposal that,
since the death duties are supposed to be paid
out of a capital fund, the proceeds should be
employed as far as possible for capital purposes.
To use the money, it is maintained, for current
expenditure is to live on national capital, and to
suffer in consequence. This contention is apt to
mislead, for there need be no physical encroachment
on the volume of capital as a whole. It is undeniable,
of course, that the estate as such represents a capital
amount, and that a certain proportion of this capital
is appropriated by the State. If there are not suffi-
cient fluid assets in the estate to pay the duties, part
of the capital is sold. The buyer in turn may dis-
pose of some of his capital goods in order to raise
the necessary cash, but eventually there must be a
buyer who provides the funds out of his own income.

At the time, then, of the payment of the duties,
there need be no actual loss of capital to the nation.
In the long run, however, an effective reduction in
capital may be quite possible. Though the duties
themselves are, in reality, paid out of current income,
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they may prevent new capital from coming into
existence. Wealth which ordinarily might have
been used in industrial development is diverted to
the State. The ultimate purchaser referred to above,
whose savings out of current income provide theo
means of settling the duties, does, it is true, acquire
a capital investment, and from his point of view
there is no material difference between investing his
wealth in this way and taking up shares in a new
industrial venture. But from the standpoint of the
nation there may be a considerable difference, for
the capital has gone, not to the promotion of a new
undertaking, but to replace capital that the State
has exacted from an existing concern.

§ 3. In some respects the death duties compare
favourably with the income tax; in others un-
favourably. In regard to the effect on savings,
the death duties exercise a rather more harmful
influence. The payment of the income tax must to
some extent involve some compulsory saving. But
for the liability to tax, people would spend larger
sums in satisfying their own personal nceds and
whims. The income tax may diminish the amount
they set aside as savings, but it may also induce
them to spend less on non-essentials. To thoe latter
extent the possible harmful effect on net savings is
rectified. The death duties, however, provide no
such rectifying influence. A person may look ahead,
and, by setting aside the appropriate amounts during
his life, ensure that his heir will receive the estate
intact. But he is under no obligation to do so,
and many wealthy people do not, in fact, make any
such provision at all. Their scale of expenditure
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remains unchecked, and, on their dececase, the
estates are subjected to heavy exactions. In this
negative fashion, therefore, the death duties are apt
to be more prejudicial than the income tax to the
volume of saving.

Comparison is also invited between the psycho-
logical effects of the death duties and those of the in-
come tax on the accumulation of capital. The incomo
tax is with us always; the death duties only at
long intervals. The income tax hits us personally ;
the death duties need not give us such serious con-
cern, even where we are in the position of having
any estate to leave behind. In other words, the
income tax constantly and at regular intervals
obtrudes itself into our personal affairs, and cannot
help but influence our economic bhehaviour. The
death duties have not the same immediate bearing
on our outlook and policy. We may choose to
ignore the exactions on such wealth as may survive
us. Or, supposing that we are prepared to make
some sacrifice during life in order to provide for the
duties, we are on the average so inclined to adopt an
over-optimistic view of our life expectations that
wo frequently put aside a too small annual sum. The
practice of insurance may overcome this difficulty,
but even then many of us either under-insure
against such contingencies, or arc apt to delay
making the necessary arrangements until it is too
late.

Further, there is always the uncertainty of the
amount that will be bequeathed. A property owner
has a rough idea of the prospective value, but the
younger he is, the more likely is his estimate to
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depart from the proper amount. His land or build-
ings may fluctuate in value for reasons he cannot
foresee. A rentier is in a worse position, for his
stocks and shares are liable to greater variations in
market values. A business man finds it still more
difficult to anticipate the capital value of his worldly
wealth at the time of his death, for his accumulation
will, as a rule, increase at a faster, yet perhaps
more variable, rate than the possessions of the
property or share owner. And none of these wealth
owners (unless they are well on in years, in which
event there is little opportunity for making necessary
provision) can predict the scales of duty that are
likely to be in force at the date of death. The rates
of estate duty have followed a far from uniform
course, and it is too soon to assume that stability
has been reached.

§ 4. It would appear from the above that the
advantage, so far as concerns the incentive to save,
lies with the income tax. But, as usual in these
discussions, there are several counter-considerations.
It will be recalled that the income tax is not so
favourable to savings as the foregoing argument
seems to suggest ; that the heavier rates of tax on
investment incomes serve in particular to discourage
some people from saving as much as they otherwise
would. To that extent the advantage of the in-
come tax has to be discounted. Also, a powerful
stimulus in the amassing of wealth is the desire, not
so much to leave one’s own heirs well provided for,
as to raise one’s own standard and to enhance one’s
reputation in a world where wealth is synonymous
with distinction. This motive for the accumulation
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of riches, which may not be incompatible with the
general good, may be too strong to be impaired by
a high rate of death duties.

2. DEATH DUTIES AND PRODUCTION

§ 5. In studying the economic effects of the death
duties, regard must be given both to the testator’s
reactions during his lifetime and to the attitude of
the beneficiary before and after the passing of the
estate. It is a question, not only of whether the
predecessor is discouraged from saving and working
in view of the exactions at his death, but of whether
the successor is encouraged to save and work by the
knowledge that the bequest is subject to heavy de-
ductions of duty. The economic reactions, so far as
the heir is concerned, obviously depend on the degree
of certainty with which he views the prospective
legacy. If he is direct line, or closely related, he
may be presumed to take the anticipated part of
the estate into his calculations, and, in many cases,
to save less than he ordinarily would. Should he
be engaged in business, he may, in more than one
way, be influenced in the policy and extent of his
undertakings. He may be tempted to slacken his
efforts. He may, on the other hand, be induced to
work harder in order to make good the encroach-
ments on the estate. Individual temperaments
and interests vary so much that it is impossible to
generalise on the effects of the death duties on the
economic activities of the legatees.

If, however, the beneficiary is not closely related
to the testator, and the bequest is of the nature of
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a windfall, the position is more easily stated. The
heir in such circumstances is unlikely to be materially
influenced in his business affairs by the possibility
of a legacy. Neither his enterprise nor his savings
are liable to fall off, and the duties thercfore
satisfy the conditions of the economist. They also
conform to the canon of equity, for few would dis-
pute the justice of imposing a relatively high levy
on unexpected increments in wealth. So far, then,
as inheritances can be regarded as windfalls, there is
much to be said from both points of view in favour
of heavy imposts.

§ 6. The cconomic consequences of the death
duties may be viewed in still another light, namely,
as affecting the estate itself. Heavy exactions are
liable to be detrimental in two ways. First, they
may physically reduce the size of the estate, and so
restrict its earning capacity. Secondly, even where
there are sufficient non-trade assets available to
make it unnecessary to encroach upon the revenue-
producing part of the estate, the reduction in these
fluid supplies may react on the prosperity of the under-
taking, limiting enterprise and normal expansion.

Before considering the actual effects, so far as
they can be observed, on individual business con-
cerns, we may refer briefly to the common notion
that the death dutics, as they are at present devised,
result over a few generations in the disappearance
of large estates. It should be borne in mind, in
the first place, that the inheritor, as likely as not,
adds something to the estate during his lifetime,
thus retarding the downward trend of its amount,
as judged over a long period. Secondly, the inter-
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vals at which large estates change hands are rather
longer than the average, for, as is well known, the
longevity of the well-to-do is above the normal.
Further, assuming that the size of the estate is not
added to in any way by successive owners, the scale
of duty becomes less and less, thereby postponing
for a considerable period the date at which the
capital value shrinks to very small proportions.!

§ 7. Thus the popular notion, that the present
death duties cause a rapid disappearance of large
estates, errs on the pessimistic side. Is there more
substance in the belicf, no less prevalent, that the
imposts involve the disintegration of a large number
of private businesses at the death of the owner, due
to the inability of the executors to find sufficient
fluid assets wherewith to meet the claims of the
State ? If it could be shown that the duties often
had this result, there would be ground for weighty
criticism. It obviously would not do to retort that
a mere change of ownership was involved, and that
there was no actual dissipation of capital, for the
breaking-up of a business means a distinct loss of

! Tho Report of the Colwyn Commuttee containg an example
of the history of an hypothetical estate of £2,500,000, which first
changes hands in 1925, At the first passing 40 per cent is de-
ducted; at the next (on the £1,500,000 that remains) 32 per
cent; and so on.  On the assumption that duties are levied
every 30 years, that the rates remain unchanged, and that in
every caso the estate passes to a single beneficiary, 1t 15 shown
that thero will still be about £275,000 left at the end of 150 years.

Tho rates of estate duty, however, have materially increased
since the Report was issued, and the capital sum remaining, there-
fore, would be correspondmgly less. On the basis of the scale
provailing in 193031 (50 per cent, 42 per cent, ete.), the value of

tho cstato of £2,500,000 would decline in 160 years to slightly below
£150,000.
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productive power, causing damage not only to the
people immediately concerned but to the nation at
large.

In this connection a useful service was rendered a
few years ago by the statisticians of the Board of
Inland Revenue, who were requested to estimate so
far as possible the extent to which the burden of the
death duties fell with great severity upon the estates
of people engaged in private business. 1In the words
of the Board : ‘‘ The validity of this criticism of the
death duties appears to rest implicitly upon the
assumption that men with large private businesses
ordinarily invest in them the whole, or by far the
greater part, of their fortunes. In other words, it
appears to depend on the actual constitution of
estates, and, this being so, the Board undertook . . .
to attempt a sample analysis of estates which might
throw light upon the question.”’!

The results of the lengthy and detailed investiga-
tion were very instructive. All the estates with a
capital value exceeding £10,000 during the first
quarter of 1922 were taken as the basis of inquiry.
It was found that, out of 373 estates that came
before the Board. 308 estates contained non-trade
assets of more than a half of the capital value.
And of the remaining 65 estates, only 3 contained
insufficient non-trade assets to meet the duty. A
stiffer test was applied by regarding all the estate
debts as being a charge on the non-trade assets,
but even under these severe conditions only 12
estates were found to possess such fluid assets of
insufficient amount to settle the duty. Thus, in

1 Report of Colwyn Committee, Appendix XX.
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less than 1 per cent of the estates, under the first
test, and in slightly more than 3 per cent under
the second, was it really necessary for the capital
in the business to be encroached upon. The results
are not claimed to be thoroughly representative, and
it is not denied that in different circumstances and at
different periods the burden might be found to fall
with greater or less severity. They do indicate, how-
ever, that there has been a tendency to exaggerate
the disintegrating influence of the death duties. As
the Board remark in their concluding note : “ It
has been necessary in this investigation to draw dis-
tinctions between trade and private assets, and in
individual cases this hard and fast line may obscure
and distort the true facts when viewed as a whole.
Such defects are unavoidable. But making every
consideration for abnormalities of this kind, it is sug-
gested that, viewed broadly, the burden of the estate
duty does not appear to be a major factor tending
towards the disintegration of private businesses.”

§ 8. The criticism, then, as applied to the private
business, carrics little weight. As applied to the
public company it carries, for obvious reasons,
almost none at all. Since the majority of the large
concerns in the country are organised as public
companies, the relative importance of the duties in
contributing to the break-up of businesses in general
is seen to be very small. It is common knowledge
that the liability to death duties has been respon-
sible for the conversion of many private businesses
into public companies. While some authorities are
apprehensive about the results of this change, others
welcome the reorganisation as being conducive on
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the whole, despite the possible loss of the personal
clement, to greater efficiency and improved service.

§ 9. The position of the agricultural estate is
admittedly more difficult, in that a landed estate
often has a market value in excess of its actual
income-producing value, the difference often con-
stituting what is termed an * amenity value ”. FKor
purposes of estate duty the Board of Inland Revenue
take the full market value into account. It is not
unreasonable that, if a landowner invests in part
for amenity (or ‘‘ psychic ”’) income as distinet from
money income, the capital value of his property should
be calculated on the wider, and not on the narrower,
basis. Other forms of wealth, from which a psychic
income is derived, are included in the estate for
purposes of duty, and there appears no adcquate
rcason why land should be treated differently.
National and sentimental reasons are often put for-
ward for some preferential treatment of agricultural
estates. These arguments are reinforced by the sub-
mission that the landowner, because of the greater
calls on his purse, has not the same opportunities as
people in business of amassing out of income the
necessary funds for the settlement of duty. Such
considerations, however, are apt to lead us away
from the main question. We need only express the
doubt whether the proper way of meeting the diffi-
culty would be to make any special concessions in
the matter of death duties. If differential treat-
ment is to be favoured at all, there are other and
more direct ways of according it, more logically con-
nected with the exceptional position in which the
landowner finds himself.
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§ 10. Occasionally we find that, owing to a quick
succession of deaths in a family, the estate changes
hands two or more times in a comparatively short
period, and the disintegrating influence of the death
duties appears to be very marked in consequence.
It is necessary to bear in mind, however, that the
conjuncture of these deaths may be due to the excep-
tional longevity of the first of the testators. Pos-
sibly an abnormally long period has elapsed between
his deccase and that of his own predecessor. Possibly,
too, another long period will elapse before the latest
owner of the estate will pass from this world. Though
it is not denied that a quickly repeated succession
may involve great difficulties, and may in the peculiar
circumstances render necessary a forced sale that
would otherwise be avoided, the situation should be
viewed in proper perspective over a considerable
number of years. If this is done, it will be found that
the aggregate burden is in reality no greater than the
average. Indeed, owing to the greater longevity of
the richer classes, the frequency of the passing of
an estate is likely to be less than the normal.

3. THE RiaNANO ScHEME OF DEATH DuTiEs

§ 11. ““ Up to the present, the principle of gradua-
tion has been applied to death duties according to
two criteria—the size of the estate, and the degree
of relationship of the beneficiaries. But there is
a third criterion which would admit of graduated
rates, and this is the relative age, if one may name it
thus, of the different portions of the estate left by the
deceased—or more exactly, the number of transfers

P
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in the way of succession and donation which the
different portions of the estate have undergone be-
fore coming into the possession of the deceased. By
the application of this critcrion of progression in
time, the right of the testator would vary with the
different increments of his estate.”’!

This passage, taken from the translation of
Eugenio Rignano’s work, contains the gist of his
proposal for the reform of the death duties, to which
wo have previously referred. Consideration of his
scheme was postponed because we were primarily
concerned then with observing the economic conse-
quences of the duties as they are at present devised.
This is perhaps an opportune occasion for examining
the proposals, as the death duties now play a larger
part in our finances than ever before, and are likely
to assume an even more important place in national
politics. The scheme was originally conceived, with
frankly socialistic motives, for adoption in Italy, but
that is no reason why the central principle should not
be impartially examined in relation to the fiscal
conditions of the United Kingdom. There are many
authorities in this country, by no means confined to
the socialist school of thought, and in several ways
opposed to it, who see in the Rignano principle
many attractive features, and who would like to
see its possibilities carefully explored with a view to
an improvement of the British system of taxation.
Sir Josiah Stamp, for example, states in a judicial
introduction to the English version of Rignano’s
book that ‘it is not necessary for onc to share

1 E. Rignano, The Social Significance of Death Duties, ed. by
Sir Josiah Stamp, pp. 37-8.
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Professor Rignano’s (socialistic) ambitions . . . in
order to assess the value of his principal idea. . . .
One may be entirely out of sympathy with his desire
to secure progressive socialisation of wealth, and yet
look, in the milder application of his principle, for
some amelioration of the economic drawbacks of the
present taxation system.”

§ 12. The basic principle of graduation by distance
of time is easily stated, but in the actual schemes
submitted for its application there is a considerable
variation of method and degree, due to the different
viewpoints and intentions of their authors. Thus,
nothing would satisfy many socialists short of the
“ maximum project ”’, under which the percentage
deducted from an estate would increase at each time
of passing until, in the course of two or three genera-
tions, the amount of the original estate would be
entirely appropriated. Indeed this project is not
necessarily acceptable to extreme socialists, who re-
gard the rate of disappearance as too slow. Rignano
himself has received almost as much criticism from
socialist quarters as from the defenders of the pre-
vailing order.

The ““ minimum project ”’ is much less ambitious,
and for that reason doubtless commands support
both among the moderate socialists and among those
who, on other questions, have distinctly opposed
views. Instead of a rising percentage, ultimately
reaching 100 per cent, let there be (say) two scales
only, one applicable to that portion of the estate that
was accumulated by the testator’s own efforts and
thrift, and the other, and heavier, impost applicable
to that portion that was previously inherited.
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Whether the latter portion had been inherited on a
former occasion or not, the same scale would apply.
Between these extremes, various ‘ major’ or
“ minor ”’ projects have been urged, but in their
essentials they are on common ground.

The redistributional object of these schemes we
have already remarked. It is becoming so evident
to all parties that the institution of inheritance is
one of the chief causes of the present inequalities
in wealth and income, that people, representing
opposed opinion on other subjects, find themselves
in substantial agrecement on the broad Rignano
principle. Many, too, support the proposed method
of graduation as being less harmful on economic
grounds than the existing death duties. They would
not necessarily favour a scheme that merely added
a new duty to those already operating (as contem-
plated by some in a ‘“minor”’ project), for that
would be more likely to increase than to diminish the
uneconomic effects. Rather would they reduce the
scale of graduation on the first passing of an estate,
but make the impost considerably greater on subse-
quent occasions when the property changed hands.

More particularly, however, during the last few
years, the proposals have mect with support from
those who are searching for a more rapid means than
we at present possess of extinguishing the national
debt. We have already pointed out that there is
no necessary connection between the revenue ob-
tained from the taxation of estates and capital ex-
penditure such as the reduction of debt. Nevertheless,
there is something to be said, if for psychological
reasons only, for earmarking the yield of such duties
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for this particular purpose. A rapid settlement of
the debt is desirable, and if for that object a special
scheme of death duties on the Rignano plan can be
approved of by Parliament, the benefits, it is claimed,
are likely to outweigh the drawbacks.

§ 13. Criticisms of the Rignano scheme are put
forward on three chief grounds: administrative
difficulties, social and personal injustices, and
economic defects. On the first we need say little,
for there is the authority of the Board of Inland
Revenue to the effect that, subject to certain con-
siderations, * it would not be impracticable to intro-
duce in the country an effective scheme of death
duty taxation on the lines of the Rignano proposal .1
It would be necessary for perhaps two generations to
clapse before the records would be quite complete
and the administration in first-class order. Special
provisions would have to be made for dealing with
joint investments and with settlements and trusts,
while penalties for non-disclosure of gifts inter vivos
and other possible means of evasion would have to be
stiffened. The Board also refer to the costliness of
the scheme as compared with the estate duty, which,
with all its defects, has at least the merit of com-
paratively easy and economical collection.

A difficulty to which many critics have drawn
attention is that of distinguishing the portion of an
estate that had formed part of an earlier bequest,
from the portion that had been acquired through
the testator’s own work and thrift. Physically it
might be impracticable to separate them, especially
if the previously inherited wealth had been dissi-

! Colwyn Report, Appendix XX V1.
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pated, and the whole of the estate under review
was the result of the testator’s subsequent activities.
In practice it would be impossible, and, most would
say, undesirable, to differentiate in such a manner.
The simplest way of dealing with such an estate
would be to divide it into two parts, the one equal in
value to that of the previously inherited wealth, and
the other equal to the balance. The former would
be taxed at the higher rate, and the latter at the
lower rate.

§ 14. On grounds of equity the criticisms of the
proposed measure are rather more formidable. A
simple subtraction of previous from present values,
and differential charges on the respective amounts.
are liable in certain circumstances, to inflict undue
hardship. It may happen, for instance, that between
the times of the first and the second passing of the
estate the purchasing power of money declines to
such an extent that, while the money value is the
same, the real value is only half what it was origin-
ally. To impose duties at the higher scale, without
taking the changed circumstances into account,
would entail perhaps a much heavier burden than
was originally contemplated. (On the other hand,
if the purchasing power rose, the imposition of the
same duties would involve a lighter burden than
could properly be borne.) Suppose further, that a
man, whose inheritance declined in capital value
owing to a rise in general prices, accumulated by his
own efforts a capital sum equal to the depreciation
in the value of his original estate. On his death,
the total estate would be identical in money value
to the wealth previously inherited, and, if the
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Rignano principle were rigidly applied, the higher
scale of duty would be imposed on the whole of the
estate, notwithstanding the fact that a goodly pro-
portion of it was truly earned. Had the original
estate dwindled in value because of the owner’s ex-
travagance or business incapacity, there would on
practical grounds be some justification for ignoring
its particular history. But when an estate depreci-
ates in value entirely because of monetary or other
conditions beyond the owner’s control, serious in-
equity is liable to arise from a strict application of
the new principle.

This difficulty is to some extent administrative
and could he overcome by the use of index numbers.
But such measures would not be adequate in those
circumstances inwhich the decline in the capital value
of an estate had little or nothing to do with changes
in the value of money. A person who is left some
stocks or shares in a particular business may experi-
ence a fall in their value, possibly, for the sake of
argument, to zero. He applies himself assiduously to
make good the loss, and at his death leaves a capital
amount practically the same as that which he in-
herited but lost. Obviously a mere adjustment by
reference to the index number of general prices
would be of no avail in preventing injustice. On the
other hand, it is fair to point out that the existing
scheme of estate duty is not immune from a similar
charge, if not quite to the same degree. An estate
that was built up by the testator’s own efforts is
liable to just as heavy exactions as one which was
acquired through inheritance. Nevertheless the force
of the criticism cannot be overlooked. and if the
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scheme ever came to be applied it would probably
be found necessary to make special provision for
those cases in which inherited wealth diminished in
value as a result of circumstances beyond the
owner’s control.

§ 15. On the question of the probable effects of
the proposed Rignano duties on economic incentive
and on saving there is a marked difference of opinion.
The view of the author of the scheme may be ex-
pressed first. He stresses throughout his work the
belief that a person regards wealth which is due to
his own efforts ‘ as having a greater value than an
equivalent sum which he had inherited ”’. The pre-
ference is said to arise from the fact that the produced
portion of the estate will be taxed more lightly than
the inherited portion. ‘It is this extra value, so to
speak, inherent in the wealth accumulated by his
own labour and thrift, that would provide the heir
with a new incentive to labour and economise, three
or four times greater than the presemnt stimulus.”
The supposed degree of superiority is doubtless
exaggerated. What really concerns us, however, is
whether there is any stimulus at all, for it is one of
the stock criticisms of all death duties that they
reduce the incentive to work and save, and thus
bring about considerable economic loss.

It cannot be gainsaid that on this point at least
the proposed measure would score over the prevailing
method of death duties. As things are, there is no
discrimination between the different parts of an
estate. Though some differentiation is allowed in
the taxation of ‘‘earned” and ‘ unearned” in-
comes, no such classification is made regarding
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capital estates. Yet a certain parallelism can hardly
be denied. A lighter tax on ‘‘ earned " incomes is
commonly admitted to be favourable to enterprise.
Similarly, a lighter duty on * earned ”’ estates might
be shown to be less discouraging to economic activity
than an undifferentiated heavier duty. Of course
the effects could be proved to be less harmful to
enterprise only if the rates of duty under the Rignano
scheme on “ earned ” estates were lighter than the
rates now imposed. This should not be impracti-
cable. At the second and subsequent times of passing
the ratio could be much increased in order to restore
the balance. If the chief object were redistributional
or socialistic, the subsequent increase could do more
than restore the balance, for it could be contrived so
as to result in the appropriation of a larger aggregate
share of the estate than is yiclded by the existing
duties. The ultimate purpose, however, is not now
under consideration. If it were true that a com-
paratively light impost to begin with, followed by a
relatively larger tax a generation later, were less
detrimental to enterprise and thrift than a scale uni-
formly imposed on every part of an estate, there
would be many supporters of the principle of *“ pro-
gression in time ”’ among people who in other respects
are firmly antagonistic to socialistic projects.

Even where a tax has been in force for many
years it is no easy matter to weigh up the numerous
economic effects both on the taxpayer in particular
and on industry in general. As the Rignano scheme,
or anything like it, has not been put into operation
in any country, its reactions can be only generally
surmised.
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Those who oppose the Rignano principle on
economic, as distinet from other, grounds are appre-
hensive lest the prospective high duties on an estate
that has already been inherited should dissuade the
owner from economic effort and incite him to extra-
vagant expenditure. This double danger would not
be serious where the owner had accumulated, or was
capable of accumulating, a stock of wealth over and
above the value of the inherited estate, for on that
part of his total capital due to his own efforts or
abstinence a lower scale of duty would be payable.
It might, however, be serious in those circumstances,
previously mentioned, in which the original estate
had shrunk in value, and subsequent accumulations
would be regarded, to the extent of that shrinkage,
as if they formed part of the original estate, and were
therefore subject to the heavier scale of duty.

If the “ maximum project”’, or a similar measure,
were put into forece, the liability for the estate to be
squandered would be specially marked in the later
stages of the history of the estate, particularly if the
scheme culminated in a complete appropriation of
the balance. It is unnecessary to enlarge on the
temptations of the owner of the last remnant of an
estate that is due at the next passing to become the
property of the nation. If he has children or other
dependants, he may work desperately to leave some-
thing behind. The economic result may be distinctly
beneficial. If he has no near relatives, or if such as
he has are already well provided for, he may purchase
a life annuity with his remaining capital or dissipate
it in a less desirable way. In the latter event there
is likely to be economic loss, and in any case the
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State loses the revenue when it would ordinarily be-
come due. This is admittedly an extreme example,
but it points to a danger that might arise, though in
smaller degree, even where the State did not put the
“ maximum project ”’ into operation.

§ 16. Such possible dangers are realised by many
supporters of the gencral principle, some of whom
have put forward modified proposals in the hope
that these defects will be avoided. One of the
best known of these schemes is that sponsored by
Dr. Hugh Dalton,! who, while strongly in favour of
graduation according to the * relative age ” of the
estate, recognises that under the original Rignano
plan there might be some encouragement to ex-
travagant and wasteful expenditure, as well as to
increased gifts inter vivos. He proposes to check
these abuses by mortgaging, as it were, on the pass-
ing of an estate an additional amount representing
the liability at the next passing. Thus, when an
estate changed hands, the State would impose death
duties in the usual manner, but, over and above the
sum so exacted, a supplementary levy would be
imposed equal to the amount that was, in effect,
earmarked for appropriation at the next change of
ownership. In exchange for this capital sum the
heir during his life would receive a guaranteed in-
come on a corresponding basis, or, if preferred, an
annuity for a fixed number of years. Theoretically,
therefore, the heir would be no worse off in regard

! Qutlined and criticised in the Report of the Committee on
National Debt and Taxation, pp. 316-18. See also H. Clay,
Property and Inheritance (reprinted in The Problem of Industrial
Relations), and H. D. Henderson, Inherttance and Inequality.
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to income, but on his death the State would be
assured of the capital sum. For the period of his
life no benefit would accrue to the State, for pre-
sumably the guaranteed income or terminable
annuity payments would be equivalent to the
interest on the capital invested in first-class securi-
ties. The advantage, from the point of view of the
Treasury, would be the certainty of eventually
receiving the capital sum, without any fear of its
being dissipated by the heir. A similar procedure
would be adopted on each of the subsequent occa-
sions on which the estate changed hands.

Dr. Dalton realises the difficulty, in many cases
the impossibility, of paying the double amount in
cash, without seriously prejudicing the future carn-
ing power of the estate, and he therefore proposes
that the supplementary impost might be paid in
government or other approved securitics. The
latter might include stocks and shares and other
industrial holdings, which would have to be ad-
ministered by the Public Trustee or similar official
until such time as they became the full property of
the State. On the practicability of such a measure
serious doubt has naturally arisen, especcially as
the State might be involved in loss when it came to
convert the securities into cash. The view natur-
ally alters with one’s individual attitude. If the
Rignano-Dalton plan is propounded with socialistic
motives, the idea of the State being saddled with all
kinds of property occasions no alarm, especially as
some of the wealth entrusted to it would consist of
land, railway, mine, and other interests which it is
the avowed intention of the socialist eventually to
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nationalise. As for that part of the capital that was
handed over in the form of government stocks, no
difficulty need arise, for it could be applied auto-
matically to the reduction of the National Debt.

An advantage that is claimed for the scheme is
that it would avoid the hardship and difficulties
previously mentioned, due to changes in the value
of an estate during the inheritor’s lifetime. The lia-
bility which, under the original plan, would become
due at his death is, under Dr. Dalton’s scheme,
settled in advance. The burden of any decline in
value would fall on the State. (On the other hand,
any appreciation in value would go to swell the
Treasury.) Thus, such discouragement to enter-
prise and thrift as might arise under these con-
ditions would disappear. An heir who was un-
fortunate enough to suffer a reduction in the value
of his estate, whether due to monectary or other
conditions, need no longer be dissuaded from working
and saving by the knowledge that his own accumula-
tions would be taxed at the higher rate as if they
had been acquired through inheritance.

§ 17. This variant on the Rignano scheme has,
as we should expect, encountered weighty criticism.
First, there are the doubts already indicated, re-
garding the practicability of the State acting as
trustee for such a large and heterogeneous collection
of interests as the scheme would almost certainly
require. Mr. J. M. Keynes has expressed the
opinion that the administration of trustee securities
is most efficiently carried out, not by a few enor-
mous investment trusts, but by a comparatively
large number of smaller trusts, each being respon-
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sible for about £10,000,000 of securities. From this
standpoint the case against State trusteeship would
be even stronger.

Secondly, apart from the practicability of the
scheme, there is the question of its desirability. As
Professor Henry Clay observes, ““ Economically one
of the most important services that capital renders
is the opportunity it gives to its owner to experi-
ment, to take risks, to undertake enterprises that
will not bear fruit for a long time. The personal
interest that an owner takes in his property, where
his property is not yet reduced to an abstract right
to money payments, is also a loss to be deplored ;
the upkeep of agricultural land, the care of house pro-
perty, theintensive supervision of machinery by people
of a mechanical turn of mind, the attachment to a
family business, are sources of wealth that a depart-
mentalised Public Trustee could hardly supply.”?

Thirdly, the scheme is objected to on the ground
that people would be compelled to participate in a
form of investment which is known to be unpopular.
Quite apart from the loss of their freedom to utilise
the wealth in whatever other way suited them, the
majority of investors, if experience counts for any-
thing, would prefer other means of assuring an in-
come. They could, of course, if they so wished, dis-
pose of their annuity interests, but buyers would
be relatively so few that the capital sum obtained
would almost certainly be below the nominal value.
In this sense, therefore, the burden on the taxpayer
might be greater than would at first appear.

1 Property and Inheritunce (The Problem of Industrial Rela-
tions, pp. 276-7).
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Several other arguments, both for and against,
could be enumerated, but sufficient has been said,
perhaps, to give a broad idea of the proposals and
the difficulties to which they are subject. There is
no purpose in meticulously analysing the details of
a plan when the authors themselves admit that
practical realities would probably necessitate many
important modifications. The schemes are purely
tentative, and they are put forward more as a basis
of discussion than as fully worked out measures for
immediate application. Though one may approve
or disapprove of particular proposals, the central
principle of graduation by distance of time has much
to commend it, and is worthy of serious considera-
tion by those who wish to readjust the burden of our
present taxes.



CHAPTER XI
COMMODITY DUTIES

1. Tue ReratioN oF DIRECT AND INDIRECT
TAXATION

§ 1. Our discussions so far have been largely con-
fined to the income tax and the death duties, both
of which are usually covered by the term direct
taxation. They are said to be direct because they
are imposed specifically on the persons who are
intended to bear the charge, although, as we have
observed, shifting of these taxes is not unknown.
Taxes on commodities, on the other hand, are
customarily described as indirect, in that the im-
pact and the incidence are on different persons.
This description, however, is not altogether exact,
for there are certain commodity duties that are much
more direct than indirect. For instance, the customs
duties that are imposed on articles brought into the
country by the actual consumer are levied upon him
directly. Similarly, in so far as the conditions of
production and of demand compel the manufacturer
or dealer to bear part, if not the whole, of the duty
himself, the impost is again direct in character. In
speaking, therefore, of indirect taxes, care should be
224
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taken not to include within their scope every duty
that is nominally on a commodity basis.

§ 2. Commodity duties are very old, and at one
time in the fiscal history of this country provided
the bulk of the national revenue. But, as we showed
in Chapter VII, they proved inadequate to meet the
ever-growing needs of the public departments, and
at the beginning of the nineteenth century the income
tax, at first as an emergency war measure, was intro-
duced to supply the deficiency. Though this new
tax was repealed on the termination of the Napoleonic
War, the precedent had been established, and when
later, in 1842, the financial difficulties of the govern-
ment made a return to the income tax inevitable, the
change was effected with less difficulty than would
have been experienced had the system been alto-
gether new. Since then the importance of the com-
modity duties has relatively declined, although in
point of actual revenue they have yiclded a rapidly
growing revenue.!

Once the income tax had sccured a permanent
place in the fiscal system, the idea of a balance be-
tween the two forms of revenue gradually arose. and
no less an authority than Gladstone spoke of a de-
sired parity between income and commodity taxes.
In an oft-quoted passage he said, ** 1 never can think
of direct and indirect taxation except as 1 should
think of two attractive sisters who have been intro-
duced into the gay world of London, each with an
ample fortune, both having the same parentage —for

1 Customs and oxcise duties vielded £75 millions in 191314,
and £247 millions in 1929-30 — a considerablo increase in amount,
oven with the ehangoe in the price level takon into account.

Q
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the parents of both I believe to be Necessity and
Invention—differing only as sisters may differ. . . .
I cannot conceive any reason why there should be
any unfriendly rivalry between the admirers of the
two damsels ; and I frankly own, whether it be due
to a lax sense of moral obligation or not, that as a
Chancellor of the Exchequer, if not as a Member of
this House, I have always thought it not only allow-
able but even an act of duty to pay my addresses to
them both. I am therefore as between direct and
indirect taxation perfectly impartial.”

The equality that Gladstone desired was not
actually achieved until the Great War, although for
many years before then the ratios were tending in
that direction. At the beginning of this century the
proportions of direct and indirect taxation were 42
and 58 per cent respectively. In the year before
the war they were 48 and 52, and in the year follow-
ing it they had changed to 60 and 40. Since then
the proportion of the revenue from the income tax,
the death duties, and other direct taxes has con-
siderably exceeded that from the customs and excise
duties. Thus the position has been roughly reversed,
and doubtless there are some at the present time
who also, but with a different motive from that of
the nineteenth-century radicals, would like to see
some degrec of equality between the two chicf groups
of taxes. But there is no sanctity in the “ fifty-
fifty >’ arrangement. In order to obtain the necessary
funds for carrying on the government of the country
there is no special reason why a half should come
from one type of duty and a half from another. The
system of taxation must necessarily be treated as
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a whole. The revenue in general should be raised
as equitably and economically as possible, with the
minimum interference with the productive capacity
of the nation. In the attainment of this object it is
of no importance whether the respective ratios are
50-50, or 60-40, or 70-30. The argument for parity
may have had some political value at a time when
the well-to-do were escaping with much less than
their fair share of taxation, but as a statement of a
scientific relationship it is entirely worthless.

§ 3. There has been an interesting change-over,
not only in the respective proportions of indirect and
direct taxation, but also in the attitude shown to
commodity duties themselves. In the early days
of taxation the nobles and others in a privileged
position were largely immune from taxation, and
duties on expenditure were proposed as a means of
reaching these classes and so securing a more equit-
able distribution of the financial burden. Now it is
the most frequent criticism of thesc duties that they
press with undue severity on the working classes.
Whereas the income tax is graduated on a progress-
ive scale according to individual ability to pay, the
commodity duties are for the most part at a flat rate,
and are distinctly regressive in character. A man
with an income ten times that of another pays con-
siderably more than ten times the amount of income
tax. But on the basis of expenditure he pays nothing
like ten times as much in commodity duties. Even
when the taxes on luxury articles are taken into
account, the burden is relatively lighter for the
wealthy than for the working classes. Further, when
the flat rate duty on essentials is examined, it is
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observed that the impost is doubly regressive in its
burden, for the prices of the cheaper grades increaso
in a greater ratio than those of the better qualities
which the poor cannot afford. A flat-rate duty of
(say) 3d. per unit of a commodity costing anything
from ls. to 2s. 6d. entails a burden diminishing from
25 to 10 per cent.! The differentiation against the
poorer classes was shown in the tables published in
the Report of the Colwyn Committec. People with
carned incomes of £100 paid 11-9 per cent in indirect
taxes (on the basis of the 1925-26 scales, and assum-
ing a family of man, wife, and three children under
16). Those earning £150 paid 116 per cent; and
on £200 paid 10-2 per cent. When liability to income
tax was reached, the balance was not restored, since
on an carned income of £500 only 2 per cent was
paid in direct taxation, while the proportion of
indirect taxation fell to 4:2 per cent. In other
terms, as the earned income rose from £100 to
£500, the total taxation fell from 11-9 to 62 per
cent.?

2. CommopiTy DUuTiEs IN GENERAL

(It is hardly practicable in a short work to enter
into a separate analysis of the incidence and effects
of every individual commodity duty. The chief
conditions arising from the taxation of commodities
—such as the elasticity of demand, variability of
production costs, and so forth—have already been

! See above, pp. 96-98, on specific and ad valorem duties, and
their bearing on incidence.
z Seo Appendix, Tables VII and VILI, for fuller statisties.
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examined in Chapters V and VI, and on questions
relating to the imposition of particular duties re-
ference may be mado to the general analysis therein
contained.)

§ 4. The comparative weight with which com-
modity taxation presses on the working classes
leads ono to consider the possible effects on the
standard rates of wages. But, though attempts have
been made to estimato the degree in which the excise
and customs duties have been responsible for an
increase in the rates of wages, the results have been
vague and disappointing. In some industries the
movement of wages has lagged behind that of taxa-
tion ; in others it has gone ahead. Even where the
worker’s income has kept pace, or more than kept
pace, with the increase in prices due to taxation, there
Is nothing to prove that this item in the cost of living
was specifically responsible for the wages advance.
The Colwyn Committee considered the relationship
in somo detail, and reached the general conclusion
that “ wage - earners, as a whole, have obtained a
certain indefinable increase on account of tho extra
post - war burden of Customs and Excise duties
which they bear. In wage negotiations the idea of
the cost of living has been influential, the increased
duties have been an clement in the post-war cost,
and the Ministry of Labour index, which reflects
tho increased duties on tea, sugar, and to some
oxtent tobacco, has been an important standard
of reference.” Later, however, they remark : “ It
cannot be said that wage-carners as a whole have
any definito part—or, it seems, any very consider-
able part—of the extra burden laid upon them .
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§ 5. It has to be remembered that several of the
commodity taxes are voluntary in nature. Nobody
is compelled to pay the duty on tobacco or alcoholic
drinks unless he chooses to consume such articles.
It is not as if they were necessaries of life, which
could not be omitted from one’s budget without
detriment to health or efficiency. It is true of
course that many consumers are not aware of the
full extent of their tax payments, and that some of
them would curtail their expenditure on dutiable
objects if they had more knowledge of the exact
composition of the inclusive prices charged. But
this ignorance is not so prevalent as it used to be,
and if people continue to pay the “ voluntary ”
taxes on comparative luxuries with their eyes open,
the regressive nature of the duties becomes less
reprehensible.

Also, it should be borne in mind that the duties
on alcoholic beverages, and in a minor degree on
tobacco, may have a certain sumptuary effect.
Even where the commodity is not physically harm-
ful, the diversion of expenditure to more useful pur-
poses may result in a net advantage. The view
that taxation should be expressly designed for
curbing noxious or other undesirable consumption
is not free from criticism, for, if it is deemed ncces-
sary to check the consumption of a commodity,
there are more direct and effective ways of achiev-
ing that end. But, when a duty serves the double
purpose of restricting such forms of consumption,
and at the same time yielding a large revenue, there
are few, apart from the consumers themselves, who
would favour a heavy reduction in the rate.
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§ 6. Other possible economic effects of commodity
duties in general call for little mention. The ad-
verse effects on savings are comparatively un-
important, particularly as the bulk of the national
savings comes from people whose contributions in
these taxes work out at a very small percentage of
their incomes. The ill-effects on enterprise are prac-
tically negligible, for much the same reason. More
serious is their liability to interfere with the most
advantageous arrangement of economic resources.
Should a tax be so badly conceived as to fall on
a raw material or on a partly manufactured com-
modity that is used in further production, the charge
is liable to be passed on in snowball fashion, causing
the ultimate consumer to part with a much larger
additional amount than goes in revenue to the State.
Manufacturers and dealers have to lay out larger
sums than would otherwise be necessary, and the
flow of capital into those channels where it would
be most economically employed is thereby im-
peded.

§ 7. While recognising these serious drawbacks
of commodity dutics, and the force of the argument
for their reduction so far as they cause a harmful
diversion of expenditure, or press with unfair
severity on the very poor, we should not ignore the
weighty arguments that are adduced in their favour.
They are a very lucrative source of revenue, and
are collected fairly casily and conveniently. Also,
they afford a means of rcaching those classes which,
mainly because of administrative difficulties, are
not made liable to the more direct forms of taxa-
tion. To this is often added the political argument
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that nobody should be entirely exempted from tax
obligations, and that the duties on commoditics
used in all households provide the only opportunity
of bringing everybody into the net. As we are con-
cerned with the cconomics rather than with the
politics of indirect taxation, it is unnecessary for us
to examine this argument at any length. Yet if its
practical significance werc examined it would prob-
ably be found that the connection between taxation
and political rights is more of thcoretical than of
real application at the present time. 1f everyone in
the State had a decent minimum standard of life,
there would perhaps be some force in the submis-
sion. But when a large number of people have
hardly enough to provide bare subsistence, it would
be impracticable to apply the principle with any
rigidity.
3. Customs Duries

§ 8. The conditions governing the incidence of
customs dutics arc in many respects identical with
those affecting the apportionment of excise duties,
and to consider them all would involve us in need-
less repetition. In this section we shall confine
ourselves to the special circumstances to which
taxes on imports and exports give rise, and make
but passing reference to the general forces of inci-
dence which we have previously described.

Customs duties are subject to several peculiar
conditions. Ior ecxample, there is the political
factor, which is not always compatible with eco-
nomic tendencies, and may occasionally cut directly
across them. The precept of taxation * for revenue
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only”” may be forgotten in the desire to score in com-
mercial warfare over a foreign nation. Or the policy
may be less openly aggressive, and express itself
in a system of protection ; nominally, one of defence
rather than of offence.” The success or otherwise of
a protective duty depends to some cxtent, though
not of course entirely, on the manner and degree of
its transmission.

The shifting of all taxes is liable to be impeded
by frictional forees, but in the case of customs duties
the resistance is specially marked.  Backward shift-
ing of excise duties is not easy to accomplish, but
that of import dutics is particularly difficult. Simi-
larly, the forward shifting of an export duty is
not always so practicable as that of an excise duty
in the home market. The position is complicated
by the fact that the forcign manufacturer is not
necessarily obliged to sell his wares in a particular
part of the world, and may, if the entrance fee, as
it were, be raised, decide to divert his goods to a
country that does not impose the same penalty.
Likewise, the foreign consumer of a commodity that
Is the subject of an export duty may, if conditions
permit, decide to make his purchases in another
part of the globe. These differences are not funda-
mental, but they are sufticiently important to make
the incidence of customs duties a more intricate
problem than that of excise duties.

§9. Tmport duties are the chief forms of cus-
toms revenues, especially in European countries,
and may be examined first. In considering whether
it is possible to transmit part of the burden to the
producer abroad, we wish to know at the outset
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whether he is in effective competition with pro-
ducers both in the country levying the duty and
in other parts of the world, or whether he enjoys
monopoly powers. Even if there is no rivalry
from the home country, competition between differ-
ent foreign producers may be so keen that certain
of them may prefer to pay some of the duty
rather than risk a falling-off in their sales. If the
foreigner has a monopoly, and is already charging
those prices that he finds consistent with the
maximum profit, then he may find it inexpedient
to raise the prices of his goods. The amount he
pays in duties may, in these circumstances, be less
than what he would lose in profit if he increased
his prices.

But such instances of monopoly are very rare.
Even where the foreigner has exclusive powers over
the production of a particular commodity, the
presence of substitutes, which increasingly come
into—use -when the price of that commodity is
raised, may act as an efficient check upon the
monopolist’s price policy. 1f, now, a customs duty
is imposed or increased, the monopolist’s policy
may be influenced by the extent, if any, to which
the competing products are also taxed. If there is
no question of protection or preference, and all
commodities of this class are subjected to a pro-
portionate scale of duty, the price of the mono-
polised product, together with that of the sub-
stitutes, may go up by the full amount, causing
the incidence to be entirely upon the home consumer.
But if there is some discrimination in the duties,
and thé foreign monopolist is called upon to pay
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a relatively higher duty than his competitors, he
may be unable to recoup himself in the form of
higher prices, and may therefore have to contribute
something to the exchequer of the importing country.
Whether he will continue to do so depends on cer-
tain other factors which we have still to examine.

§ 10. The second condition determining the inci-
dence of import duties is the relative importance of
the country’s market from the point of view of the
producer. It may be that the country imposing
the duty is the only one that has a demand for
the foreigner’s goods. Where there is a consumer’s
monopoly of this kind. the foreign seller may find
it difficult to raise the price of his products. If,
on the other hand. the foreigner has a wide choice
of arkets in different parts of the world, he
will prefer to sell in those countries that place the
least difficulties in his way. If the consumers in
the country that imposcs an import duty are un-
willing to pay the tax in addition to the ordinary
price, he will naturally look out for markets to
which entry of his products is free.

Bound up with the above is the further con-
dition of the elasticity of the demand for the
foreigner's product. The commodity may be one
which is in necessary demand., and for which no
adequate substitutes arc available. In that event
the duty may be added to the price without any
shrinkage in the demand, and the inpidenee, there-
fore, be on the purchasers. But if the demand,
besides being exclusive to the people of the taxing
country, happens in addition to be of an elastic
nature, the foreign seller is in a weaker position,
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and may have to bear the whole of the duty him-
self. How long he continued to do this would
depend upon the extent of his reduced profits and
upon his capacity to adapt himself and his resources
to more profitable ventures.

§ 11. A fourth condition is the extent to which
the commodity can be produced at home. If the
article is onc which, for physical and climatic
conditions, cannot be produced in the country, a
rise in price is likely to follow the imposition of the
duty, partly because of the tax itself and partly be-
cause of the diminished supplics from abroad. (I,
of course, the demand is so inelastic that, even
though the price goes up by the full amount of
the tax, the same amount is required, there will be
no question of supplies becoming restricted.) But
home production in the past may have been re-
stricted, not through natural inability, but simply
because the foreigner could sell tho goods at such
low prices that only the best situated and most
efficient home firms could manage to compete.
An increase in prices following the imposition of
the duties now affords a measure of protection to
the industry, and firms hitherto below the margin
begin to provide for the home market, The higher
is the level of the new prices, the greater is the
inducement for these firms to enter tho field.

We thus reach the fifth sot of determining con-
ditions, viz. thoso of varying costs. If the com-
modity in question is produced under increasing
returns (i.e. diminishing unit costs), the larger
sales enjoyed by the home producers may permit
of a reduction in prices. Provided that there is
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effective competition among home producers, prices
may successively drop, although the duties remain
at their original level. A firm that previously
could not sell its products at the prevailing market
price without suffering a heavy loss may now sell
them at a lower figure yet make a considerable
profit.

§ 12. The question of export duties need not be
discussed at length. Such taxes arc now so few
that they have little practical significance. Here
and there we find export duties on natural mono-
polies, such as opium and nitrates, and in these
special cases the incidence might seem to be in
part upon the foreign buyer. But most countries
that have ever employed such taxes have long
since given them up. The export duty on British
coal in 1901 was very short-lived. If there were
anything in the contention that these taxes could
be shifted to the foreigner, they would doubtless bo
much more popular than they are at the present
time.

Those who are interested in tracing the inci-
dence of export duties need but reverse the reason-
ing contained in this and the foregoing sections.
The same basxic principles apply. 1t is. however,
necessary to bear in mind the caution that the
sphere of incidence of export duties is likely to
be much wider than that of import duties. An
imported commodity may come from but a few
countries, but an exported commodity may go all
over the world. The problem thus becomes more
complicated. Also, while it is possible, where de-
sired, to supplement an import duty with a counter-
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vailing excise duty, no such support is possible for
an export duty. This, too, makes some qualification
necessary. But apart from such minor differences
the reasoning proceeds on similar lines and points to
corresponding conclusions.



CHAPTER XII
STAMP DUTIES

1. CLASSIFICATION OF STAMP DUTIES

§ 1. In 1624, the Dutch Government, hard pressed
for revenue, offered a reward to anybody who could
devise a new source of taxation. The stamp duty
was the result, and the yield was so satisfactory that
seventy yecars later a similar tax was adopted in
England. The form that it originally took here was
a duty on legal instruments, each sheet of a docu-
ment being separately liable to tax. There was a
specific impost according to the different class of
instrument, and it was not until 1797 that the ad
valorem principle was applied. The stamp duties
have had an uninterrupted history down to the
present day, although there have been, from time
to time, important modifications in the scales of
duty and in the instruments selected as the media.
In 1891 the Consolidating Stamp Act codified the
scheme of duties, providing for ad wvalorem taxes
on bills of exchange, promissory notes, etc., penny
duties on receipts, cheques, etc., and specific duties
on certain other instruments. Several of these rates
239
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were increased in 1920, since which year there have
been only small changes.

The relative importance of the stamp duties is not
as great as it used to be. Tollowing the Napolconic
War, the duties yielded over £5,000,000, or approxi-
mately 10 per cent of the total tax revenue. By
1913 the money yield had nearly doubled, but, in
view of the larger Budget, the ratio had fallen to
6 per cent. With the enormously increased tax re-
venues during the next five years the proportion
obtained from the unaltered stamp duties declined,
representing only 1} per cent in 1917-18 ; but, with
the temporary improvement in trade in the years
immediately following the war, and the higher rates
that came into operation in 1920, the aggregato yield
from the dutics showed an appreciable increase.
The revenue in 1918-19 was about £12,000,000, or
only £2,000,000 more than in 1913-14, but during
the last few years it has averaged about £25,000,000,
or about 3 per cent of the aggregate tax revenue.

§ 2. The stamp duties affect such a variety of
acts that it is a little difficult to make a precise classi-
fication. Bastable! makes the following division :
‘(1) Taxes on law proceedings and juridical acts ;
(2) those on the crdinary commercial instruments, on
stocks, shares, etc. ; (3) taxes on the sale of property,
especially immovables ; and (4) taxes on gratuitous
transfers ’. But, as this writer recognises, his classi-
fication is open to criticism, since, for example, com-
mercial transactions involve transfers of property.
Also, strictly speaking, the duty on law proceedings
should not be regarded as a tax, but rather as a pay-

1 Public Finance, p. 580 (3rd edition).
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ment for the provision of justice. As we have had
occasion to point out more than once, a tax should
not be confused with a price or a fee. Only that part
of the cost of the stamp on legal documents and acts
that is in excoss of the actual expense involved by
the State should be regarded as a tax. In practice,
of course, the element of pure tax in the duty on
such proccedings varics considerably, and it is
impossible to work out the proportion with any
accuracy.

Since certain sections of the people make greater
use of the legal machinery than others, it might be
considered justifiable to make them pay additional
contributions to the State on that account. But this
view is somewhat short-sighted, for the benefits of
justice are by no means confined to those who actually
participate in litigation. Most people never have
recason to cnter the law courts, but they receive
advantage novertheless from the judiciary system.
To hamper proceedings by a heavy stamp duty would
probably almost certainly interfere with the welfare
of the community in gencral. The benefits of the
proper administration of the law should be available
for all. We have, in fact, gone a good way towards
the attainment of this ideal, for the element in the
stamp duties on legal proceedings that ropresents
a surplus over the expenses of administration, and
thercfore constitutes a true tax, is comparatively
small. This is not to imply that the actual amounts
are not sometimes cxcessive, for it is generally
agreed that many of our legal proceedings could be
shortened and simplified, with no loss of efficiency,
but with a great saving in cost. Some would not

R
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be satisfied even with a close approximation of the
stamp duties on law proceedings to the most economi-
cal cost of administration, but, on the ground that
justice is a national rather than an individual matter,
and that its benefits, therefore, should be open to
all, would propose that the imposts should be re-
duced much below their present level, even to the
point of extinction.

Largely, then, because the stamp duties on legal
proceedings are in the main of the nature of a fee,
and also because we are chiefly concerned with the
stamp duties in their economic aspect, we may
exclude the stamps on legal acts from our classifica-
tion and discussion. In addition, but only on account
of their relatively small yield, we may exclude stamp
duties on shipping, certificates and licenses, insur-
ance, ctc., which, taken together, yield only about
£1,500,000.

§ 3. Our observations, therefore, may be confined
to stamp duties that have to be paid (1) on the forma-
tion of a company ; (2) on the transfer of stocks,
shares, debentures, and bearer bonds; (3) on the
conveyance of land and property ; (4) on cheques
and bills of exchange ; and (5) on receipts. This
arrangement is quite arbitrary, and logically (2) and
(3) might come under a single head, for they are both
taxes upon the exchange of goods ; as are also, to a
smaller extent, (4) and (5). But for purposes of ex-
amination it is best, perhaps, to treat them sepa-
rately, especially as each of the duties presents its
own minor problems. In examining the economic
reactions of the several duties, we shall consider, first,
the question of incidence, tracing where possible the
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parties who ultimately bear the money burden of
the duties, and, secondly, the deeper problem of the
effects upon economic efficiency and organisation.

2. Tue CoMPANIES’ SHARE CariTaL Duty

§ 4. Up to 1920 the duty on share capital was
only 5s. per cent, but it was raised in that year to
£1 per cent. The revenue, which had averaged little
more than £500,000 in the pre-war years, shrunk to
less than £250,000 before the end of the war. The
post-war boom led to an enormous increase in the
yield, which amounted to over £3.500,000 in 1919-20.
In the following year, when the duty had been
quadrupled, the yield increased to nearly £6,000,000.
Since then, of course, the volume of business has been
restricted, and the revenue for the last few years has
averaged about one-half of the above total.

Is this amount shifted to the customers of the
company, or does it form a charge upon the profits
of the undertaking and thus fall ultimately upon the
shareholders ? There seems little doubt that the
incidence is upon the owners of the company. The
promoters take the charge into account when organ-
ising the company, and include it with the many
other costs incidental to the formation. The amount
of duty, relative to the total capital, is so small that
the directors are unlikely to take the charge specific-
ally into their calculations when fixing prices, even
where they are in the fortunate position of being able
to determine the prices at their own discretion. The
fact, too, that the duty is non-recurring creates a
tendency for it to be capitalised, as it were, from
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the start, causing subsequent price movements to be
little affected by the initial outlay in duty.

It is not denied, of course, that the company
will transmit the charge if it has the opportunity,
but the opportunity is seldom present. In the
first place, there is the competition of the rival
companies, many of which were possibly in existence
when the duty was only 5s. per cent. Whether or
not, in their early days, they were fortunate enough
to recover the amount from the customers, it is
doubtful whether they would still take the charge
into account in estimating their costs. And if they
did, it would be at the lower scale, thus having
an advantage equivalent to 15s. per cent over the
owners of the new companies. Further, there might
be firms in competition which have not become in-
corporated, and have therefore no reason for regard-
ing the duty as an item in costs. The proportion of
such businesses is admittedly becoming smaller, but
the existence of one effective concern of this kind
may be sufficient to prevent the sharc capital duty
from being passed on.!

§ 5. The criticism of the share capital duty, as
being prejudicial to industry, rests on several grounds.
The duty, it is maintained, might hinder the normal
development of company organisation which is so
essential to modern economic enterprise. It might
hamper the accumulation and the most advantageous
use of capital. It might deter forcigners from estab-
lishing companies in this country. It might induce
British promoters to register new ventures abroad.

1 The company would hardly be in a better position for
shifting the duty if it had a monopoly. Sce above, pp. 111-115.
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And it might discourage the amalgamation of busi-
nesses that were genuinely in need of combination
and unification.

These are the principal adverse effects which
the critics attribute to the operation of the share
capital duty, and it must be admitted that such fears
would be justified if the duty bore a high proportion
to the capital involved. The question is chiefly one
of amount. Is the prevailing rate of duty so high as
to restrain capital accumulation and business enter-
prise? Or is the ratio sufficiently low to ensure that
the initial charge is more than balanced by the
advantages of incorporation ?

As in many other problems of this kind, it is im-
possible to estimate what the position would have
been had one of the factors been absent. It is con-
ceivable that, if the duty did not exist, there would
be a greater number of companies and possibly a
larger accumulation of capital. There are several
bodies which believe that the weight of the duty,
especially if taken in conjunction with the convey-
ance duty, is severe enough to have this restraining
effect. The Law Society, for instance, in evidence
before the Colwyn Committee, submitted that * were
it not for this heavy impost, the number of registra-
tions would undoubtedly be larger .1

The considerable number of registrations, how-
ever, in recent times seems to give little support to
this notion. It may be that, in years when business
formation is comparatively sluggish, the influence of
the duty at the margin is not altogether negligible.
But in ordinary times the rate of company formation

! Colwyn Report, p. 205.
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does not appear to be visibly affected by the duty.
It is equally improbable that forecigners have been
discouraged by this duty from organising companies
here, or that British business men have been induced
thereby to registcr new companies abroad, particu-
larly in view of the fact that the United Kingdom is
by no means the only country in which this type of
duty is to be found.

On the whole it is unlikely that the capital share
duty has a material effect upon the formation of new
companies. The duty is very light, and is non-
recurrent. Regarded over the duration of the average
company’s activity, the burden is not severe, and is,
on the whole, much more than counterbalanced by
the privileges and advantages that the company
enjoys over the private business. The duty, too,
is among the smallest of the several expenses in-
curred on the formation of a company and therefore
slight alterations in the rate are, in general, unlikely
to have an appreciable bearing upon the policy of
the promoters.

§ 6. But the influence of the duty upon incorpora-
tion, involving the reorganisation or amalgamation of
existing companies, cannot be so lightly dismissed.
It is reasonable that a private business, on acquiring
the status and rights of a company, should pay some-
thing for the privileges. But once a company has
been formed, and paid these dues, there is much to
be said in favour of exempting it from further charges
of this kind, should it at a later time engage upon
a scheme of reconstruction. It may be urged that
amalgamation with other undertakings will presum-
ably result in added advantages, which will permit
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of the payment of a further duty. There is, how-
ever, this important difference. When a company
is established for the first time, considerable benefits
are conferred upon the owners of the business by
the laws of the State relating to limited liability.
Without going so far as to accept the principle that a
tax is a payment for a specific service rendered by
the State, there is much to be said in favour of making
a new company, on its formation, pay something as
a recognition of the new legal advantages that it will
enjoy. When, on the other hand, an existing com-
pany merely alters its form, it will not, as a general
rule, be endowed with any legal rights that it does
not already possess. Here and there, it is true, the
legal powers of the reconstructed company will be
strengthened, and it will be possible to give effect to
arrangements and contracts that formerly could not
always be enforced. Two independent firms, for
example, might agree to adopt a certain business
policy, but, if a dispute arose, the agreement might
be held to be in restraint of trade and therefore
invalid. Combination of the two firms would over-
come such difficulties. Such new legal privileges as
might be attained, however, are rarely the chief
motive for amalgamation. In most cases the ex-
pected advantages of amalgamation are internal.
Technical methods can be improved, production con-
centrated in the most efficient plants, wasteful over-
lapping eliminated, a common sales policy adopted
—these and many other economies are the chief aims
of a centralised administration. Additional privi-
leges conferred by the State are inconsiderable,
possibly non-existent. On this ground, therefore,



248 INCIDENCE AND EFFECTS OF TAXATION cH.

there is little justification for the payment of the
capital duty a second time.

In view of such considerations, and the desire to
remove as many obstacles as possible in the way of
the ¢ rationalisation ” of industry, Parliament in the
last few years has appreciably modified the conditions
under which the share capital duty has to be paid.
In 1926 the government, recognising the need for the
reorganisation of the coal-mining industry, provided
for exemption, within certain limits, of amalgama-
tions of colliery companies. In 1927 relief from this
(and the transfer) stamp duty was extended to
business reconstructions in genecral, subject to the
conditions, among others, that the shareholders in
the new company were the same as in the old, and
the shares were held in the same proportions. By
the Finance Act of 1930 this concession was slightly
widened, and certain types of company formed for
national purposes were rendered exempt from the
capital duty.

3. Tue Duty oN TRANSFER OF STOCKS AND
SHARES

§ 7. The stamp duty on the sale of stocks and
shares has something in common with the duty on
share capital. Not only does the State exact revenue
when a company is formed, but it also takes advan-
tage of subsequent sales of shares by imposing a duty
of £1 per cent at each act of exchange. The duty is
very remunerative, yielding an average of approxi-
mately £6,000,000 during the last few years. It
accounts for about one-quarter of the total revenue
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from stamp duties, and is easily the most prolific
source of revenue in its class.

It is not an easy matter to trace tho incidence of
this duty. There are three parties among whom the
impost may be distributed—the seller, the middle-
man, and the buyer. The degree in which cach of
these parties contributes to the Treasury depends
largely upon the general conditions of sale and pur-
chase that we have previously discussed. There
seems to be no clearly defined rule that can be
applied to this problem. Under conditions of eager
buying some of the duty tends to bo borne by the
purchasers, while under the opposite conditions the
sellers may have to accept lower prices than would
prevail in the absence of the tax. Though some main-
tain that the duty tends in part to fall on the broker,
thero is little evidence to warrant this conclusion.
The immediate impact is on him, it is true, but the
burden is promptly transferred to one or other of the
principals to the transaction. Otherwise the agent
would be at a severe disadvantage as compared with
middlemen in other branches of exchange. Whether
the duty is further shifted, deliberately or otherwise,
from the principals to other persons, directly or
indirectly involved, depends on circumstances that
are so numerous and various as to make generalisa-
tion very difficult.

There is, however, a certain tendency for those
who first offer the stocks and shares for sale to bear
an appreciable part of the duty themselves, for in
the initial quotations some note must be taken,
however indirectly, of the liability to tax. It is im-
portant to observe in this connection that, as govern-
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ment securities are exempt from the duty and muni-
cipal stocks pay composition only (the burden in the
latter case falling on the ratepayers), the promoters
or underwriters of a new industrial issue are at a slight
disadvantage in disposing of the shares. Thus, part
of the burden of the duty may, through a form
of capitalisation, be borne by the original sellers,
relieving in some measure the real charge falling upon
subsequent owners. The possibility of capitalisa-
tion is especially noticeable when a duty of this
kind is suddenly imposed or increased. When, for
example, the rate was increased in 1920 from 10s.
to £1 per cent, there was, for the time being at any
rate, a certain restrictive effect on dealings, and the
promoters and underwriters probably had to agree
to slightly lower quotations than would have pre-
vailed under the previous scale of duty.

§ 8. On the question of ultimate effects it is
easier to pass a rough judgment, although even here
there can be no absolute certainty. Dealings in
stocks and shares are, to some extent, in a class of
their own, and the profits therefore are not con-
stituted in quite the same way as the proceeds of
ordinary industrial and commercial ventures. The
factor of reward for risk is more prominent, as is
also the element of chance or ‘‘ conjunctive ” gains.
In so far as the stamp duty falls on the latter, there
is little opportunity for further shifting. The posi-
tion is analogous to that of a duty on monopoly
revenue. Such a tax, if it could be contrived to fall
in this way, would be advantageous to the nation as a
whole, in that it would yield an appreciable revenue
with practically no damage to the economic capacity
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of the nation. It would fall upon “surpluses” rather
than upon production “‘ costs ’, and in that manner
it would satisfy the requirements of a sound tax.

But, if the stamp duty could be shown to restrict
legitimate enterprise and risk-taking, the possible
uncconomic effects could not be so lightly brushed
aside. This is, in fact, the chief criticism that is
directed, both by certain economists and by business
men, against the duty. It is maintained that specu-
lative dealings, apart from their liability to abuse,
play an important part in the modern system,
and that anything which serves unduly to hamper
them is apt to impede normal economic progress.
Furthermore, so it is contended, since legitimate
speculation serves to adjust long period supply to
demand, and therefore to smooth out price fluctua-
tions, a duty which restrains such dealings may
have the cffect of widening the limits of price move-
ments, with consequent uncertainty and unevenness
in the state of trade.

It is almost certain that so remuncrative a tax as
the duty on transfers of securities has some restrict-
ive effect on the extent and rapidity of exchange.
In so far as it curbs the speculative action of
imperfectly informed sellers and buyers, it doubt-
less has a beneficial result, for the evils commonly
associated with speculation spring as much from un-
skilful dabbling in the share market as from the
activities of the expert dealers. On the other hand,
in so far as it hinders the free sale and purchase of
securities, it is liable to widen the range of price
fluctuations, causing the ultimate burden to rest on
the general investing public.
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§ 9. There is, in addition, the criticism that the
duty on stock exchange dealings is relatively too
high, as against other duties of a similar kind, in
that the form of wealth on which it is imposed is
exceptionally mobile and is subject, more than the
average, to change of ownership. For example, the
duty on conveyance of land is of the same amount,
but, as exchange occurs much less frequently, the
total burden, on the score of duty, is not nearly as
great. On the other hand, however, land convey-
ance involves other expenses to which dealers in
securities are not subject, and thus the balance is
partly restored.

§ 10. Bearer bonds do not figure very largely in the
finance of this country, as is evident from the small
revenue from the duty. Although the rate is twice
as high as that on the transfer of stocks and shares,
the revenue has averaged less than £1,000,000 during
the last few years—i.e. less than one-sixth of the yield
of the duty on registered seccurities. The higher
scale is supposed to provide a composition for the
ordinary transfer duty, but it is obviously an arbi-
trary proportion that bears no exact relationship to
the rate of transference.

To increasc the duty, however, to a figure that
would, as it were, capitalise the duties that are
ordinarily imposed at each act of exchange might
have a prejudicial effect on the volume of business
in such bonds. Kven at the present scale there
are certain authorities who believe that the existence
of the £2 per cent duty is detrimental to the British
financier in competition in the forcign loan market
with his American rival, who is not required to pay
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such a duty. American financiers have not in the
past taken the same intercst in foreign loans as we
have, and the small impost in this country has per-
haps been more than balanced by other advan-
tages that we have enjoyed. But, with the doubling
of the duty, and with the increasing favour with
which Americans are coming to view foreign invest-
ments, there is some apprehension that the present
duty may have a deterrent effect.

The incidence of the duty on bearer bonds tends
to be on the borrower, who in this case is usually
of foreign nationality. It would not, however, be
correct to say that the duty singles out the foreigner
for special attack, since a composition rate, that is
equivalent to the ordinary duty on two transfers
only, cannot be regarded as excessive.

4. TurE DuTiEs oN CONVEYANCE, CHEQUES,
AND RECEIPTS

§ 11. The duty on conveyance of land and pro-
perty ranks next, in point of yield, to the duty on
transfer of stocks and shares, having provided the
Exchequer in recent years with an average of a little
under £4.000,000. 1t is impossible to calculate ex-
actly to what extent this amount falls upon sellers
and buyers respectively. Asin the case of other taxes
on acts of exchange, the resting-place of the money
burden is governed largely by conditions peculiar to
the individual transactions. Where the buyer is
anxious to obtain possession of the property, the
whole of the duty is likely to be borne by him.
Where his desire to buy is not as intense as the desire
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of the owner to sell, the charge tends to fall on the
seller. So far there is nothing exceptional about the
incidence of this duty. A special circumstance, how-
ever, is to be found in the liability of the purchaser
to meet the duty again in the event of re-sale, thus
causing him to offer a little less, perhaps, than he
would be willing to pay in the absence of this future
liability. To that extent the incidence of the duty
would tend to be on the seller.

Whether the duty is high enough by itself seriously
to militate against the transfer of land and property
is open to question. The duty is only one, and not
the largest, of many charges attendant on the sale
of land. It may happen that, in a particular negotia-
tion for the transference of some property, the con-
veyance duty is heavy enough to turn the balance
against the transaction—though the same might be
said of any of the other incidental expenses. Where
the duty has to be paid in addition to the companies’
share capital duty, the cumulative effect is likely to
be more serious.

§ 12. The yield of the duty on cheques is only
slightly less remunerative than that of the duty on
the conveyance of land and property, yielding during
the last few years an average of about £3,500,000.
The question of the incidence of this duty is fairly
straightforward. Where a person draws a cheque in
settlement of a private account the duty tends to be
on him alone. But where the cheque is drawn in
conncction with a business transaction, it may be
generalised that the duty is embodied in the general
costs of the commodity or the service, and passed on
to the consumer. There is no graduation or differ-
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entiation of the duty, and, as it falls on the marginal
as well as on the more prosperous firms, it enters into
the price-determining costs, and thus tends to he
shifted to the purchaser of the product.

It is doubtful whether the doubling of the duty in
1918 had a material effect on the use of cheques. It
does not follow, of course, that the steady annual
increase of about 5 per cent in the number of cheques
during the last decade disproves any restrictive
tendency of the higher duty, for possibly the rate of
increase would have been still greater had the duty
remained at the original amount. Possibly, too, the
increased duty has influenced some people to draw
fewer cheques, though for larger amounts. than in
the days of the penny duty. And it may be that the
higher duty has encouraged the use of bank-notes.
But when all these considerations are taken into
account, there does not appear to be much force in
the contention that the double rate of duty has
materially interfered with the employment of the
cheque as a medium of exchange.

§ 13. The revenue from the duty on receipts
cannot be ascertained with any accuracy owing to
the use of ordinary postage stamps on the forms of
receipt. Treasury officials estimate, however, that
the yield is approximately £2,000,000 a year. They
are of the opinion that the doubling of the duty has
not appreciably affected the number of stamped
receipts. The duty would appear to be shifted in a
similar manner to that of the cheque duty. When
the transactions are of a private nature the charge
usually remains with the drawer, but in ordinary
business dealings the duty is included in the total
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costs of the undertaking and tends eventually to be
transmitted to the consumer.

The economic coffects of the receipt duty do not
seem to be scrious. Where any liability exists for the
duty to impede a business transaction, the difficulty
may be overcome by the simple device of not giving
areceipt at all. It is the ease of avoidance that makes
it impracticable to institute a graduated scale of
duty. Down to 1853 there was in fact a graduated
duty, rising to as much as 10s. on receipt of £1000
or more, but largely owing to widespread avoidance
the flat rate of a penny was introduced in that year.
The revenue in the subsequent years showed a marked
advance, but whether this was duc to a diminished
reluctance to stamp receipts, or simply to an increase
in the volume of trade, it is difficult to say.

§ 14. The outstanding conclusions from the dis-
cussions on the principal stamp duties may be briefly
reviewed. All these dutics arc open to the general
criticism that in some degree they tend to restrict the
normal flow of industry and trade, and do not there-
fore obey the canons of sound finance. Certain of
the duties, being on a pro rata basis, may ontail the
payment of considerable sums, and may have, there-
fore, a deterrent effect. Others are so small that the
economic reactions to which they give rise are very
slight, if not altogether negligible.

The duty that has to be paid on the formation of
a company comes in the first category, for there is
a certain danger that the initial charge may retard
genuine cconomic development. The defect is especi-
ally noticeable in the case of business reconstructions
that do not conform to the conditions permitting



XII STAMP DUTIES 2517

exemption from duty. The imposts on transfer of
securities, on bearer bonds, and on conveyance of land
and property, have doubtless a restrictive effect on the
exchange of these forms of wealth. Anything that
unduly interferes with the frec movement of goods
is open to criticism on several grounds. An advanced
division of labour and complex economic organisa-
tion necessitate a system of free sale and purchase,
and anything that obstructs this interchange is liable
to reduce the productive capacity of the nation.
There are some forms of wealth, too, especially land,
which can be better utilised by people other than
the present owners, but the heavy duties, in conjunc-
tion with other charges, often prevent the desirable
change of ownership from being effected.

The duties on cheques and receipts are the smallest
in amount, and involve the least economic damage.
In a small way they may curtail the volume of
business transactions. People have become habitu-
ated to the charges, however, and. as a special virtue
is supposed to attach to a long-established duty,
thero is little probability of their disappearance.



CHAPTER XIII
LAND TAXES

§ 1. Tue land tax now plays but a very small part
in the scheme of British national finance. During
the last few years the income from this source has
averaged about £700,000, 7.e. less than 1 per cent of
the total revenue. The amount of attention usually
given by writers on public finance to the land tax
would hardly scem to be justified by the compara-
tively small yield of the tax, were it not for the fact
that there are other taxes that are based upon the
land, and that the revenue from these is much more
considerable. Schedule A of the income tax com-
prises income from ownership of land and buildings.
Schedule B includes profits from the occupation of
land. Then there is the duty on mineral rights, the
only surviving impost of the scheme of land value
taxation laid down in 1909 and repealed for the most
part in 1920. And, finally, there is the system of
local rating in which the land factor plays an im-
portant part. Thus, although the land tax in its
original guise is now a very minor source of revenue,
it has become supplemented by other and more re-
munerative duties that have land and buildings as
258
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their basis. The total income from these sources is
not so considerable, relative to the total, as in some
countries, but it accounts none the less for an ap-
preciable proportion of the aggregate tax revenue.

In this chapter we shall deal mainly with the
subject of incidence. In view of the small yield
of the land tax, and of the possibility of capitalisa-
tion, the question of economic effects is included in
the general discussions elsewhere on the taxation of
this form of property.

§ 2. The incidence of a tax on land naturally
depends on the form that the tax takes. A duty
that is calculated according to the physical extent of
the land falls in a different manner from that of a
tax that is based on the productiveness of the land.
In the early days of land taxation the area was
taken as the chief standard. but this method was
found to be just as crude and unsatisfactory as the
poll taxes that were imposed on every person, irre-
spective of his individual capacity to pay. In nearly
all systems of land taxation at the present time
chief regard is given to the productiveness or the
value or the rental of the land in estimating the
duty that has to be paid.

Incidentally, it is interesting to observe the out-
standing difference between the English and the
American methods of land taxation, and their
respective economic consequences. In this country
the rental is taken as the basis, whereas in the
United States it is the capital value that is selected.
There the duty is usually 1} to 2 per cent of the
selling value of property, and is responsible for over
a half of the revenuc of the central or provincial
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governments. The method is far from perfect, and,
in the absence of rigid surveillance, lends itself to
serious abuses. It has, however, the merit of
inducing the owner to make full use of his land,
which is assessed largely according to its potential
economic value. Also, a portion of the ““ unearned
increment ’, that may come about through the
pressure of increased population or through public
improvements, is thereby appropriated for the bene-
fit of the community.

§ 3. Taxation on a basis of rental raises im-
portant issues which are by no means confined
to land revenue alone. The classical theory of
the incidence of a tax on economic rent is that
if the charge is directly levied upon the land-
lord it cannot be shifted ; that if it is imposed in
the first place on the tenant it must eventually be
transmitted back to the owner. Although, as we
shall observe later, the theory is subject to certain
reservations, its main implications cannot be dis-
puted. Since the principles involved arc of wider
application than to land taxation alone (reference
has already been made to their relationship to the
taxation of monopoly profits), we may, at this stage,
consider them in more detail.

We have previously shown that the price of a
commodity tends, on the side of supply, to approxi-
mate to the marginal cost of production. The
relationship between the price of agricultural pro-
duce and the marginal unit cost can be simply de-
monstrated. Land differs enormously in natural pro-
ductiveness, but the growers sell at a fairly uniform
price. Competition prevents any marked difference
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between the prices of similar grades of produce, even
though there may be a wide variation in the quality
of the lands on which they are grown. Thus, we
can imagine that the owner of the best grade of land,
A, would make a large profit on his produce if he
cultivated the land himself. The next best land, B,
would yicld a profit, but less than that obtained from
A. The third-grade land, C, would yield the mini-
mum net reward that is required to compensate for
its cultivation. The fourth-grade land, D, is not
fertile enough, or is not sufficiently well situated,
to make cultivation worth while, for the unit cost
would be higher than the selling price of the produce.
In short, the price of the goods, which is fixed for the
producers by the interplay of demand and supply,
determines what shall be the marginal land—in
the above case, C. If, for some reason (e.g. a war,
which cut off foreign supplies), the price were to rise,
the margin of cultivation might fall to D. If, on
the other hand, the price were to fall, the margin
might rise to B.

It needs little proof to show that, if the owners
of the superior lands decided to let their property
to tenant cultivators, the rent they would charge
would be governed by the relative productivity of
their land. The rent of land A, for example, would
be greater than the rent of land B by the money
equivalent of its greater productivity. Similarly,
the rent of land B would be greater than that of
land C by the equivalent of its superior output.

§ 4. Each grade of land, then, bears an economic
rent equal to its differential advantage over another
grade of land. What is the ultimate grade by which
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the superiority and, therefore, the rent of the other
grades is measured ! The answer, in the tradi-
tional economic argument, is the marginal land.
The cost of producing crops on this land (in which
we include the minimum return for wages of manage-
ment) is just covered by the selling price, leaving no
surplus for the rent of the land itself. The marginal
land, so the classical argument runs, bears no rent ;
and the better grades of land bear a rent that is
determined by their respective degrees of superiority
over the marginal land.

The notion of a ‘ no-rent ”’ land would appear
strange to many, especially to the farmer who has
to pay something for what he considers to be the
poorest of land. But the conception is not so un-
real as might at first appear. In many properties for
which a gross rental is paid there are certain portions
that would not be worth hiring, if it were possible
to segregate them from the rest. The rent is really
determined by the productiveness of the fertile
parts of the property, and thus, in effect, some
“no-rent ”’ land actually exists. Secondly, it is
not necessary that the marginal land should be in
this country. If every acre of ground in Britain
were of first-grade quality, and bore a high rent,
the theory would not be disproved. The price of
British produce is largely determined by conditions
of foreign supply, particularly in the market for
wheat. The ““ no-rent ”’ land in these circumstances
might be abroad, yet that would not upset the
contention that the rent of British land is deter-
mined by the differential advantage over the mar-
ginal land. Thirdly, the theory applies only to
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the net economic rent that arises from natural or
situational superiority. It does not apply to that
part of the rental which represents interest on
sunk capital. There are unquestionably many
tracts of land, the hire charge of which is fully ac-
counted for by the interest on the invested capital,
leaving nothing for economic rent in its strictest sense.

§ 5. It may bo provisionally concluded, therefore,
that, as the marginal cost is equal to the price, and
as there is no clement of cconomic rent in the
marginal cost, a tax on the economic rent cannot be
shifted to the consumer. For any attempt on the
part of the owners of the superior land to transmit
the charge would be offset by the competition of
the marginal owners who are free from the tax.
Also, when sufficient time is allowed for leases to
terminate and be drawn up again, the tax cannot
fall on the tenant farmers, for they will pay no
more for land than represents the surplus over and
above the net cost of production, including their
wages of management. If they were called upon to
pay the tax, thc amount they could pay in rent
would be reduced, causing the burden to be in effect
upon the landlord.

In practice, however, a specific tax on net eco-
nomic rent is seldom encountered. In local finance,
as we shall observe later, it would seem more pos-
sible to fix the rates according to the net rent of
land and buildings, although even here it is rarely
practicable to distinguish between the burdens fall-
ing on pure rent and those falling on interest and
other charges. In national finance it is still more
difficult to impose taxes directly on the surplus.
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The Act of 1909, following a long agitation, pro-
vided for a tax on increments in land values, but
the cost of valuation was so heavy and the yield
so small that, with the exception of the duty on
mineral rights, the provisions were repealed in 1920.
Ten years later the project, which never lost its
appeal to certain fiscal rcformers, again appeared
in a Budget speech.

§ 6. We are concerned, however, not with the
merits or demerits of a tax on land values, but with
the long-established forms of land taxation and the
nature of their incidence. Under the prevailing
method a large proportion of the burden falls, in
effect, upon the return to the capital invested in
the land, and this necessitates an important quali-
fication of the theory of incidence that we have just
outlined.

The essential difference between land, in the
strict economic sense, and capital is that the former
is rigidly fixed in quantity while the latter can,
especially over a period of time, be adapted to
changing circumstances of demand. An increased
pressure on land supplies sends up the economic
rent, but no more land is brought into existence
in consequence. An increased demand for capital,
however, raises the rate of interest only temporarily,
for, with the greater carnings of capital, fresh
supplies are usually soon forthcoming. If, on the
other hand, the demand for both falls off, the supply
of land cannot be restricted, and the landowner
must be content with a lower rent, whereas the
supply of capital gradually contracts so as to
conform to the new condition of demand. The
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interest of capital tends, therefore, to remain more
stable than the rent of land.

The bearing on the problem of incidence is im-
portant. The quantity of land being predetermined,
the imposition or increase of a tax cannot have a
material influence on the supply. The landowner is
thus in a comparatively weak bargaining position,
and may ultimately, as we have shown, be made to
bear the burden of the tax. But the capitalist has a
greater control over his supplies, and, unless a certain
reward is forthcoming, the amount of capital avail-
able for production will fall off, and the national
wealth and income will suffer. Hence, it may be
generalised that a tax can rest on the owner of
capital only to a limited extent ; and that, once it
threatens to encroach upon the minimum amount
that is required to induce a regular flow of new
capital, the charge must be shifted. It may be shifted
backward if the landowner still enjoys a portion of
the economic rent that has escaped taxation. More
likely it will be shifted forward to the consumer of
the produce.

§ 7. The problem of the incidence on improved
land is not, however, as straightforward as the above
reasoning would imply, for, in order to simplify the
argument, we have been assuming that the land-
owner and the capitalist were distinet individuals,
and that the capital sunk in the land could be treated
separately from ‘“the original and indestructible
powers of the soil . Neither of these assumptions,
however, is warranted by the facts.

The landowner and the capitalist tend in this case
to be one and the same person. No landowner who



266 INCIDENCE AND EFFECTS OF TAXATION o=.

has any regard to the future permits his property
to go uncared for, relying entirely upon the natural
powers of recuperation. Some capital outlay on his
part is almost indispensable, until eventually it may
be quite impossible to say whether a piece of land
owes its value in the main to its pristine qualities or
to man-made improvements. Or the capital outlay
may have been undertaken by a tenant, in which
event there may have been for a time—probably for
the duration of the lease—some account kept of the
specific charges under each head. But cventually,
with the expiry of the lease, the two charges become
almost imperceptibly merged into one, until it is im-
possible to distinguish with any precision between
the economic rent and the interest.

In the long run, then, it is impracticable to con-
sider the capital improvements separately, and the
land must be treated as an indivisible whole. The
incidence of the tax works out in the same way as if
the charge were laid on the land in its original natural
condition. But in the short run, and especially
when a new tax is under consideration, the two
factors should be kept as distinct as possible, inas-
much as the liability at any given time for land
to be taxed affects the quantity of capital that is
invested in it.

§8. To sum up so far, a tax which falls on
the net differential rent, so far as it is possible to
isolate and estimate this element, remains with, or
is eventually transmitted to, the landowner. The
marginal producer, as we have explained, does not
have any pure rent charge, and, since the price
approximates to marginal cost alone, a tax which is
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laid on the surplus over this cost does not affect
the consumer. But that portion of the tax which
falls on the return to capital must, for some time,
have some bearing on prices, for it affects the mar-
ginal producers as well as those who cultivate superior
land. Marginal costs are increased, and therefore
the consumers have to pay more for the produce.

It must be repeated, however, that the distinction
we have drawn between the incidence of a tax on
pure rent and the incidence of a tax on the return to
capital holds good only for a limited period. Diffi-
cult as it is in the short run, it is impossible when
several years have clapsed to keep the accounts
separate. It may be generalised. therefore, that in
the long run the tax on the revenue from land falls in
practically the same way as a tax on pure rent.

§ 9. The above theorctical conclusions are not
always borne out in practice. The tendency for a tax
on land to fall ultimately on the landowner is fre-
quently offset by frictional forces, and the charge
very often, perhaps through ignorance or sheer
inertia, remains at the point where it was first imposed.
(C'onversely, a remission or reduction of a land tax is
not certain to benefit the parties who, according to
theory, ought to derive the advantage. For instance,
in so far as the rates on agricultural land fall on
the landowner, the remission under the new rating
scheme should, theoretically, work out to his per-
sonal benefit, by increasing both the rent he can
charge for his property and, on the same basis, its
capital value. The fact, however, that the legislators
expect the main advantage to accrue to tenant
farmers as well as to those who own the land points
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to a disbelief in the complete operation of the
economic law.

§ 10. But what of the land tax that does not take
the form of an impost on economic rent ? In par-
ticular, what is the incidence of the tax that repre-
sents a fixed annual charge—the kind with which
we in this country are familiar? The gencral prin-
ciples governing the incidence of such taxes have
already been explained. The possibility and the
degree of shifting depend on the extent to which the
conditions at the margin of production are affccted,
and, further, on the elasticity of the demand for the
product. If the tax falls in such a way as to hit the
marginal producer as well as thosc better situated, a
rise in the price of the product is almost certain, and
can be prevented only if the demand is extremely
elastic. In the latter event the marginal producer
may be compelled to give up production, or at any
rate abandon that part of his activities which is the
least remunerative.

§ 11. A tax that recurs annually as a fixed charge,
exemplified in England by the old land tax, tends
to become capitalised at its inception and gives
colour to the idea that “an old tax is no tax”. Not
only does the original owner, at the time of imposi-
tion, have his net income reduced by the amount of
the charge, but he suffers, in addition, a diminished
capital value of his property, as becomes evident if
he sells it on the market. The purchaser naturally
takes the recurring duty into account when calcu-
lating his offer. He hands over a smaller capital sum
than would be required in the absence of the tax,
and from the capital saved he may be said to draw
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in effect a corresponding income. The subsequent
payments of duty are more or less equivalent (assum-
ing stable conditions) to the interest from the capital
sum first saved, and the tax appears to be *“ burden-
less 7 in consequence—a view, howover, which the
average landowner would find it difficult to accept.

§ 12. In reality the incidence of the land tax does
not always work out in this way. In the first place,
there are the frictional forces already mentioned.
Secondly, conditions are not usually as stable as
the above reasoning presupposes. Even though the
annual charge itsclf remains constant (the primary
condition of capitalisation), there may be consider-
able changes in the value of property, especially if
the product, as in the case of agriculture, is subject
to wide price fluctuations.  Professor Seligman con-
siders the principle of capitalisation to be more
applicable to urban than to agricultural lands for the
reason that the former is less subject than the latter
to fluctuations in value on account of variations in
the price of the product.

Also, as the same authority points out,  even if
capitalisation does take place, we must remember
that the new purchaser of agricultural land is rarely
aware of the process or, if he is originally conscious
of it, soon forgets it. His profits are so entirely de-
pendent on the mutations in the price of his produce
that he invariably reckons his taxes among his out-
goings, and resents paying at a higher rate than do
tho owners of other property. The statesman cannot
afford to ignore this psychological fact in framing
his budget.” *

! Shifting and Incidence of T'axation, p. 270.
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Still another criticism of the capitalisation theory,
though in a rather negative fashion, is to the effect
that, if the tax were to be removed, the income of
the owners and the selling price of their property
would be correspondingly increased. The tax, there-
fore, would not have been fully capitalised ; instead
of ““ disappearing into air’ with the passing of genera-
tions, it would have continued to be a real charge until
legally remitted. Thus, for example, when Parlia-
ment in 1894 decided to exempt people with incomes
below £160 from the payment of land tax, and to
exempt others with slightly larger incomes from half
of the standard rate, those responsible for the
measure virtually admitted that the charge was a
true tax, and not capitalised in perpetuity by former
generations. Had the impost been as “ burdenless
as some made out, there would have been no point
in granting these exemptions. In view of such criti-
cisms the “ amortisation ’ theory is not nowadays
held in the same favour as was formerly accorded
to it.



CHAPTER XIV
NATIONAL AND LOCAL FINANCE

1. Tue GrowTH oF LocAL RATES AND
EXPENDITURE

§ 1. IN the early days of government there was little
point in the distinction between national and local
finance, for the political units were so small and the
range of activities so confined that the administration
was necessarily on a restricted scale. The under-
takings of some of the largest nations of ancient times
would be overshadowed by those of ordinary muni-
cipalities of the present day. With the growth of
population, however, and the gradual absorption by
larger of smaller nations, the need for a division be-
tween central and local functions gradually evolved.
Hitherto, in a comparatively small territory, the
people had been in close contact with the governing
body, and an intermediate authority would have
been superfluous. But, as the nation grew in popu-
lation and extent, direct relations became more diffi-
cult. The government found itself burdened with
an ever-growing number of duties, while the citizens
could no longer depend on the central authority to
take an efficient interest in localised affairs in every
271
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part of the kingdom. Even if the government had
been inclined to administer directly for local needs,
it would have found itsclf handicapped by the lack
of knowledge of the special circumstances of the
several arcas. As the nation grew, therefore, the
need for devolution and some minor form of political
organisation became imperative.

§ 2. The manner in which tho subdivision of
functions between the State and the smaller authori-
ties took place was very haphazard. In no two
countries did it develop on identical lines, with the
result that there is no uniformity in the apportion-
ment of tasks or in the raising of revenues. The
differences are due in the main to historical and
geographical circumstances. Powers and functions
that were originally devised for mecting immediate
needs, with little regard to wider issues, gradually
acquired a degree of permancnce. The central
authority in different countries came to have a far
from uniform control over the local bodies. For
instance, while the British Parliament has logal
rights, if it ever cared to exercise them, to abolish
the present division into counties and parishes, the
United States government has no such powers. The
individual States have definite inalienable rights ;
they existed as political bodies before the formation
of the central government, and in the national con-
stitution were accorded privileges which the British
local bodies do not possess.

Thus, local finance plays a larger part in the
United States than in Great Britain, partly because
of the size of the administrative unit, and partly
because of the relative weakness of central control.
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The individual States have adopted methods of rais-
ing revenue that are beyond the powers of British
local authorities. For example, they rely for over a
half of their income on the general property tax, and
have considerable powers in the matter of assess-
ment. Some of the States have an income tax in
addition. Direct taxation, in fact, is one of the
characteristic features of American local finance as
contrasted with the methods in this country. On
the other hand, the system of grants-in-aid from the
central Exchequer to local authorities has a much
more important place in British than in American
finance.

Municipalities in some European countries still
depend on octrois, i.e. local import and export
duties, for much of their revenue. France, Italy,
and Spain, in particular, are disposed to this form of
taxation. Tolls on goods passing through towns or
going to market used to be levied in England, but
the practice has long since ceased. There is little
econoniic justification for octrot taxation, and where
it persists the reason is to be found mainly in the
people’s inertia, and in the long-established tax-
raising machinery to which the citizens have become
habituated. In Paris, for example, the system has
been so long in use, and results in such a consider-
able revenue, that, despite the admitted defects, it
is likely to continue.

§ 3. The British system of local rating and ex-
penditure goes back several centuries. Though it is
usual to start the modern history with the codifying
legislation of Elizabeth, the beginnings are to be
found some centuries before. From early times

T
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rates were imposed both for local and for national
purposes. In the reign of Edward I citizens who
wished to repair the walls, bridges, or streets of the
town had to apply to the king for a grant of
“murrage’’, ‘“ pontage’’, or “ pavage”. The royal
council in Parliament would impose what was the
equivalent of a local rate for this purpose. The
methods adopted for raising the money, however, did
not always accord with the canon of ability, nor
did they exact the most where the benefit was the
greatest.

The social difficulties of the sixteenth century were
responsible for the institution of the poor rate, which
became the model fornearly all subsequentlocal taxes.
In 1551 it had been enacted that in every town a book
should be kept in which were written the names of
householders and of those in destitution. The towns-
people were to be exhorted by the parson, and later
by the bishop, to give alms for the impotent poor.
But the voluntary system had by then almost broken
down, and in the Act of 1601 compulsory assessment
was for the first time introduced. In each parish
there was to be ‘‘ taxation of every inhabitant,
parson, vicar, or other, and of every occupier of land,
houses, tithes impropriate, or proprictors of tithes,
coal mines, or saleable underwoods *’. The criterion
of ability was not definitely laid down in the Act,
but it came ultimately to be the value of immovable
property in the occupation of the ratepayer. The
Parochial Assessment Act of 1836 defined the basis
of rating as the net annual value of any hereditament,
i.e. the rent that accrues after maintenance and other
charges have been deducted. Though important
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modifications have since been made, the principle still
dominates present-day rating.

2. NATIONAL AND LocAL FuNCTIONS

§ 4. The fact that there has not been any uniform
practice in the methods of raising local revenues is
partly attributable to the absence of a universally
accepted division of functions between the central
and the local government. In some countrics the
rights of the smaller bodies are very prescribed, and
permission for almost every important undertaking
has to be sought from the national authority. In
other countries the local bodics possess considerable
powers of autonomy.

There are certain functions which must be under-
taken by the State. Where the interests of the popu-
lation as a whole are concerned. it is undesirable that
any but the central authority should provide the
necessary services. Also, where unity of policy and
co-ordination of activities are essential, there is a
strong casc for parliamentary control. On the other
hand, there are many functions which are best carried
out by the local authorities. Where the conditions
and needs of a particular district require special
knowledge and provision, or when the service is of
an exceptional kind, determined by the particular
circumstances of the district, the people on the spot
are usually best able to deal with the situation.
Similarly, where the duties are such that they require
constant and detailed supervision, local responsibility
is usually productive of the best results.

For example, there can be no question that the
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central government is the proper authority for organ-
ising the national defences. Even in those countries
in which the sectional bodies have considerable
powers, the right to engage in dealings with foreign
governments and to provide for the military and
naval forces is invariably in the exclusive possession
of the State. The postal system must, in the interests
of unity and economy, be under the control of a
central body. So must the issue of coinage, the
scheme of weights and measures. and all other such
instruments and agencies that facilitate national
intercourse and trade.

§ 5. Of the functions undertaken by local authori-
ties—water supply, lighting, sanitation, police pro-
tection, education, and so on—there are many which
obviously could not be adequately or economically
carried out by the State. That is not to say, however,
that the nation as a whole has no right to intervenc
where the service is being inefticiently administered
by the county or the municipality. In J. S. Mill’s
well-known words : “ It would not be a matter per-
sonally indifferent to the rest of the country if any
part of it became a nest of robbers or a focus of
demoralisation, owing to the maladministration of
the police ; or if, through the bad regulations of its
gaol, the punishment which the courts of justice
intended to inflict on the criminals confined therein
(who might have come from, or committed their
offence in, any other district) might be doubled in
intensity, or lowered to practical immunity .t

The function of police protection is, in fact, not
well defined. Defence against aggressors abroad is

1 Representative Government.
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admittedly a national duty, while administration of
the high courts of justice is also in the hands of the
State. Logically there is little reason why the police
forces also should not be included in the same
category. Actually, of course, the State makes
substantial grants to local authorities towards the
cost of the police, but there arc many who urge
the transference of full responsibility to the central
authority. The present system of dual control is
defended, partly because it is the outcome of a long
evolution, and a sudden transference of the services
would create as many new problems as those it solved,
and partly because under the existing arrangement a
closer supervision over the efficiency and integrity of
the service is made possible.

The same mode of reasoning could be applied to
several other functions which are largely adminis-
tered by local authorities. If the water supplies or
the sanitary arrangements of a district are below the
standard considered necessary for the maintenance
of full health, the rest of the country cannot look on
with equanimity. Kpidemics know no municipal or
county barriers. Also, the benefits of such services
as education cannot be confined to the areas in which
the instruction is given. Some financial assistance
and central control is essential if the national mini-
mum standard is to be maintained.

§ 6. It is mainly for historical reasons that we still
continue to deal with destitution to a large extent
on a local basis. The Elizabethan legislation, while
substituting a compulsory for a voluntary system,
defined the practice by which the administration of
relief was left to the officials of the parish. The policy
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was reaffirmod later in the Law of Settlement, 1662,
whereby destitute settlers in a parish could, within
forty days of their arrival, be removed to the parish
in which they had previously settled ; and again in
the subsequent legislation that permitted the estab-
lishment of workhouses.

Originally there was a certain justification for
treating poverty in this narrow fashion, for the
country was not as yet a complete economic unit, and
distress in particular areas could, as often as not, be
attributed to mainly local causes. But, with the in-
dustrial and commercial revolutions that took place
in the cighteenth and nineteenth centuries, the roots
of unemployment and poverty became more and
more widespread. Distress might be inflicted upon
one district on account of inventions that brought
prosperity to another. A change in national habits
might involve serious damage to a localised industry.
As time went on, the reason might have to be sought
in international rather than in internal rearrange-
ments. Very little of the poverty that now besets us
can be assigned to local circumstances, yet our public
policy, despite important recent reforms, continues to
over-emphasise local responsibility.

3. NATIONAL AND LocaL REVENUES

§ 7. There is no fundamental difference between
national taxation and local rating. Obviously the
principles governing the revenues of London or
Paris cannot be regarded as less important than those
guiding the financiers of the minor nations. The
term “local ” is of relative significance. As Pro-
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fessor Cannan has observed, “ the real difficulty is
not to find a local tax which is not a rate, but to
find any tax which is not local. A New York State
tax is local in relation to the United States, and . . .
a true imperialist would regard insular imposts
which we call ‘imperial taxes ’ as local.””?

When, however, we compare a local authority
with the nation of which it constitutes a part, we
find differences in their finances that are of con-
sidorable practical importance. First, there is the
difference of degree. Secondly, there is the dis-
tinction, in this country especially, between the
uniformity of national taxes and the variability
of local rates. Thirdly, there is little in common in
the manner of assessment. National taxes are uni-
form all over the country, but they are drawn from
several sources. Local rates are variable, but they
are all governed by the single criterion of immovable
property.

§ 8. A distinction of another kind between the
two modes of taxation arises from the different em-
phasis respectively placed upon the element of
benefit in public finance. It was pointed out
in the opening chapter that the conception of a
national tax as a payment for a particular service
was no longer generally maintained. In the first
place, the huge scale of national services makes it
difficult, if not impossible, to link up actual pay-
ment and benefit. Also, the cost of certain national
services, such as defence against aggressors, cannot
be split up according to the advantage conferred
upon individuals. Further, even if the connection

v History of Local Rates, p. 4 (2nd edition).
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could be traced, the extent to which it could serve
as a basis of taxation must necessarily be limited.
It would be foolish to suggest that for the benefits
provided in the form of old age pensions, grants to
the insurance funds, and so on, a specific tax should
be levied upon the recipients.

In local finance the element of benefit is more
pronounced. The area being more restricted, it is
more possible for the ratepayers to identify par-
ticular payments with particular benefits. Some
of the services, ‘of course, are just as difficult to
assign on a basis of individual contributions as
are the services of the central authority. The
expenditure of the local body on road construction
and education, for example, does not give a calcul-
able return to the ratepayer in exact proportion to
the amount that he is required to pay. Many
of the citizens gain no dircct advantage at all,
while others receive considerably more than they
give. The well-to-do section of the community
may not participate at all in the public educational
facilities. Those who live in a residential district
through which a new by-pass road has bcen con-
structed may lose heavily rather than gain. The
citizens, as a whole, may be better off as a result,
but particular sections may grumble that they in-
dividually are not getting value for their money.

§ 9. A different view has to be taken, of course,
of those public services which are provided on
a definite cost basis. The tramways, gas, elec-
tricity, and other undertakings are conducted more
or less on commercial lines. Only that part, if
any, of the revenue which represents a profit is
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to be regarded as a local tax in the proper sense.
The uso of such terms as ‘‘ water rate’ is mis-
leading. 1If, as is often the case, the cost of pro-
viding a supply of good water to an individual is
greater than the *‘ water rate ” he is expected to
pay, the expense of making good the deficit must
be classed in a different category from the strictly
commercial undertakings. Some municipalities in
fact have contemplated extending the practice so
as to supply milk at less than actual cost to the
poorer classes of the community, especially to those
who are rearing families. The immediate loss, so it
is maintained, would be more than compensated by
the improved physique of the children and their
greater efficicncy on becoming producers.

At the other end of the scale there are those
public services which yield a handsome profit, and
to that extent provide a relief to the rates. Opinion
is divided on the propricty of charging such prices
as will yield a large surplus for this purpose. No
serious objection can be raised to the making of
profits on services such as public markets and park-
ing grounds. And local criticism, at any rate, is
usually absent when most of the profit is made from
visitors to the town. In a seaside resort, for example,
all classes of ratepayers, rich and poor, have little
scruple in benefiting from the profits on deck chairs
and bathing huts. But such instances are not typical.
Nearly the whole of the local profits, taking the
country as a whole, is made out of the more common
public services, and comes from the people who live,
or have their business premises, on the spot.

The practice of appropriating profits on certain of
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the public undertakings for the relief of the rates is
criticised on grounds of equity. Much of the profit
comes from the tramway and omnibus services, and
the people who use these means of conveyance are
mainly of the working classes. They live in small
houses, and the relief to their rates is proportionately
low. The more prosperous members of the com-
munity rarely have occasion to ride in the public
vehicles, but, living in comparatively largo resi-
dences, they enjoy a relief to their rates out of all
proportion to the use they make of the service that
has yielded the surplus. It is commonly contended,
therefore, that the charges for such services should
be no more than is sufficient to cover the actual cost,
and that the absence of a profit, in such circum-
stances, should not be taken as an indication of
inefficient administration.



(HAPTER XV
THE INCIDENCE OF LOCAIL RATES

1. SrEciAL PrRoOBLEMS

§ 1. NarioNaL and local taxes, we have already had
occasion to show, are subject to the same governing
principles.  Since, however, the respective tests of
ability and the bases of assessment are so different,
the problem of incidence has, beyond a certain point
in the general argument, to be worked out on sepa-
rate lines. The problem, too, is liable to present
greater complications, because of the larger number
of parties concerned. In national finance the task
of tracing the money burden of a tax as between one
class and another is comparatively straightforward.
Either the impost falls on realised surpluses, in
which case it usually remains at the point of impact,
or it is levied upon particular acts or commodities,
in which case the chief determining factors are
considerations of supply and demand, to terms of
which the majority of such problems can be reduced.

But in tracing the incidence of local rates we
have to contend with a wider range of interests.
The impact is, as a general rule, on the occupier
of the land or building, and he. under favourable
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conditions, may transmit part of the burden to the
property owner, who, in turn, if circumstances
permit, may shift it backward again to the land-
owner. Betwcen the occupier and the building
owner, or between the latter and the landowner,
there may be leaseholders who do not escape alto-
gether from the burden of the rates. Further,
where the rated premises arec used for business
purposes, the shifting may take place in a forward
direction, the burden resting ultimately on the
consumers of the products.

§ 2. A second special difficulty in studying the
incidence of local rates is presented by the circum-
stances peculiar to the sale and purchase of building
property. Those commodities that are subject to
customs and excise duties can, for the most part,
be adjusted in supply fairly quickly to meet changed
conditions of price and demand. The fact, too, that
the demand for most goods of this class is elastic, as
compared with the demand for land and buildings,
gives added importance to the sensitiveness of the
supply. To raise the price of an article may, by
diminishing the demand, cause a prompt reaction in
the supply and in unit costs of production. But
things do not happen so quickly and automatically
in the transmission of local rates. Contraction in
the demand relative to supply, where this results at
all, is a slow process ; and where the demand, for
various reasons, has increased at a greater rate than
supply, the response of builders is by no means as
immediate as that of producers of ordinary com-
modities. Frictional forces are, in fact, so pro-
nounced that the normal tendencies for rates to
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be shifted may become operative only after many
years have elapsed. And in the meantime other
forces, possibly in the opposite direction, may begin
to operate, rendering the final position very difficult
to estimate.

The problem is rendered more complicated by
the fact that contracts in the property market are
usually for a long period, and that changes in
taxation that take place during the term of such
contracts cannot fully express themselves until the
property comes again into the market. There is,
in addition, the expenditure involved ecach time
agreements and leases are drawn up. This charge
is more burdensome than in most other forms of
exchange, and almost invariably adds to the com-
parative delay in transmitting the money burden
of the rates to the final destination.

§ 3. The demand for business premises and dwell-
ing-houses has several peculiarities. Once a tenant
has committed himself to rent a dwelling or a
factory, he cannot as a rule change over to an alter-
native building with the same ease as he can buy
a new hat or change his dentist. Quite apart
from the long-period contract to which he would
ordinarily be committed, he would, in the event
of an increase in the rates, find many difficulties
in the way of moving his abode or place of business.
A manufacturer or a trader who has built up a
connection in a particular locality will make econ-
omics in every other direction before deciding to
transfer his activities to another town. 1t may
be that the cost of removal is so heavy, especi-
ally in the casc of an industrial concern, that the
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producers find it less disadvantageous to remain on
the spot. even with the rates higher than in other
parts of the country. Possibly there are facilities
in the district, such as organised exchanges and
special transport systems, which exercise a powerful
restraining influence on the firms that might other-
wise be inclined to move elsewhere.

The private resident has to contend with similar
forces, though naturally on a lower scale. His lease
is not usually drawn up for the same number of
years, but he is liable to bear the brunt of any
increase in the rates so long as the contract is in
force. And even on its termination the chances are
that the householder will seeck a renewal and con-
tinue to bear the charge. Tor in his case, too, the
cost of removal is a serious item, often involving
a capital outlay which is more than ecquivalent to
the increased rates on the house he is at present
occupying.

§ 4. If these exceptional factors were not pres-
ent, it would not matter very much whether the
rates were levied directly upon the occupier, as is the
general practice in this country, or whether they
were collected from the owner, as is the method pre-
vailing in some continental countrics. For under
such simple conditions the burden would soon be
transmitted to its final destination, irrespective
of the partics who first bore the impact. But in
practice it matters a great dcal whether the rates
are imposed on the one party or on the other, for
there is a distinet tendency for the money burden
to stick, at least for a time, at the point of im-
position.



b 44 THE INCIDENCE OF LOCAL RATES 287

If it is the intention that the occupier should bear
the charge, there is, of course, no objection to the
rate adhering in this fashion. It might indeed be
regarded as one of the virtues of this form of taxation
that one can make the burden remain where intended.
So far as houscholders are concerned, there is in
fact little cause for complaint, for it is the express
intention of the legislature that the value of the
property they occupy shall be taken as the basis of
their ability to pay.

Though it be counted a virtue that the rates
on the householder tend to remain where imposed,
the tendency becomes irksome when applied to the
industrialist and trader. For nobody can seriously
maintain that the value of the premises they
occupy is always a sound index of their ability to
pay, or deny that they are perfectly justified in
including the local imposts in their costs of pro-
duction. Whether they can transmit the charge to
their customers, by means of higher prices, is a
problem we have still to consider.

§ 5. The task of tracing the incidence of local rates
would be slightly less involved if it were possible to
treat gross rentals as consisting of two definable parts,
the pure ground rent and the actual building rent.
This division was adopted by the carlier economists,
and is also to be found in Marshall’s Principles, where
itis stated that “ the rent of a house (or other building)
is a composite rent, of which one part belongs to the
site and the other to the buildings themselves’'.!
But it is one thing to say that the gross rent is made

! Principles of Economics, p. 453 (8th edition); see also
Appendix G in tho same work.
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up in this way, and quite another to maintain that
the parts are separately calculable and that a
certain proportion of the rates can be definitely
ascribed to cach of them.

Professor Seligman questions tho validity of
such a method. Referring to those economists who
have sought to divide the rates into two parts, the
one bearing on the site rent and the other on the
building rent, and who, after computing the sepa-
rate degrees of incidence, have combined them in
a total at the end, he considers that such a method
of procedure ‘ seoms inappropriate chiefly for the
reason that wo are seeking to combine what are
essentially disparate things. The rent of the site is
the net rent ; but the rent of the house is the gross
rent. To attempt to separate the entiro rental
paid for a house into the net rent of the land and
the gross rent of the building is therefore as ill-
advised as it would be, in discussing a tax on pianos,
to divide it into two parts, one of which corresponds
to the rent of the land which produced the raw
material.” ! From this point of view, then, it is
impracticable, for purposes of ordinary rating, to
assess the site as distinct from the building. One
cannot rent a building without at the same time
ronting the site on which it is based. Over a long
period, and especially on occasions when a new
lease is being negotiated, the separate estimates
can usefully be attempted, but at any particular
time it would be extremely difficult to divide with
any accuracy the total rates into the component
parts.

1 Shifting and Incidence of Taxation, p. 300 (5th odition).



XV THE INCIDENCE OF LOCAL RATES 289

On the other hand, in dealing with a tax on the
selling value of the building, it would be more
expedient to treat the two elements separately.
The purchaser may be exclusively concerned with
the value of the site, regarding the existing building
as somcthing to be demolished and replaced. Or
he may wish to obtain possession of the building
for the special virtues it possesses. The value of the
site on which it stands probably does affect the
estimate of the value of the building, but there is
no necessary connection between them. It may be
gencrally concluded on this point that, in dealing
with a tax on the sclling value of property, it is
helpful, so far as it is possible, to treat the site rent
and building rent as separate entities, and to trace
the incidence accordingly ; but that, in considering
the incidence of rates, it is unsound to divide the
rental into the component eclements.

2, INCIDENCE ON THE LANDOWNER

§ 6. It is unnccessary for us to enter at length
into the share of local rates that is borne by the
landowner, for the governing principles are essen-
tially no different from those dealt with in the
chapter on land taxes. It is sufficient to indicate
the chief conclusions that were then reached.
Land, it was shown, is a form of natural wealth,
and its supply is incapable of increase, even though
the pressure of the demand, due to growing popula-
tion, is constantly becoming more intense. The
result is that the rent may go up, independently of
any effort of the landowner. The actual rent, it was

U
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demonstrated, tends to be measured by the superi-
ority of the better grades of land (whether in fertility
or situation) over the marginal grades. Marginal
land bears no true rent, and, as the price of the pro-
duct is equivalent to the cost of production on the
marginal land, it is evident that a tax imposed on
such rent cannot be reflected in the form of increased
prices. Thus, the common cconomic reasoning is
in support of the contention that a tax or a rate on
pure economic rent cannot be shifted, but must
remain with the landowner. And if the impact,
to begin with, should be on anybody else, the
burden must eventually be transmitted to the owner
of the land. Frictional forces, especially as mani-
fested in long-period leases, may hinder the shifting,
but sooner or later the rent-receiver must be saddled
with most, if not the whole, of the charge.

§ 7. So runs the orthodox argument. Certain
modifications. however, are necessary in connec-
tion with the shifting of local rates. To begin with,
the ratio of pure rent to the total hire rental is
usually smaller than is popularly imagined. Theoretic-
ally this should not make any difference so far as
the element of pure rent is concerned, but in practice
it may be very difficult to separate that clement
from the larger items of interest and profit. Where
the proportion of pure rent happens to be high, some
attempt can be made to analyse the several parts,
and to tax accordingly. Even if the ratio is not
determined with absolute accuracy, the results may
justify the trouble. But, where the item for pure
rent is of small amount, the cost of distinguishing it
from the other factors may not be worth the yield.



XV THE INCIDENCE OF LOCAL RATES 291

In view of the small proportion, as a rule, of
the net economic rent to the gross rental, and,
further, of the difficulty of separating them with
any accuracy, it may be generalised that a rate
which is calculated mainly by reference to the aggre-
gate value or rental is likely to be treated and borne
as a whole. [f it is shifted, there is little chance of
its being broken up into different parts, one to re-
main with the occupier or be shifted forward to the
consumer, and the other to be transmitted backward
to the landowner. The tendency for the latter to
bear the rate on pure rent is not denied, but as the
rate is not specifically so assessed, and as the counter-
tendencies for the rate on the other items to be
shifted in a forward direction are much stronger,
there is little to warrant the belief that the landowner
bears a substantial proportion of the rate.

§ 8. The common theory that that portion of a tax
whichfalls on economie rent cannot be shifted requires
modification in still another way. So far in the argu-
ment we have ignored the possibility of a causal
relationship between rent and rates. We have been
discussing the tax and the thing taxed ax if they
could each be studied and estimated without refer-
ence to cach other. But a moment’s reflection will
show that there is a close and even physical connec-
tion between rates and rent. Two plots of land in
different localities may be the same in all respects
and capable of use for identical purposes. But if the
rates in the first area are higher than in the second.
the net rent that the occupier in the second can
afford to pay is less than in the first.

Rent, then, tends to decline where rates are high
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and to rise where rates are low. Rent and rates come
to be regarded as a whole, and an cxpansion or con-
traction in one of the constituent parts almost in-
evitably reacts on the size of the other. Here again
the question of incidence broadens into one of cffects.
A heavy rate may in part be borne by the landowner,
especially if the proportion of pure rent to total
rental is high. But in the long run, if the high rates
continue, the ability of the tenant to pay his share
of the charges may diminish, and a portion of the
burden may be transmitted to the landowner. This
is not, however, an instance of mere shifting, for the
heavy rates cause an indirect shrinkage in the amount
of the economic rent. The landowner’s income is
reduced, not only by the rates he is required to pay,
but by the contraction in the rent itself.

3. INCIDENCE ON THE BUILDING OOWNER

§ 9. If houses and business premises were like
ordinary commodities, the incidence of local rates,
so far as it concerned the building owners, would
be an easy matter to determine. Even when the
peculiar conditions attaching to this form of property
are taken into account, there is no special difficulty
in ascertaining the general position of the owner.
Buildings, like most other goods, are increased in
supply when they fetch high prices and are produced
more slowly when prices are low. 1t is in this ele-
mentary but important way that they differ from
land.

A rise or fall in local rates may temporarily
affect the net return going to the building owner,
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but eventually it must react upon the supply and
therefore upon the price. If rates go up, and for the
time being eat into the net revenue of the building
owner, there is less inducement than before for new
buildings to be erected, resulting ultimately in a
shortage of premises, with a corresponding rise in
rentals. If, on the contrary, a fall in rates involves
a greater profit for the owner, a strong incentive is
provided for new buildings to be erected, leading
to a fall in rentals. Thus the rates must sooner or
later be transmitted by the building owner, where
he can be said to bear them at all, either backward
to the landowner or forward to the occupier. They
cannot, so long as building prices obey ordinary
market conditions, remain for any considerable time
on the owner.

§ 10. The time clement. it will have been observed,
is a very important factor in these discussions. In
the long run a tax on buildings falls in the same way
as a tax on anything else. But in the short period
part of the tax may stick to the owner. The ‘“long
period 7 is purely a relative term. For some simply
and casily produced articles ten weeks may be suffi-
cient to permit of all the likely adjustments of supply
and demand. For houses and factories ten years may
not be enough to constitute the long period. They
are more durable than most other goods, and new
supplies represent but a small proportion of the
total quantity in existence, thus having but a slow
effect on rentals in general. The heavy cost of
ercction limits the supply of new buildings. A rise
in the rental is not immediately followed by an in-
crease in the rate of construction. nor by an appreci-
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able falling-off in the demand. Until the time that
the supply is again sufficient for normal require-
ments, the building owner may impose an additional
toll on his tenants which may be likened to a scarcity
rent.

§ 11. Within the limits of such a period, the
reasoning now becomes similar to that applying to
land and pure rent. On the assumption that the
building owner takes full advantage of his oppor-
tunity and raises the rental to the utmost degrce, he
is in the same position as the landowner in our carlier
example. If the rates are further raised he cannot
make the tenants bear the charge, for they are
already, according to our assumption, paying the
most they can afford. Thus, to the extent that
the rates fall on the ‘ quasi-rent” of buildings,
the burden cannot be shifted, but tends to remain
with the owners.

Coupled with the comparative inelasticity of
supply, in affecting the incidence of local rates, is
the prevalence of long-period contracts. The build-
ing owner leases the land, on which the property
stands, for a considerable number of yecars, and for
the period of the lease he may be regarded to all
intents and purposes as the owner of the land as well.
That part of the rates which in the ordinary way
would fall on the landowner now remains with the
building owner. 'The latter takes the contingent
liability into account when contracting for the lease,
and where the rates are high the landowner may re-
ceive a lower rental in consequence. But the lessee
cannot, as a rule, predict what is going to happen
when many years have gone by. However astute
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he may be, he cannot always foresee the trend of
local developments and rates throughout a period of
a long lease. During these years rates may soar or
dwindle. The district may decline and become dere-
lict. There may be a radical change in the system
of national and local finance, involving a complete
rcadjustment of the relative proportions. The in-
ability, as a rule, to forccast the trend of rates in
future ycars makes it impossible for the building
owner to buy himself completely free of the liability.

§ 12. The position of the building owner has now
for nearly a generation been modified to some extent
by the Rent Restriction Acts. From one point of
view he has had some cause for complaint, for
although his expenses, both in his business and in his
private life, have not been subjected to any public
control, the rentals he is able to charge for a large pro-
portion of his property are liable to State regulation,
with the result that his expenditure has increased at
a faster rate than his income. But that is not all.
Though rents have been artificially kept down, rates
have considerably increased. There is a natural
tendency, as we have seen, for a tenant to regard
his rental and rates as composing a single gross
amount. The very fact that rates have gone up
makes it more difficult in many cases for the house
owner, even when partial or complete decontrol
affords an opening, to raise the rent to the figure
that he deems appropriate. The rent that he can
charge is less than he would obtain if the rates were
lower. Thus, although he does not actually pay the
rates on his property, he does in effect bear part of
the burden.
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§ 13. The Rent Restriction Acts accentuate the
conditions of the short period, though with the lapse
of years their importance will diminish and the rates
will tend to be distributed in accordance with the
general principles already formulated. There is,
however, another aspect of the time element which
we have not yet touched upon, but which may
appreciably affect the incidence in particular districts.
As a general rule the supply of buildings, made up
of old and of new properties, does not go much ahead
of the demand, which tends steadily to increase.
But the growth of the demand is not uniform, nor
does it proceed at the same rate throughout the
country. In some districts, especially those in which
new industries are springing up, the demand for
houses and other buildings quickly overtakes the
supply, and the bargaining strength of the owners is
increased in consequence. They are able to ensure
not only the ordinary rental but a quasi-monopoly
profit in addition. lf they squceze their tenants to
the utmost extent, and then the rates are still further
increased, it may be argued that the additional
burden must be shifted backward to the owner. But
the numerous counter-tendencies already enumer-
ated would almost certainly retard such a redistri-
bution of the burden.

§ 14. Consider, however, the conditions in a dis-
trict in which the population is declining in numbers.
Supply cannot be adjusted to demand with the same
ease or rapidity as can the supply of ordinary articles.
Buildings arc consumed very slowly, and for a genera-
tion or more the supply may be so much in cxcess of
the demand that the owners are compelled to let
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their premises at sacrifice rentals. During this time
the bargaining strength of the tenants is uppermost,
and as a result they pay a rent that is less than
normal. Were it not for the rates, the tenants might
be willing to pay a larger rental, so that here again
the owner is in recality making a contribution to
the public funds.

Entire districts, in which these conditions prevail
throughout, are normally rare, although at the
present time, unfortunately, the number of appa-
rently derelict areas is abnormally high. It is not
unusual, however, to find at all times a rural area,
or certain quarters of a town, in which the demand
for houses has fallen more rapidly than the supply.
The reason may be found in the migration of the
population, a change in the industrial character of
the locality, or the closing down of some of the
large establishments there, or—in the residential
districts—it may be simply a matter of fashion.
It is evident from the above reasoning that the
owner of occupied properties in a decaying neigh-
bourhood is liable to bear part of the rates.

§ 15. Similar considerations apply where different
scales of rates are imposed in areas which are adjacent
to each other, and which, apart from the rate charges,
are oqually attractive. Provided that the advan-
tages of the low-rated district are not neutralised
by greater travelling or other expenses, there will
naturally be a preference for the houses in that dis-
trict. The relative decline in the demand for houses
in the high-rated arca may compel the property
owners to reduce the rentals, and thus in effeet under-
take part of the rate burden themselves. On the
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other hand, the increase in the demand for houses in
the first area may result in the property owners
raising the rentals, thereby lessening the net ad-
vantage that the district enjoyed in the matter of
rates. Ultimately there may be little to choose
between the aggregate sums that householders have
to pay in the two localities.

4. INCIDENCE ON THE OCCUPIER

§ 16. The extent to which the occupier of in-
dustrial premises can shift the rate burden either
backward or forward depends on several conditions.
Only in rare circumstances can it be moved backward
to the building owner or to the landowner. A forward
shifting to the purchaser of his products is his main
hope, and it can be accomplished principally when
the demand is comparatively inelastic, and when the
several firms in the industry, whether by specific
agreement or not, pursue a common course. The
inclusion of rates in production costs and therefore
in the price of the articles is perfectly legitimate,
but there is no certainty, even if other conditions
are favourable, that each individual producer is
able to recoup himself in this way. If the same
poundage rate were levied throughout the country,
it would be more practicable for the charge to be
incorporated in the price, but, since the charge
varies from one industrial area to another, the pro-
ducers in the highly rated districts are often unable
to shift the whole of the burden. Better to bear
some of the charge themselves, they may argue,
and keep their market, than to raise their prices,
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and thus risk being undercut by firms that are
situated in a district where rates are lower.!

§ 17. The ability of shopkeepers to shift their
rates is governed by similar factors, though the
relative importance of differential rates appears to
be more in evidence. In the retail trade more than
in manufacture a single firm is apt to have a number
of branches, scattercd perhaps over an area that
shows a wide variety of poundage rates. A mul-
tiple concern may have shops in different towns, in
which the rates vary by five shillings or more in the
pound, yet sell its wares in the several establish-
ments at a uniform price. That the aggregate
rates paid by the firm normally enter into the price
is not disputed. The high rates paid in one district
may be set against the low rates in another, and
uniform prices be settled accordingly. But there
must be individual branches of which it can truly be
said that a part of the rate charge tends to stick.
In a town in which rates are low there may be a
single store which effectively competes with the
branch of the multiple concern. For the latter to
charge prices that are in part determined by its
relatively high average poundage rate would pos-
sibly render itself liable to be undersold by the
store with a low rate charge. Even if the rates
in a town containing one of the branches were to
rise, and the costs of business firms there increased
accordingly, it is unlikely that the prices charged
by the multiple shop would be raised, unless the
increase in rates occurred in several other localities

1 The question of incidence in such cases becomes inseparable
from that of offects. See below, pp. 306-307.
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in which it rented premises. Further, any tendency
for the multiple concern to raise its prices on
account of its high average rates would probably
be more than offset by the greater cconomics that
it enjoyed over the individual rival shopkeecper.
Its actual prices are, in fact, usually lower and not
higher than those charged by the small dealer.

In retail selling, too, there has been a marked
growth of recent years in the mail order business.
Competition becomes more effective between the
small town shopkeeper and the vast departmental
stores in large cities, with the result that prices of
an ever-increasing range of goods tend to become
more uniform throughout the country. 1t is diffi-
cult to see how variations in local taxation can be
reflected to any serious extent in differences in the
scale of charges for such goods.

The actual incidence of the rates in industrial
and commercial establishments is liable to be con-
cealed by many factors. Rates constitute only one
among many other costs, the proportion naturally
varying with the character of the business. An
increase in local taxation may have the effect of
promoting economies in various directions, with the
object of keeping down prices and retaining the
share of the market. The directors may try to
swell the turnover of the undertaking, so spread-
ing the overhead charges and reducing unit costs.
Among the numerous factors that go to determine
the prices of the various goods sold, it is hardly
practicable to gauge with accuracy the specitic
effect of the rates on prices, and therefore the exact
nature of the incidence.
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§ 18. We come finally to the incidence of rates
on private dwelling-houses. Here the position is
comparatively clear. There is, to repeat, a strong
tendency for a tax to stick at or near the point of
impact. The ordinary householder is seldom given
the chance of shifting the burden. The act of sell-
ing provides the usual occasion, as a rule, for trans-
mitting the charge, but for the householder, as
distinct from the manufacturer or the trader, the
opportunity is not often present.

The householder, then, cannot as a rule shift his
ratc burden in a forward direction. Can he trans-
mit it backward to the building owner or, ultimately,
to the landowner ? Such a movement we have
alrcady shown to be rarely possible. Backward
shifting is difficult at any time, and, in the absence
of such opportunities as are occasionally offered to
those engaged in trade. the householder must in the
great majority of cases be content to bear the whole
of the charge himself.

The more inelastic is the demand for houses (and
the demand in general is distinetly inelastic). the
more does the incidence of the rates tend to be
on the occupicr. This tendency is strengthened by
the natural inertia of many people, the sentimental
attachment to a particular house or locality, not
to mention the possibly high cost of removal. A
certain distinetion, however, can be drawn between
the burdens falling respectively on the occupiers of
large and small dwellings. The working classes
cannot afford to live at a great distance from their
place of employment, and the pressure on the smaller
houses to be found in or near the industrial parts
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of the towns is correspondingly high. Those with
larger incomes are able, if they wish, to live at
greater distances. Not only may they enjoy a
lower poundage rate in the districts in which they
take up residence, but the fact that they have, as
a rule, larger choice of localities puts them in a
superior position, as compared with the working-
class population, in bargaining with the building
owner. But the advantage is in the aggregate
only small, and there is little need to modify the
generalisation that the incidence of rates on dwell-
ing houses tends to be borne by the occupier. The
intention of the authors and administrators of the
rating system that the burden should fall in this way
is almost invariably fulfilled. Thus, there would be
cause for satisfaction, but for the doubtful criterion
of ability that governs the entire scheme.



CHAPTER XVI
LOCAL RATES AND INDUSTRY

1. DEFICIENCIES OF THE PRESENT SYSTEM

§ 1. WE ended the previous chapter on a note of
criticism of the principles at present governing the
system of local rating. Complaint is directed not
only against the actual amount of the rates, but also
against the sclection of property in one’s occupation
as the criterion of ability to pay. The defect is
claimed to be too deep to be rectified by any measure
which brings about only a surface adjustment of
rates to the value of property.

The force of this criticism shows itself in several
different directions. It is particularly evident, for
example, if we compare the position of a man with
a large family with that of a man with a small family,
each living in houses of corresponding size. If the
income is the same in each case. the taxable capacity
of the first man is obviously less than that of the
second, but the rates are not calculated on such
a basis. As the system is at present devised. no
allowance is made for the individual householder’s
outgoings, and the rate burden increases as the
family grows.

303
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Where the incomes are different, the relative dis-
parity of the rates is even more marked. Suppose
that one man has an income of £250, while another is
in receipt of £1000. It is extremely unlikely, on the
average, that the more prosperous of the two would
occupy a house four times as large. As one ap-
proaches the still higher levels of income, the pro-
portion spent on house rent shows a further decline.
Thus, so long as local rates are based on rent, the
burden falls with relatively greater severity on those
with the smaller incomes.

§ 2. In national taxation, the principle of pro-
gressive taxation is now accepted. The scales of in-
come tax, surtax, and death duties are steeply gradu-
ated, so that, the larger is the income or estate of a
person, the greater is the percentage deducted by the
Exchequer. Excise and customs duties, it is true,
are not capable of being graduated according to
the position of the individual consumer. Since the
proportion expended on dutiable goods diminishes
as one’s income rises, the burden of the indirect
duties works out in a regressive rather than a pro-
gressive manner. As, however, only one-third of our
national revenues is obtained from commodity taxes,
the heavy graduation of the direct scales is sufficient
to give the system of taxation as a whole a marked
progressive trend.!

Local rates are open to the same criticism as in-
direct taxes. But, while the weight of the commodity
duties is in large measure rectified by the graduated
direct dutics, the unequal burden of the local rates
is left unchecked. As at present devised, the rates

1 See above, pp. 78-80.



XVI LOCAL RATES AND INDUSTRY 305

must be regressive in character, and are therefore
defective on the score of equity. Different, too,
from income tax, they have to be paid whether
a business is making a profit or a loss; and they
are an clement in costs, often to a damaging
extent.

§ 3. The burden is unfairly apportioned, not only
among housecholders of different degrees of income
and family responsibility, but also among owners of
different kinds of property. If it is right to tax
property, there is no sound reason why land and
buildings should be chosen as criteria while other
forms of property are left out of account. Originally,
once the property basis was decided upon, the choice
of the actual basis was fairly obvious. Alternative
forms of investment and expenditure were compara-
tively rare. The tax administrators were not far
wrong when they estimated a person’s capacity by
referenco to the extent of his property in the ordinary
narrow sense. But in the course of time the manner
and form of people’s savings and expenditure under-
went a change, and the occupation of premises no
longer afforded a satisfactory measure of ability.
One prosperous person might spend a fifth of his
income on rent. Another, with the same income
and number of dependants, but with different tastes,
might devote only one-tenth to rent, and spend the
balance on movable goods not subject to rates.
The first man, under the present system, is hit more
heavily than the second, simply because local taxa-
tion is restricted to a particular form of property.

The same discrepancy is to be found in the re-
spective burdens of different kinds of industry, even

b.o
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within the same rating district. An establishment
which requires comparatively extensive premises and
land is required to pay heavier rates than a concern
which can be confined to a small space, although the
profits of the two are no different. Thus, an iron and
steel works may have a no greater volume of business
than a boot factory, but the buildings and area are
considerably greater. To tax the two undertakings
on a similar basis is to inflict severe damage on the
industry which, by its nature, is more dispersed.!

§ 4. Until now we have been considering the in-
equality of the rate burden as between different
individuals and different types of business concerns
in the same area. When we come to compare the
burdens of undertakings in different localities, the
inequality is found to be even more pronounced. A
firm in one part of the country may be moroe efficient
and turn out a better class of article than a rival firm
in another district. If, however, the rates are much
higher in the first than in the sccond area, the former
concern may be scriously handicapped in competing
for the market. Should the disparity continue, the
firm that is adversely affected may consider the
possibility of moving its establishment to another
part of the country, even though several disadvan-
tages may attend the change. There is the cost of
dismantling and re-ercction ; transport costs may

! For instances of the proportion of rates to total costs refer-
ence may be made to the Roports of tho Committee on Industry
and Trade; in particular, Factors in Industrial and Commercial
Efficiency, 1927 (pp. 59-62 and 473-92), and Further Factors, 1928
(pp- 106-3). Subsequent logislation, dealt with below, has to
some extent eased the burden of industrial, as distinct from com-
mercial, undertakings,
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be greater ; the new local labour supplies may not
be so efficient ; housing accommodation may not be
adequate for transferred employees.

In the view of the firm itself the disadvantages of
the new district may be outweighed by the smaller
rates that will have to be paid—though there is no
certainty that the local charges will not follow suit
in the course of time. But a wider view may show
that the change-over entails a net economic loss to
the country in general. Labour and materials are
possibly being diverted into less productive channels,
and, although for the time being the decision may
work out to the benefit of the concern, it does not
necessarily follow that the community as a whole has
gaincd. Hence the present methods of rating may
prove to be not only inequitable in their incidence,
but uneconomic in their effects.

2. THE REFOorRM OF THE RATING SYSTEM

§ 5. By the Act of 1929 Parliament gave force to
a measure for the reform of the rating system. The
changes took three principal forms. First, it was
decided to relieve to the extent of 75 per cent the
rates on industrial premises; to grant a similar
concession to the transport services. conditional
upon their reducing the freight charges to agri-
culture and the ‘ heavy ” industries ; and to remove
entirely the rates on agricultural property. Secondly,
in order to compensate the local authorities for the
loss of revenue, it was decided to increase the national
grants-in-aid. calculated according to specially de-
vised formula. (The revenue from the newly im-
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posed petrol duty was expected to provide most
of the funds required for this purpose.) Thirdly,
in order to reduce the difficultics and waste con-
sequent upon the highly localised organisation of
poor relief and road services, it was decided to trans-
fer these functions from the smaller bodies to the
county or county borough authorities.

§ 6. One criticism of the measure was that it re-
lieved ““industry > at the expense of other interests
in the locality ; or. as was popularly stated, that it
merely robbed Peter to pay Iaul. That, in the
opinion of many critics, was a sufficient condemna-
tion of the measure. But is it necessarily a bad
thing to rob Peter to pay Paul ? Have we not been
doing this for centuries, both in our national and
local finances ? May not Peter be more able to
bear the burden, or suffer less than Paul gains ?
State expenditure on social insurance, on old age
pensions, on education, and so on, all entail a
burden for certain bodies of taxpayers who receive
back from the public authority nothing approach-
ing the value of their compulsory contributions.
Objection to the scheme merely on the ground that
it increases the burden for some of the ratepayers
does not carry much weight. It is the very essence
of the scheme that the charge should be more
equitably apportioned, and it is obviously impossible
to give benefit to certain sections that are in rela-
tively greater need of it without calling upon other
sections to bear a bigger proportion.

The criticism, however, may be taken to refer to
the increased national taxation to meet the reduced
revenue from local taxation. The gain that accrues
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to a person in his capacity as a local citizen, the
argument runs, is offsct by the heavier duties he is
required to pay to the State. If the scheme worked
out in this manner, there would, of course, be no
general advantage. But is it correct to assume
that this is what the scheme implies ? In so far as
the petrol duty is harmful to industry, there is
much force in the contention that the gain to the
industrialist is neutralised by the greater cost of
fuel for transport. But the ratio of this burden
to the benefit conferred by the reduction of local
charges on industry is unlikely, except in a few
industries, to be appreciable. The petrol duty does
not, in fact, yield ncarly enough to provide for the
new contributions from the State in aid of local
rates, and the national revenues in general have
therefore to be drawn upon; but that does not
weaken the case in the least for the redistribution
of the burden. The selection of petrol asx a medium
for the new revenue is of secondary importance.
What matters is that a national tax was chosen to
act as a part-substitute for a local rate. Industrial-
ists as a class have unquestionably to pay more to
the central Kxchequer than before, but it is very
improbable that their additional liability on that
account is anything approaching the extent to which
their rates have been remitted. The submission,
therefore, that the industrialist loses in one direc-
tion what he gains in another, will not, on this ground
at any rate, bear serious examination.

§ 7. More serious is the criticism that the scheme
rests on an artificial distinction between industry
and trade. As viewed by the economist they are
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complementary stages in the general scheme of pro-
duction. The interdependence and inseparability
need not be insisted upon if the scheme were an
emergency one. But the decision to give relief to
one section of production, largely at the expense
of another section, hardly less important, for an
indefinite period of years, cannot be accepted with-
out question.

The argument put forward in defence of the
differentiation is, of course, that industrial under-
takings have. on the average, suffered more during
recent years than commercial concerns. They have
had to face severe foreign competition, whereas the
distributive trades have enjoyed a * sheltered ”
position. Wholesale prices have dropped much
more rapidly than retail prices. On grounds such
as these the special measure of relief is defended.
The possible inference, however, that the degree of
profitableness is to be taken as the basis opens up
fresh problems. If it is right to assist the coal and
iron industry because their profits have shrunk
almost to nothing, but to give no help to depart-
mental and multiple stores because this kind of
business has been comparatively flourishing, the
question may be, and has been, asked whether it is
right to reduce the rates of those industries that
have not shared in the general slump but have, in
fact, increased their profits. When the Bill was
before Parliament there were many who wished to
debar the brewing, tobacco, and artificial silk in-
dustries from the terms of relief.

§ 8. But, if this concession had been granted,
the next demand might have been that the benefits
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of rate remission should be withheld also from
individual concerns, irrespective of the industry,
that happened to be making relatively high profits.
Even in the depressed industries there are firms
that have been carning fairly good profits, and on
the same principle the benefit might be kept back
from them also.

If, however, this further differentiation were de-
cided upon, the whole scheme would become so
emasculated as to be in danger of collapse. What
would be the dividing line between the industries to
be assisted and those not to be assisted ? What
would be the standard of profits that determined
whether a particular firm was to have some of its
rates remitted or not ?  And, if it came to such a
pass, why should there be a flat-rate remission of
76 per cent 7 Why should not those firms that
were doing very badly get 100 per cent remis-
sion, while those firms making but a slender profit
get only 25 per cent remission ? There would be
no end to the proposals that might be put for-
ward, once the request for differentiation were
acceded to.

The most serious objection, however, to any such
discrimination between different industries and dif-
ferent concerns is that in many instances a penalty
would, in effect, be placed upon efficiency and enter-
prise. 1f an industry is doing badly as a result of
circumstances that are beyond its own powers of
control, there is something to be said for public
assistance. But some industries, and certainly
many individual businesses, are suffering losses
because of faulty organisation and antiquated pro-
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cesses. If a ““ de-rating” scheme were carried to
the extent of discriminating between different firms
in a single industry, the results might be disastrous.
A subsidy of any kind is open to many objections,
but one that differentiated in favour of the less
efficient deserves nothing but censure.

§ 9. One criticism of the scheme that has had a
wide vogue is to the effect that, as the total amount
involved was small to begin with, it would have
been better to restrict the benefits to a few selected
areas instead of spreading them thinly over the whole
country. While certain comparatively prosperous
localities enjoyed a small windfall, many of the
depressed districts found the assistance too small
to afford any real relief. Had the national grants
been confined to the badly hit areas, it is main-
tained, the aggregate benefit to the country would
have been greater, for, while the non-assisted arcas
would have carried on, those singled out for special
help would have had a better chance of recovery.
This proposed form of differentiation is in some ways
less objectionable than that on a profits basis, but
it is open to attack from other directions. As a
measure for emergency assistance there is much to
commend it, but to embody it in a permanent
scheme would be obviously unsatisfactory.

§ 10. This leads us to the wider question of ulti-
mate responsibility for the mitigation of hardship
in particular localities, and to the provisions in the
Local Government Act that transferred the poor
relief and road services from the smaller authorities
to the county or county borough councils. While
this reform was unquestionably a step in the right
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direction, it failed, in the opinion of many critics,
to go far enough. The problem is really twofold.
It is, on the one hand, a question of whether the
wadministration should be left in the hands of a com-
paratively small authority. It is, on the other
hand, a question of whether the financial respon-
sibility should be left to the smaller area, or
whether it should be undertaken by the nation as
a whole.

The supersession of the Boards of Guardians by
the Public Assistance Committees of the counties or
county boroughs is generally agreed to have been
beneficial. Under the former system there was
multiplicity of duties and wasteful overlapping,
while many of the smaller localities found them-
selves unable to cope with the distress concentrated
within their boundaries. The supporters of the
scheme in its amended form believed that the new
area of administration was sufficiently large to secure
efliciency and economy. They placed great emphasis
upon the necessity forlocal supervision and for special
knowledge of the distriet’s needs.

To admit. however, that the larger local authori-
ties are capable of successfully administering the
poor relief services is not necessarily to agree
with the financial apportionment of the burden. A
whole county may be under the blight of trade
depression, and the ratepayers may find increasing
difficulty, through the vicious cirele of high rates and
unemployment, in facing the situation. Under such
conditions the State must sooner or later intervene.
Its decision to assume financial responsibility need
not, if accompanied by adequate safeguards, interfere
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with, or lessen the advantages of, local adminis-
tration and supervision. The principle is alrcady
accepted in the scheme of unemployment insurance,
and to apply it to poor relief would be no revolution-
ary procedure.



CHAPTER XVII
THE CONCENTRATION OF TAXATION

1. Tue TexDEXCY TO CONCENTRATION AND
SIMPLIFICATION

§ 1. A suRVEY of the history of public finance during
the past hundred years clearly reveals the twofold
tendency towards the concentration of the burden of
taxation and the simplification of the methods of
assessment and collection. At times this tendency
appears to have been in abeyance. or acting even in a
reverse direetion. but over the period as a whole it
has been very marked. A century ago almost the
whole of our taxation was indirect in character. and
was spread much more evenly over the population
than would be possible or tolerated to-day. Though
the rich paid larger sums than the poor, the propor-
tions to their respective incomes were very unequal,
rendering the system in general distinetly regressive.
The abolition of a large number of commodity
duties, and the imposition and growth of the income
tax, gradually improved the position. and subse-
quently, with the extension of the several allow-
ances and abatements, and the institution of a
surtax, the unequal distribution of the burden
315
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was largely rectified. In the last few years the
taxes of this country have been still further concen-
trated, until now there is an outery in some quarters
against a system which, it is claimed, gives the masses
of the people an increasing measure of political
representation and power, but, apparently, a diminish-
ing obligation to contribute to the public purse.

Similarly the method of taxation has, on the
whole, become very much simplified. Commodity
taxes that were at one time counted in hundreds fell
in number by the beginning of the present century to
less than a score. The income tax and death duties
proved a simpler and more direct means of revenue,
and between them have come to be responsible for
the bulk of the total yield. The complexities of the
income tax law and administration certainly need
to be removed, but they are a small matter as com-
pared with the cumbersome methods in vogue before
direct taxation was introduced.

§ 2. Though the motives have not always been
the same, the concentration and the simplification of
taxation have, for the most part, progressed together,
and have been of mutual assistance. When, for
instance, the number of taxed commodities was suc-
cessively reduced, and the loss in the revenue was
made up by increases in the scales of income tax, the
simplification of the collection almost inevitably led
to a closer concentration of the burden. Also, in
some respects, the gradual concentration has aided
in the simplification. There is, for example, a strong
case at the present time for the consolidation of
the existing income tax and surtax, cach with its
own scale of progression, into onc duty with a single
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graduated scale. A similar, though less forceful,
argument could be made out for the unification of
the death duties, even if no new principle of gradua-
tion were introduced.

§ 3. During the last few years, however, the
two movements have been less uniform. The dis-
tribution of taxation has maintained its tendency
to further concentration, but the tendency to simpli-
fication has in some departments received a certain
check, which may, or may not, be temporary. Dur-
ing the war and post-war years several new duties
were created. In some instances, such as the enter-
tainment and the petrol taxes, the purpose was
entirely one of revenue. In others, such as the
safeguarding duties, the motive was protectionist.
Tt is difficult to avoid complications following the
establishment of new taxes. If an import duty is
deliberately designed to guard a home industry
against foreign competition, there soon arise demands
from non-protected industries for this kind of shelter,
and it is difficult to draw the line. If, on the other
hand, it is *‘ for revenue only 7, care has to be taken
to devise countervailing duties for home-produced
commoditics of a similar kind. One tax, whether
protective or not, leads to another. 1f the use of
substitutes causes the revenue from the taxed articles
to be less than was anticipated, the substitutes have
to be taxed as well. All kinds of trifling adjustments
have to be made. Matches are taxed : therefore a
duty has to be imposed on mechanical lighters, even
though the additional revenue is negligible.

In local finance, too, the practice has become com-
plicated rather than simplified during the past few
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years. The system of local taxation and of national
grants-in-aid badly needed overhauling and unifying.
It was agreed by all parties, during the discussions
prior to the Act of 1929, that the prevailing methods
were not only antiquated, but extremely inequitable
in their results. Industrial premises and agricultural
property were therefore “ de-rated ”’, and a formula
was devised for readjusting the grants from the
central authority. But, whatever the virtues of the
new arrangement, simplicity was not one of them.
No sooner had the new scheme been published than
modifications and provision for ad hoc adjustments
were found to be necessary, with the result that the
tangle became in some ways little better than before.

These new intricacies in our system of national
and local taxation may be but temporary lapses.
They will have served a useful purpose if they stimu-
late, by way of reaction, a renewed interest in the
possibilities of simplification. From one point of view
it seems not a little incongruous that a citizen should
have to contribute towards the cost of the public
services in such a variety of ways. 1t may be asked,
in fact, whether it would be possible, not merely to
reduce the at present large number of duties, but to
obtain the entire revenue from a single graduated tax.
In principle such a method would be highly desirable,
and far more rational than the prevailing practice.

§ 4. The proposal, of course, is not new, though the
suggested basis of such a tax has naturally changed
with the times. As far back as the seventeenth
century we find schemes for substituting a single
impost in place of the many excises and customs.
1t was thought by early would-be reformers that a
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single tax on luxury expenditure would be the ideal
means. Although, strictly speaking, this method
would have entailed a certain multiplicity of taxes,
for there was no one luxury that could have been
singled out to provide the whole of the revenue, the
notion had at lcast the merit of simplicity. At a
time when the needs of the State were very small,
such a system of taxation might have provided suffi-
cient funds, but it certainly would have been resisted
by the well-to-do classes who naturally would have
been the main purchasers of the luxuries subject
to duty. Moreover, it would have discriminated
unfairly between the moderately rich and the very
rich, to the disadvantage of the former. since pro-
gressive graduation of commodity duties is imprac-
ticable to any serious extent.

Subsequently it was proposed to levy a single tax
on property, taking either the rather narrow basis
of houses and lands, or the wider basis of all material
possessions capable of valuation and assessment.
The limitations, however, of such schemes are soon
evident, and we have only to look to our present
system of local rating, which is a form of single
taxing, to realise how unsatisfactorily the narrower
method works out in practice. Even if the pro-
posed tax were extended to all forms of property,
the results would be little better. The failure of the
American general property tax well illustrates the
shortcomings of such a measure.

§ 5. Coming to more recent times we find the
proposal of the Physiocrats and, later, of Henry
George for a single tax on land values. We need
not recapitulate the well-known argument that,
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with the increasing pressure of a growing population
on the limited supplies of land, the value is forced
up independently of the owner’s efforts, nor enter
again into the economic proof that a tax on such
surpluses cannot be shifted. The question that now
concerns us is, not whether a tax on land values is
desirable, but whether a single tax on these values
would be adequate to our neceds. To this question
there is but one answer. Though the land values
of this country are considerable and are still in-
creasing, they arc not nearly sufficient to provide
the revenue that modern governments require.
Henry George had in mind the rapidly expanding
land values in nineteenth-century America, at a
time when public expenditure was very small.
Nowadays, the growth of land values is much slower,
while the financial needs of the State are much
greater. But, even supposing it were possible to
secure all the needed revenue from such a tax, its
equity would still be in doubt in that a large pro-
portion of the nation would escape from its due share
of taxation. Few would now carry their conviction,
that the land is the source of all wealth and income,
to the point of concentrating the entire charge on
the landowners. There is a strong case for the
special taxation of surpluses, but it is a mistake to
imagine that the land is the only, or in these days
the chief, source of such increments.

2. A SINGLE TAX oN INCOME

§ 6. Proposals for a single tax on incomes can be
found very early in fiscal history—long before, in
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fact, the income tax was adopted even as a minor
agency of public revenue. One notable plan,-though
not the first, was that put forward in 1707 by
Vauban, a French minister, who recommended that
all incomes, whether drawn from land and property,
or from business, or from personal labour, should be
subjected to a direct tax. Small incomes were to
pay 3-33 per cent, moderate incomes 6-66 per cent,
and large incomes 10 per cent. The State, it was
submitted, should aim at raising in such a manner
the bulk, if not the whole, of its revenue.

Nearly a century and a half later (1848) Sparre, a
German tax official, propounded a scheme for a direct
income tax to take the place of the existing indirect
duties. Possibly he was influenced by the institu-
tion in England six years carlier of a small income
tax. Though there was little chance of the principle
being nationally adopted, many other ardent re-
formers published their variants on the main scheme,
and Ziegler, the mayor of Brandenburg, actually
succeeded for a time in introducing a single pro-
gressive income tax in his own town.!

Many schemes for the adoption of a single direct
tax on incomes have made their appearance during
the past fifty years, and the increasing concentra-
tion of the burden tends to give colour to tho general
proposal. At the present time in this country, over
two-thirds of the public revenue comes from direct
taxation—a remarkable change-over from the posi-
tion only a fow decades ago. A single income tax
was admittedly difficult to accomplish in the days
when even the ordinary income tax was either un-

1 Seligman, The Income Tax, p. 235 (2nd edition).

Y
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known or played but a small part in a multiple
system, but nowadays, it is sometimes maintained,
when people are more habituated to this form of
taxation, the notion should not be so lightly dis-
missed as utopian. If the tendency to closer con-
centration and simplification is continued, and the
ratio of direct taxation becomes still greater, the
proposal for the complete substitution of a single
direct impost for the existing method may well
become a subject of practical politics.

§ 7. In principle there is much to be said in
favour of a single graduated tax on incomes. It
would, on the face of it, have the merit of simplicity.
Since all taxes must, sooner or later, come from
income, the direct imposition of the duty would
short-circuit many of the existing methods of raising
revenue, and would thus, it is claimed, be more ex-
peditious and economical. Secondly, direct taxation
is more adaptable and elastic than commodity duties,
and could be more scientifically adjusted to the needs
of the State. 1t sometimes happens that an increase
in the tax on a commodity causes such a contraction
of the demand that the financial yield is very dis-
appointing to the Chancellor, quite apart from
the detrimental economic effects on the industry
concerned. Thus, in some respects, the proposed
single income tax might be more certain in its
yield than a composite scheme such as at present
employed. Thirdly, it would possess the virtue of
making every taxpayer know exactly what he hands
over to the Treasury. The cynic may retort that,
not only do many people prefer to be taxed in the
dark, but that the State should keep the well-to-d>



xvii  THE CONCENTRATION OF TAXATION 323

also in ignorance of the true amount of their contribu-
tions. But, though there may be some disappoint-
ment in store for those who advocate a universal
income tax as a means of stimulating a sense of
political and civic consciousness, the educative
effect of direct as compared with indirect taxation
cannot be gainsaid. Fourthly, direct taxation is
much more capable of equitable adjustment to
individual capacity to pay than commodity taxation
possibly can be, and this capacity for progressive
graduation is probably the weightiest argument of all.
In so far as commodity duties are imposed on expen-
sive luxuries, they aid rather than hinder the general
scheme of progression, but. as they fall to a large extent
on articles consumed by the masses of the popula-
tion, their general character is distinctly regressive.

§ 8. The upholder of a multiple system of taxation
does not deny the force of many of these arguments.
He recognises the tendency to a closer concentration
and simplification, which eventually may lead to
what is virtually a single tax. But many vears will
have to elapse, he contends, before all indirect taxes
can be scrapped. The ratio of direct to indirect
taxation may have rapidly increased, but there is no
adequate reason, now that it has reached two-thirds,
for jumping the remainder and establishing a com-
pletely direct system.

The difficulties in the way of a single income tax
are considerable. In the first place, the scheme is
not so economical and simple as would appear on
first examination. Because the cost of collecting the
present income tax and surtax is only 1} per cent,
as against 2 per cent or more in the case of many
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commodity duties, it does not follow that the expense
of raising the whole of the revenue on an income
basis would be equally low. The reason for the
present low cost of collection is to be found in the
high average duty that is imposed. Exacting £1000
in income tax and surtax from one taxpayer does
not cost a great deal more than collecting £100 from
another—certainly not ten times as much. But if
the range of incomes liable to income tax were
lowered, the average of the sums raised would
naturally diminish, and the ratio of the cost of
collection would almost inevitably increase.

A system of collecting income tax from wage
carners in the form of stamps, affixed to a card in the
manner of insurance contributions, has its attrac-
tions, but it is not quite so simple as it sounds. To
make an equitable adjustment of the tax as between
one set of wage-income receivers and another, it
would be necessary to have a varied scale of duties,
for obviously a flat rate of duty would hit the
man with a low wage more heavily than a man
with a high wage. Then there would be the difficulty
of making allowances for irregular earnings and for
weeks of unemployment, and also for children and
adult dependants, not to mention the several other
charges on income normally permitted. The existing
scheme of commodity taxation is open to many
objections, but there would be little to be gained in
practice from the proposed innovation unless the new
method showed a clear advantage over the old.

It must be borne in mind that the growth in the
ratio of direct taxation, and the liability to a still
further increase, does not necessarily entail a reduc-
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tion in the number of duties. Though indirect taxa-
tion has declined in proportion, it has increased con-
siderably in its yield. Further, there is a certain
multiplicity even in the system of direct taxation.
The income tax, as at present devised, is in some
respects a composite tax, the five schedules cover-
ing different sources of income. The inheritance
duties, too, have an important place in direct taxa-
tion, though it is best to regard them as comple-
mentary to, and in some ways as checking the
deficiencies of, the income tax rather than as per-
fectly independent duties.

§ 9. There are few supporters of a single tax who
would interpret the principle so rigidly as to exclude
duties on inheritances. To abolish the death duties
would mean a considerable falling-off in the revenue,
and to attempt to make good the deficiency by raising
the income tax would be liable to have harmful
economic effects. Also, the narrow interpretation of
a single income tax so as to exclude the death duties
would not appeal to those who regard the system of
inheritance as an important contributory cause of
inequality, and who would use those duties largely
with the object of reducing the disparities in income
and wealth.

To rebut the charge of inconsistency the single
taxer might contend that the death duties were
nothing more than a form of deferred income tax.
Or he might propose that inheritances should, as they
are received, be treated as income, and be taxed
accordingly. But there should be no need to resort
to such interpretations or expedients if the essential
principle of unity were properly grasped. The death
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duties, though they are technically independent
means of revenuo, are very intimately bound up with
the income tax and form an integral part of the whole
scheme of direct taxation. If it were possible to
abolish all indirect duties, and to concentrate entirely
on the income and inheritance taxes, the system
would be as “ single ” in its aim and method as the
most optimistic advocate could expect.

§ 10. Until the scheme of public finance is so de-
veloped that it is possible to estimate everybody’s
capacity to pay, and to impose a direct tax in such a
way that it cannot be avoided or shifted, there will
be a case for retaining, within limits, a multiple
system of taxation. The several taxes that we now
have scrve in some measure as mutual correctives,
and spread over a wider field than a single tax, at the
present time, could possibly cover. The death duties,
we have seen, make up for some of the deficiencies
of the income tax. The excise and customs duties
enable the State to reach many people, whom it is
either impossible to tax directly, or whose contribu-
tions are so small that the cost of collection in any
other way would be very heavy. The duties on
luxuries not only bring in revenue, but they also
have salutary effects on consumption, and ulti-
mately perhaps on production. Further, whatever
the defects of our system of local taxation—and we
have observed how considerable they are—there are
few who would propose that the whole of the local
rates should be merged in a national income tax.
Such arguments may not all have the same force,
but in the aggregate they furnish a case for a
moderate multiple system that the exponents of a
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complete single tax, in the present stage of develop-
ment, find it difficult to controvert.

Nevertheless, the ideal of a single tax on income
ought not to be lost sight of. That people should
contribute to the State in such a wide variety of
ways on perhaps every day of the year is hardly the
most rational method. The convenience of the pre-
vailing system is an attractive feature, but it may be
dcarly bought. A single income tax need not, if
properly devised, impose a greater hardship, and if
the people were made more conscious than they are
now of the amount of their actual tax payments,
that would be an advantage rather than a loss. The
day has gone by when the perfect system of taxation
was regarded as pressing lightly on many points and
heavily on none. The concentration and simplifica-
tion of taxation has fast developed during the past
hundred years, and, though even a modified single
tax on incomes is not yet in sight, we may be nearer
to it than we imagine.






STATISTICAL APPENDIX !

TABLE I

TOTAL REVENUE AND EXPENDITURE OF THE
UNITED KINGDOM

1912-13 To 1929-30

Financial Year. Revenue,

l Ixpenditure,

! 1912-13 £188,802,000 £188,622,000
1913-14 198,243,000 197,493,000
1914-15 226,694,000 560,474,000
1915-16 336,767,000 1,559,158,000
1916-17 573,428,000 2,198,113,000
1917-18 707,235,000 2,696,221,000
1918-19 889,021,000 2,5679,301,000
1919-20 1,339,571,000 1,665,773,000
1920-21 1,425,985,000 1,195,428,000
1921-22 1,124,880,000 1,079,187,000
1922-23 914,012,000 812,496,000
1923-24 837,169,000 788,840,000
1924-25 799,436,000 795,777,000
1925-26 812,062,000 826,100,000

A 1926-27 805,701,000 842,395,000

. 1927-28 842,824,000 838,585,000
1928-29 836,435,000 818,041,000
1929-30 814,971,000 829,494,000

' The statistics in this Appendix are reproduced by permission of the
Controller of H.M. Stationery Office.
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TABLE

NET RECEIPTS FROM
UNITED

Heads of Revenue and Articles.

1913-14. | 1918-10. | 1019-20. | 1920-21.

Thousand £.
INCOME TAX AND SURTAX :
Schedule A . . 10,304 21,900 44,500
”» B 21 82 ,900
” C 2,86 19,700 2,000 | - 340,666
» D 27,204 || 185,648 | 209,829
” E . . 3,223 25,640 32,8
Surtax . . . 3,339 35,560 42,405 55,669
Total Income Tax and Surtax 47,241 293,268 | 359,434 396,334
ExcEss PROFITS DUTY and Mumtlons Levy 283,977 | 289,208 218,099
CORPORATION PROFITS TAX P . 701
ESTATE, ETC., DUTIES :
Pr%bute Duty, including Temporary Estate 67 20 14 19
uty
Estate Duty 1894 . 21,640 25,144 36,638 40,614
Legacy, Succession and (.orpotatlon Duties 5,149 5,636 6,108 6,548
Total Estate, etc., Duties 27,165 | 20,800 | 42,760 | 47,181
STAMP DUTIES -
Land and Propert), other than Stocks and 1,956 2,530 5,763 6,890
qtockx shares, Debentures, ctc. 3,164 2,551 6,119 4,064
Com nnles Share Capital l)uty 705 1,038 3,604 5,960
%{l;zglulf&, 2{28 of hxchnnge, ctc 2.;(;} 4,;![3; A,Q(I);I) ?,%g
5 7 2
Shipping 309 554 4 1,010
Certlﬂcates and Licences 175 155 ?«é "161
Insurance and Miscellaneous 508 488 726 769
Total Stamp Duties 9,983 12,417 22,891 26,541
LAND TAX . 690 643 671 650
LAND VALUES DUTIES 735 710 651 308
INHABITED HOUSE DuTY 1,094 1,860 1,935 1,956
MOTOR VEHICLE DUTIES I o o 7,775
CUSTOMS AND EXCISE :
Spirits, Imported Customs 4,435 5,579 16,169 17,127
" Home Made Ezcue 19,540 18,663 42,034 53,008
Total Spirits 23,975 24,242 58,803 71,035
Beer Imported Cusloms 32 .. 2 12
»» Home Made Ezcuse 13,623 25,423 71,276 123,304
Total Beer 13,655 25,423 71,278 123,406
Wine . . . Customs 15! y.
Sweots (British Wine) Eaxcize l.' . 2 1.' fOs) 2.' %35 z.”.om
Table Waters and Clder
Customs . 5 11 16
» Home Made Ezcise . 1,682 1,421 1,266
Total Table Waters, etc. 1,687 1,432 1,281
Tea Customs 6,409 16,055 17,747 16,861
& I A A
Chicory, Imported . . Customs 43 56 b8
» ’ Home Grown . Ezcue 1 12 17 32
Total Chicory . . 44 68 76 88
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jus

PRINCIPAL HEADS OF REVENUE

Kinegpom
1021-22.1022-23] 1023-24 [ 1024-25." 1925-26. | 1026-27. | 1027-28. | 1028-20. [ 1920-30.
Thousand £.

834,034 {314,375 | 271,433 | 275,456 | 258,005 | 230,136 | 253,405 | 237,274 | 237,873
61,351 | 63,010 | 61,747 | 62,080 | 67,833 | 66,205 | 60,033 | 56,214 | 56,624
396,285 | 378,285 | 333,180 | 338,445 | 325,808 | 296,431 | 313,548 | 203,488 | 204,497
20671 | 1,1221| 1,868 | 2758 | 2383 | 4,584 205 | 1,196 | 1,694
17,704 | 180815 | 230451 | 18,005 | 10,705 | 3,875 | 1,78) 817 645
18 18 18 13 10 20 11 8 10
45,148 | 18,403 | 40,805 | 50,514 | 52,861 | 50,088 | 68,621 | 72,232 | 69,548
7,357 | BOI8 | 7738 | 8300 | 81459 | 832 | 8460 | 8781 | 9,676
52,521 | 56,494 | 57,557 | 58,917 | 61,330 | 67,432 | 77,101 | 81,021 | 79234
4345 | 1| 4100 | 4573 | 4,660 | 4,602 | 4,867 [ 4856 | 4,840
4504 | 7175 | 6736 | 7,002 | A400 | 7,984 | 9820 | 11,805 | 7,270
2156 | 1,855 | 2205 | 2225 | 2680 | 8508 | 3250 | 4416 | 3771
4508 | adrz | g750 | slis2| 5368 | 4,772 077 | a3 | 4887
2,300 | 2,767 | 2121 | 2135 | 2277 | 20358 | 2284 | 2280 | 2,686
774 | ez | Tesr| erl 673 643 663 564 683
155 | 152 | 155 |  15b 155 155 119 159 156
725 | f02| 730 | 713 817 850 881 933 909
19,677 | 21,851 | 21,579 | 22,758 | 25,120 | 24,870 | 26,894 | 30,134 | 25,253
577 [ es3| e8| 72 673 632 624 623 630
450 | 217| w0 | 262 262 216 201 210 249

1,943 | 2076 | 1,000 | 101 28 8 4 1]
11,051 | 12584 | 14,628 | 16,485 | 18,456 | 21,520 | 24,730 | 25,635 | 20,598
11,5¢1 | 8,560 [ 8,803 7,098 | 6494 | 6700 | 6670 | 5948
81,278 | 45,079 | 45,144 41,090 | 37,050 | 40,568 | 38,008 | 36,651
62,810 | 63,648 | 64,037 | 51,054 | 49,928 | 43,553 | 47,367 | 45,088 | 42,590
20 35 | 5501 | 6162 6083 | 5433 | 5518 | 4978 | 5808
121,845 | 92,203 | 70,111 | 75,820 | 76,320 | 78,763 | 77,801 | 70,847 | 71,265
121,865 | 92,208 | 81,702 | 81,988 | 82,408 | 84,106 | 83,310 | 75825 | 77,151
2,751 | 3,052 | 3,360 | 3,752 | 8,746 | 4,320 | 4,140 [ 4248 | 4881
. L. L. L. L. s 119 202 210
16 24 26 30 32 32 35 36 10
1247 | 81| 74| 518 383 360 352 355 359
1,208 1,005 7a0| 548 415 401 387 301 309
17,682 | 11,556 | 10,731 | 6,971 | 65,780 | 5,053 | 5781 | 5740 43
1865 | 1200 | 1,258 | 060 735 754 697 700 680
697 | ‘416 | s01| 212 204 208 204 198 198
86 67 88 37 43 42 2 m 34

5 4 2 1 1 1] .. . ..
o1 7 90 38 44 43 42 m 3¢
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TABLE 1I

NET RECEIPTS FROM
UNITED

Heads of Revenue and Articles. 1013-14. mm-m { 11)20—"1

Thousnn(l £,
CusTroMs AND EXCISE—( inued)

Customs 3,272 27,007 40,888 29,370
Sugar, Molasses, etc. . .\ “Erege | 56 toor | 1157 1,075
Total Sugar . . . 3,328 28,008 42,045 30,445
Dried Fruits . Customs 514 281 1,054 696
Tobacco, Imported . . Customs 18,264 46,231 60,858 55,5621
. Home Grown . . Ezcise 20 6l 13 11
Total Tobacco . . . 18,284 46,202 60,871 55,632 |
— —i
Matches and Mechanical Lighters :
Imported . Customs . 1,086
» Home Made Excise .. 2,312
Total Matches, ete. . . .. 3,308
Motor Spirit, Imported . Customs 823 2,991
" Home Made Excise 18 10
Total Motor Spirt . . 841 2,092 3,001
Cinematograph Films . . Customs . 170 209 214
Clocks and Watches Customs .. 661 019 781
Motor Cars, Motor Lycles, ete. Customs . 191 1,996 4,050
Musical Instruments . Customs .. 59 237 435
Silk and Artificial Silkk . Customs . .. . .
Artificial Sitk . Eurcise .. .. . .
Total Nilk . . .
- Customs . .. .. .
Hydrocarbon Oils . . . Ercue X : : o

Total Hydrocarbon Oils . .. .. .. ..

Entertainments . . . Ezxcse .. Ty 10,479 11,736
Liquor Licences Ezxcise 4,496 1,256 1,467 3,873
(\Ionopoly V1Iuo) Kzxcrze 21 17 31 49
Other’ Llcemm Excise 1,201 1,105 1,580 1,096
Railway Ercise 288 3 8 8
Medlcincs ( Stamp l)uty) . Ezcise 360 1,066 1,333 1,369
Betting Duty . Ezxcise . .. .. .
ops Customs .. ..
Key Industry Duty—Goods Customs .. ..
subject to
Depreciated Currency Duty—  Customs . .. e .
loods subject to
Lace and Embroidery . . Customs .- .- .. .
Cutlery . . . . . Customs .
Gloves . . . . Customs ..
Mx:;ntles for I d Light- C .. . .
g
Paper, Packing or Wrapping .  Customs . . .
Potury, Translucent or Vitrified  Customs .
But Customs . .. .
Hollnw ware : Wrought en:  Customs . . .. .
amelled
Customs 16 80 1 44
Other Articles and Deposits . Ezcise 34 90 44 19

Customs | 35,509 || 103,400 | 140,554 | 133,850
Total Revenue . \ “grey, | 300658 | 50,663 | 133782 | 100,903

Total Customs and Excise . | 75,227 | 163,129 | 283,336 | 333,813
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(continued)

PRINCIPAL HEADS OF REVENUE
KiNnepom

1921-22. [ 192223,

123-24 1024-25.] 1925-26.

| 1926-27. 1927-28. | 1028-20] 192030,

Thousand £.

35,047 | 30,376 | 37,127 | 20,035 | 18,304 | 17,429 | 17,080 | 13,912 | 11,753
813 | 812 400 497 976 | 1,354 | 1703 | 1376 | 1,796
36,700 | 40,188 | 38,117 | 20,532 | 19,370 | 18,783 | 18,742 | 15,288 | 13,500 |

773 | 841 928 731 565 588 615 643 475 |
55,108 | 53,301 | 51,881 | 51,000 | 53,404 | 53,857 | 58,102 | 50,086 | 62,793 |
11 5 1 3 4 2 2 1 1|
55,200 | 53,396 | 51,882 | 51,012 | 53,498 | 53,859 | 08,104 | 59,087 | 02,794
|
Lol | 1213 1,335 1,582 1,710 | 2123 | 2,200 | 2077 | 2,160
oz | 1800 | LT85 | 1763 | 1634 | 1,456 | 1,745 | 1,883 | 2,010 !
3,223 | 3,013 | 3120| 3205| 3345 | 3570 | 3,954 | 3,900 | 4,170 |
169 | .. . . . . . . e
. . .. . .. .. .. I
169 . .. .. . .. .. L
254 271 289 42 103 223 215 192 295
450 538 542 48 179 517 5590 811 584 |
764 | 1,271 | 1,436 107 661 | 1,834 | 2540 | 2,470 [ 2408 |
230 | 3% 323 9 138 238 210 239 407 |
.. . .. . 2,501 | 4,000 [ 4,767 | 4597 | 4392 |
o . : : 608 707 | 1225 | 1,466 | 1650
. .. . 3,199 | 5607 | 592 | 0003 | 6242 |
. . .. . .. . 0,364 | 15,043 |
o . .. . o o 3,618 Lo
. . . . .. .. 12,082 | 15,043 |
10,280 | 9003 | 0285 | 6240 [ 5714 | 5799 | 6120 | 6004 | 6,690 |
€530 | 4045 | 4245 | 4588 | 4484 | 4413 | 4504 | 4433 | s462 |
35 el 62 70 70 81 110 137 125 |
487 465 168 167 470 106 510 531 531 i
19 ©3 45 47 5 376 367 52
1,328 [ 1,219 1,307 | 1,323 | 1,200 | 1,205 [ 1,25 1,334 | 1,234
. L 5 . 835 | 2,669 | 2245
. o : 7 174 317 200 206
140 336 383 451 462 505 633 633 7
.. 231 218 28 1 . . ..
. . . 175 221 215 231 282
. . . 15 77 110 101 107
: . o 04 608 579 584 434
o o 4 11 7 3 3
. . . 495 525 552 570
. o . 7 5 61
i i : I i . 128 145
o o . . i . o 16 57
6 52| 4,845 24 19 13 31 632 262 !
3 50 | 7162 618 118 51 126 7 53
(120,140 | 122,772 | 120,004 | 00,832 | 103,282 | 107,016 | 111,048 | 118,976 | 120,611
104,215 | 166,961 | 147,727 | 136,175 | 134,476 | 132,972 | 130,100 | 133,844 | 127,371
323,356 | 279,788 (267,731 (235,007 | 237,768 | 239,988 | 251,138 | 252,819 | 247,983
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TABLE IV
REVENUE AND EXPENDITURE OF THE UNITED KINGDOM
]929—30

Ordinary Revenue
INLAND REVENUE £
Tncome Tax . . | 237,426,000
Surtax, including | 56,390,000
arrears of Super-Tax
Iistate Duties . 79,770,000
Stamps . 25,670,000
Excess Proﬁts Dut) 2,250,000
and  Corporation
Profits Tax
Land Tax, ote. 880,000
402,386,000
CustoMs AND EXCISE
Customs . 119,888,000
Exciso 127,500,000 |
247,388,000
Motor VeniCLE DuTY
Exchequer Share 4,920,000
Torar, RECEIPTS FROM | 654,694,000 |
Taxks |
Post Office Net Re- 9,200,000
coipt
Crown Lands 1,290,000
Receipts from %undrv 32,640,000
Loans
Miscellaneous :
Ordinary Recoeipts 10,433,000
Special Receipts 25,932,000
Total Ordinary Revenue| 734 189,000
SeLE-BatanciNe Re. | -
VENUE AND [ix
PENDITURE
Post Office 58,900,000
Road Fund 21,882,000
Total Self-Balancing | 80,782,000
Revenue and Ex-
pendituro
Grand Total . | 814,971,000

Ordmaty Exyendxture

ConsoripATED FunD
SERVICES
Interest and Manago-

ment of National
Debt
Payments to Local
Taxation Accounts
Payments to Northern
Ireland Exchequer
Other  Consohdated
Fund Services

Total

SUPPLY SERVICES

Army Votes (includ-
ing Ordnance Fac-
tories)

Navy Votes

Air Votes

Cwvil Votes

Customs and Ixci l-m
and Inland Revenue
Votes

Total

Total Ordinary Expendi-
ture

NEw SINKING FuUND,
1928

SELF-BALaNciNg REe-
VENUE AND [EX-
PENDITURE

Post Office
Road Fund

Total Self-Balancing
Rovenuo and Ex-
pendituro

Grand Total

£

307,252,000

13,314,000
5,526,000
3,312,000

329,404,000

40,500,000

65,750,000
16,750,000
246,535,000
12,025,000

371,560, 000

700,964 000

47,748, 000

58,900,000
21,882,000

80,782,000

829,494,000
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TABLE VI

SOURCES OF EXPENDITURE ON THE PUBLIC SOCIAL SERVICES!
YEAR ENDED 31sT MARCH 1929 (OR LATEST AVAILABLE YEAR)

hngl.md and \Vﬂl(“\ Scotland

R()t.hor R()thel‘t
. eceipts| " cceipts)
Service, nI\::‘:tlmy (contri- J::t\:;lt”:ry (contri-
I]{‘:{e'sl Votcl‘s b'}m"”' Total. ]'é:a‘; Vut«;s bl}?&“ﬂ’ Total.
) and b am ron
Grants. "}i‘l:{:t' Grants. l':.tf;lrte:"‘
etc.).' cte.).
£000 | £000 £000 | £000 | £000 1 £u00 | £000 | £000
(a) Unemployment In-| .. 10,701 | 36,774 | 47,475 [ .. 1,310 | 5,040 | 6,359
surance Acts
(b) National Insurance| .. 6,873 | 28,347 | 35.220| .. %7 3,335 | 4,002
(Health) Acts
(¢) Widows', Orphans’ . .. 20,025 | 20,925 | .. . 2374 | 2,374
and Old Age Con-
tributory  Pen-
sions Acts
) OiduAge Pensions | .. 30,953 - 30,953 | .. 3,961 o 3,061
cf
(¢) War Pensions Acts | .. 48,474 .. 48471 | .. 5,484 . 5,484
and the Ministry
of Pensions Act
(f) Education Acts . |35,595 | 41,307 | 6,052 | 83,944 | 5,268| 6,755 | 1,061 | 13,084
(9) Actsrelatingto Re-| 256 257 57 570 69 67 32 168
formatory and In-
dustrial Schools

(h) Inebriates Acts .| .. e . - . N . .

(1911) 22 . 2 .. (191 . 1
(1) Public Health Acts
so far as they

relate to—

(i) Hospitals and | 4,436 2,248 448 | 7,132 | 843 469 26 | 1,338
Treatment of
Disease

(fi) Maternity and | 922 875 403 | 2,200 | 137 146 151 208
“pnd Welfare

@) Housmn of the| 2,121 ] 10,025 | 15,336 | 27,482 | 776 1,368 | 2,016 | 4,160
Working Classes

Acts
(k) Aﬂsrelaﬁngwthe 33,371 3,289 | 3,086 | 39,746 | 4,618 213 88 | 4,919

lief of the Poor
() Unemployed Work- 8 .. 31 39 3 .. 8 9
men Act "
(m) Lunacy Acts . 997 232 | 1,136 ?gg; } 928 231 103 | 1,265

(n) Mental Deflciency 515 713 123
Act

Totals . . 178,221 | 156,037 | 113,818 | 347,876 I2,64‘.’.| 20,764 | 14,105 [47,511

! Parliamentary Return, December 4, 1930,
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I. RELATION OF DIRECT AND INDIRECT TAXATION !

N.B.—The Taxpayer is assumed to be married and to have

Income Tax and Super- Death
. tax. Duties. InI}iabi ted Total Direct Taxes. Aloohotic | Enter
ncome. ouse Tea. Sugar. | Tobacco. -
Income Income half | Income half | Duty. Income Income half ¢ © Drinks. ,,ﬁ:}}‘m
wholly Tarned hal Earned half wholly Earned half
Earned. Invest; t Invest t Earned. Investment.

1903-04 £ s d £ s d £ 8 d | £ s d £ s d £ 8 d{£ s d|£ s d| £ s d| £ s d. | £ 8 ¢
50 .. . 0 8 0 . .. 0 8 0/{013 0]012 O 016 0 2 560 .
100 .. .e 156 0 .. .. 1 501014 3[014 0 1 2 0 3 00 ..
160 . . 118 0 0 4 6 0 4 6 2 2 6/015 0014 6 1 6 0 310 0 .
200 116 8 116 8 2 9 0 0 7 6 2 4 2 413 2(015 0[015 0 1 8 0 4 6 0 ..
500 16 0 10 16 0 10 6 1 0 1 50 17 510 23 610(015 00156 0 118 0 5 5 0 .

1,000 45 16 8 45 16 8 16 6 0 3 00 48 16 8 65 2 8(0156 0{0156 O 210 8 0 0 ..
2,000 91 13 4 91 13 4 3214 0 415 0 96 8 4 120 2 4/015 0|016 0 290 1410 0 ..
5,000 229 3 4 2290 3 4 103 11 0 9 0 0 238 3 4 84114 4(015 0]/0156 O 216 0 29 0 0 .
10,000 458 6 8 458 6 8 25117 0|15 0 O 473 6 8 726 3 8016 0(0156 O 216 0 29 0 O ..

20,000 916 13 4 916 18 4 549 9 0|28 0 O 044 13 4| 1494 2 4|/015 00156 0 216 0 20 0 O ..

50,000 | 2,201 13 4 | 2,291 13 4| 1,607 5 0|55 0 0| 2,346 13 4| 3,953 18 4 (016 0| 015 0 216 0 20 0 O ..

1913-14
50 . 0 8 0 .. e 4 0 8 0/]012 3|0 6 2 110 2 00 .
100 .. . 1 6 0 . .. 1 56 0/013 4/{0 7 2 110 0 215 0 .
150 .. .. 118 0 0 4 6 0 4 6 2 2 6/014 210 7 6 115 0 3 5 0 ..
200 0 7 6 011 8 2 8 0 0 7 6 015 0 8 7 2/(014 2|0 7 8 117 0 4 0 0 .o
500 12 0 0 17 4 2 8 3 0 1 50 13 5 0 2612 2014 210 7 8 210 0 5 0 0 ..

1,000 3710 0 47 18 4 20 10 0 3 00 40 10 0 71 8 41014 2|0 7 8 215 0 710 0 ..
2,000 7% 0 0 95 16 8 4919 0 415 0 7915 0 150 10 8| 014 20 7 8 3 60 13 10 0 ..
5,000 201 13 4 291 13 4 144 10 O 9 0 0 300 13 4 445 8 4/014 2|0 7 8 315 0 2710 0 .
10,000 758 6 8 768 6 8 37117 0116 0 O 773 6 8| 1,145 8(014 2|0 7 8 315 0 27 10 0 .
20,000 [ 1,591 13 4 | 1,691 13 4 935 5 0(28 0 0| 1,619 13 4| 255418 4| 014 2|0 7 8 315 0 27 10 0 .
50,000 | 4,091 13 4 | 4,091 13 4| 2,588 4 0|55 0 O | 4,146 13 4| 6,734 17 4 {014 2|0 7 8 316 0 2710 0

1918-19
100 .. .. 1 40 . .o 1 4 0|1 8 0|214 0 2 50 215 0|0 b
150 .. 116 0 0 4 6 0 4 8 2 0 6[/112 0|3 1 0 3 6 0 4 56 0|0 7
200 .. .. 2 90 0 7 6 0 7 6 216 6116 0({3 5 6 4 2 0 5 5 0|10 7
500 3315 0 43 2 6 7 6 0 1 50 3 0 0 5113 6115 0|3 6 6 4 9 0 5 0 0011

1,000 146 5 0 165 0 0 1714 0 3 00 149 5 0 18514 0115 0|3 6 6 6 0 0 710 04017
2,000 4560 0 O 487 10 0 4219 0 4156 0 454 16 0 535 4 0115 0|3 6 6 613 0 1116 0| 110
5,000 | 1,787 10 0 | 1,787 10 0 127 0 0 9 0 0] 1,796 10 0| 1,923 10 0| 1156 0|3 6 6 8 3 0 20 0 0]2 O
10,000 | 4,187 10 0 | 4,187 10 O 37719 0|15 0 0| 420210 0| 4580 9 0|115 0|3 6 6 9 0 0 36 0 0210
20,000 | 9,437 10 0| 9,437 10 O 933 0 0|28 0 0] 9,465 10 010,308 10 0| 115 0|3 6 6 9 0 0 36 0 0 210
50,000 |25,187 10 0 |25,187 10 0 | 3,826 19 0 |55 0 0 [25242 10 0 ({29,069 9 0| 115 0|3 6 6 9 0 0 3 0 0(210

1923-24
100 .. . 1 30 .. .. 1 80|11 0310 0 215 0 6 0 0(0 7
150 .. . 1156 0 .. . 1156 01 2 8{4 3 0 4 0 0 10 0 00 9
200 e .. 2 5 0 05 0 05 0 210 0|1 4 0|4 8 0 416 0 12 0 0010
500 156 3 9 18 0 0 617 0 012 6 15 16 3 25 9 6|1 4 0412 0 5 0 0 12 0 0|0 14

1,000 1086 6 3 117 11 8 17 6 0 210 0 108 16 3 137 7 3|1 4 0412 0 615 0 18 0 0|1 O
2,000 308 16 3 331 6 3 49 15 0 4156 0 313 11 3 38516 3|1 4 0412 0 710 0 28 0 0112
5,000 1,346 6 3| 1,346 6 3 205 14 O 9 0 0} 1,855 6 3| 1,561 0 3|1 4 0]|412 0 913 0 50 0 0|2 b
10,000 | 3,671 6 3| 3,671 6 38 592 0 0|15 0 0| 3,586 6 3| 4,178 6 3|1 4 0412 0|10 4 0]100 0 0| 215
20,000 [ 8,321 6 8| 8,321 6 3 1,808 9 028 0 0] 8349 6 310,157 15 3|1 4 0412 010 4 0] 100 0 0O 2 15
50,000 23,821 6 3 {23,821 6 3| 639412 0|55 0 0 |23876 6 3(30270 18 3|1 4 0412 010 4 O 100 0 0215

192526
100 .. . 1 2 0 .. 1 2 0/011 0]117 6 215 0 6 5 0({0 3
150 .. . 1 14 0 | Inhabited . 114 0012 02 3 9 4 0 0 10 3 0|0 4
200 .. . 2 5 0 House .o 2 0/012 9(2 5 3 4156 0 12 3 0({0 b
501 10 3 4 14 6 8 615 0 Duty 10 3 4 21 1 8/012 9(2 7 6 5 0 0 12 0 0]0 12

1,000 8L 3 4 97 16 8 17 8 0 [ abolished 8L 3 4 11419 8012 912 7 6 615 0 18 0 0|1 O
2,000 264 10 O 281 3 4 64 18 0 by 264 10 0 346 1 4012 92 7 6 710 0 28 0 0112
5,000 | 1,096 15 0 | 1,095 15 O 316 3 0 | Finance 1,005 15 0| 1,411 18 0012 9|2 7 6 913 0 50 0 02 5
10,000 | 2,995 15 0 | 2,995 15 0 800 17 0 Act, 2,005 15 0| 3,886 12 0012 92 7 6|10 4 0]106 0 0] 2156
20,000 | 7,370 156 0 | 7,370 15 0 | 2,263 18 0 1924, 7,370 15 0| 9,624 13 0012 9|2 7 6|10 4 0105 0 0| 215
50,000 | 22,120 16 0 |22,120 15 0 | 6,621 18 0 22,120 16 0 {28,742 13 0012 9|2 7 6|10 4 0105 0 0] 215

The death duties have been converted into an annual charge by taking the equivalent annual life insurance premium.
particular, the figures for the following duties attempt to illustra;
the prospective burden of the death duties ; if he 1.

18 @ non-smoker a;

te rather than to measure liability : Death Duties,
nd non-drinker, he escapes the duties on tobacco and alcohol; again the burden of the Entertain

* Report of Committee on National Debt and Taz
“ It will be borne in mind ths

Duty on Tobacco.

Duty on Alcoho!

inevitable burdens on incomes above certain limits, and from the duties on tea, sugar, etc., which may also be regarded as inevitable burdens, since they



TABLE IX

LOCAL AUTHORITIES : RECEIPTS FROM RATES
1913-14 To 1929-30

T Wy T 1
Year. 1"“'{{9;}2:“‘1 Scotland. :
£000 £000 1
1913-14 71,276 7,709
1918-19 84,703 9,333
1919-20 105,633 12,952
1920-21 151,809 18,129
1921-22 170,872 18,377 |
1922-23 167,274 17,266 |
1923-24 143,275 17,721 |
1924-25 141,977 18,072 |
1925-26 148,598 18,603
1926-27 159,000 20,506 |
1927-28 167,000 21,400 |
1928-29 166,000 .. !
1929-30 168,000 !
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TABLE

EXPENDITURE OF THE LOCAL

342

ENGLAND
- - A
Services. 1913-14. 1918-19. 1919- 20. 1920-21,
£ £ £ £
Education :

Elementary (including industrial | 14,003,602 || 19,073,189 | 20,112,853 | 26,104,334

schools)

Higher 2,474,341 2,967,627 4,504,476 5,767,010
Public libraries and museums . 626,081 672,059 816,807 1,270,754
Relief of the poor (exclnding main- | 10,051,873 || 12,977,229 | 17,125,385 | 22,833,441

tenance of lunatics in county and

borough asylums)

Lunacy and mental deficiency 2,829,258 || 3,607,729 4,610,584 6,137,832
Highways and bridges (excluding | 15,525,490 | 14,133,688 | 21,110,923 | 31,198,142 .
lighting but including scavenging)
Public lighting (lighting streets, etc.) | 2,320,025 {| 1,322,062 2,370,758 3,420,736
Public health 12,103,317 || 15,408,174 | 21,140,372 | 28,249,221
Housing and town planning . 399,739 281,272 574,665 1,231,841
Fire brigades (engines, etc.) . 730,682 979,724 1,202,636 1,716,529
Police and police stations 4,425,631 5,762,057 8,066,330 10,147,252
Administration of justice . 650,914 420,561 428,104 621,936
Land drainage and river conser- 358,376 313,663 449,274 586,774
vancy and embankment
Small holdings and allotments 24,091 11,346 230,043 321,335
Trading services (1 e. net charge) 7(2!),98.9 3?‘2,6()1 1,078,731 5,555,645
r. Cr.
Other services (including unallocated | 10,482,039 || 12,488,356 | 18,376,051 | 16,033,432 '
overhead charges)
Total (including sums entered | 76,095,360 || 00,056,985 | 123,218,082 | 161,204,714
against next item)
Deduct. Expenditure (so far as In- | 6,709,966 || 6,775,259 9,726,130 7,420,856
cluded above) met out of (i) grants

under the Agricultural Rates Acts

made in ald of rates, (ii) * free

balances ”* of Exchequer Contribu-

tion Accounts applied in ald of

rdtes, and (iii) miscellaneous re-

ceipts applied 1 ald of rates (not

allocated to specific services)

Net expenditure falling to be | 70,285,304 || 83,281,726 | 113,401,047 | 153,774,858
met out. of rates
e e e o R = e



X

AUTHORITIES MET FROM LOCAL RATES

AND WaALES
1921-22. 1922-23, 1023-24. 1924-25. 1925-26. 1926-27. 1927-28.
£ £ £ £ £ £ £
25,535,838 | 25,836,165 | 24,292,501 | 25,350,989 | 26,196,637 | 25,589,044 | 26,011,543 [
6,226,140 | 6,416,723 | 5,811,151 | 6,288,707 | 6,712,103 | 6,908,231 | 7,407,018
1,321,122 | 1,282,468 | 1,314,765 | 1,387,537 | 1,452,303 | 1,546,300 1,605,062 '
il
32,163,809 | 32,007,039 | 29,723,138 | 28,562,104 | 31,676,711 | 40,620,528 | 31,340,653 !
6,416,243 | 5735353 | 5553585 | 5,826,644 | 5054,188 | 6,235,458 | 6,186,319 ,
30,157,683 | 28,159,463 | 27,930,301 | 30,500,251 | 32,150,070 | 32,862,732 | 33,740,118 '
|
3,636,555 | 3,655,507 | 3,550,403 | 3,663,608 | 3,811,885 | 3,820,785 | 4,057,427
27,373,422 | 24,728,376 | 24,271,633 | 25,196,057 | 25,840,344 | 27,005,309 | 27,547,323 '
1,106,836 863,237 830,485 | 1,286,095 | 1,715,267 | 2,304,615 2,334,221 .
1,768,548 | 1,645,578 | 1,706,237 1,770,666 | 1,821,777 | 1,866,242 1,924,961 |
10,626,231 | 8,831,048 | 8,780,808 | 9,033,549 | 9,574,187 | 10,053,044 | 10,274,768 i
748,158 678,140 627,605 622,782 658,020 637,008 688,668
659,208 582,469 628,811 671,871 627,764 639,627 721,604
140,352 44"7 7,508 2,763 1,808 Igﬁ.m (00 289
T,
5,657,100 481.),.):7 9()46 1, I7'I 839 8. 19,329 2,889,246 2/8\),..60 '
r,
16,007,633 | 14,207,184 lJ,!)lO 989 14084 144 | 14,2 41 737 | 14,609,113 | 15, |33 482 .
169,473,738 150,578,746 | 140,920,324 (153,077,108 161,624,521 177,559,501 | 166,137,616
7,010,704 | 7,385,805 | 9,897,612 | 10,703,508 | 12,115,865 | 12,093,500 | 12,705,580 |
i
;
|
161,662,044 (143,102,041 137,081,712 142,373,600 |149,508,656 1,65,465,992 | 153,432,027
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TABLE
EXPENDITURE OF THE LOCAL
ENaLAND

-
Services l9|3—l4.’l!)]5~16. 1916-17. | 1917-18. | 1918-19, | 1919-20,

£ £ £ £ £ £

GRANTS IN AID OF THE
COST OF SPECI-
FIED SERVICES:

|

! Education *

| Elementary (in- [11,779,920 112,443,378 {12,267,801 [15,415,164 |16,170,729 |25,679,807
|

I

cluding Industrial I

Schools) I
" Higher 2,180,416 1 2214773 | 2,133,185 | 2,431,014 | 2,503,440 | 3,624,715
i Public Health 336,747 561,862 [ 573,503 | 799,257 | 1,014,773 | 1,507,837
l.\lﬂag}:uml Mental | 955,122 1 1,051,477 | 1,114,711 | 1,074,673 | 1,085,507 | 1,191,650
eficiency
I Housing R 63,780 . 709 2,732

Relief of the Poor | 1,038,175 & 055,869 | 1,077,650 | 1,049,650 | 1,052,672 | 1,070,762
(excluding Main- |

| tenance of Luna-
I ties in (County
; and Borough

Asylums)
Highways and 576,268 429,962 | 283,840 191,065 197,745 | 3,166,304
Bridges i
: Police and  Police | 2,871,902 | 2,049,000 | 2,881,667 | 2,957,296 | 4,060,529 | 8,417,392
! Stations i
" Small Holdings and 22,286 32,227 9,414 4,003 5,254 31,407
Land Drainage and .. - .. . . 61,233

River  Conser-
vancv and hm-
bankment.

Other (irant-aided 189,618 183,653 224,433 214,014 458,809 810,267
Services
GRANTS IN RELIEF OF
RATES (not di-
rectly allocated to
Specified Ser-
vices) :

Grants under the | 1,210,386 || 1,203,418 | 1,203,139 | 1,203,102 | 1,202,780 | 1,202,391
Agricultural Rates
Acts, 1896 and
1923, 8o far as not
included above

Free Balances of | 1,288,650 || 1,144,560 | 1,075,840 | 1,057,833 | 1,108,150 | 1,182,117
Exchequer ('on-
tnibution Ac-
counts

Total . . 22,519,799 123,170,269 122,020,023 |26,307,101 |28,046,106 [47,068,704

. = U W

Nore.—Following the Act of 1929 (seo Chapter XVI) the Government Grants to
for 1930-31 were estimated to be £44,607,000,

] Allotments
1
|
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XI

AUTHORITIES MET FROM GOVERNMENT GRANTS

AND WALES

1920-21. | 1921-22,

1922-23, l 1023-24, I 1024-25

l 1925-26.

] 1926-27

1927-28,

£ £

32,033,877 (35,687,505

6,280,186 | 7,180,058
2,738,133 | 4,223,104
1,273,234 | 1,431,671

775,049 | 4,733,285
1,077,487 | 1,180,178

4,605,435 | 8,800,376
6,404,505 | 9,413,251
352,407 | 634,450

49,300 66,731

88,021 | 721,900

1,203,579 | 1,130,722

1,306,323 | 1,306,706

£

32,014,444

6,262,348
3,131,560
1,415,745

7,085,124
1,154,277

9,764,808
8,874,278
828,527

116,925

814,905

1,135,572

1,712,578

£

39,753,845

6,090,357
3,250,876
1,419,889

7,440,465
1,152,307

10,077,363
8,069,302
855,483

117,995

771,037

3,075,668

1,800,197

£

2,458,195

6,218,827
3,120,334
1,431,754

7,400,017
1,199,435

12,975,104
9,004,326
844,207

57,932

803,784

3,244,543

2,119,168

£

32,014,562

6,532,729
3,702,195
1,533,771

7,869,804
1,209,591

13,088,166
9,586,050
986,400

67,170

949,751

3,341,175

2,392,069

£

33,388,012

6,410,054
3,886,935
1,583,668

8,545,684
1,204,200

13,896,630
10,136,858
014,081

60,898

1,034,532

3,541,879

2,340,118

g |

32,845,300

6,825,685
4,026,693
1,640,475

9,874,922
1,250,066

15,029,771
10,062,161
906,331

70,824

897,204

3,603,363

2,000,494

03,076,605 176,529,940

75,514,100 78,300,384 ;m,;su.c'.’e_'[m,ass,ma Ese,953,5os

l89,933,399

Tocal Authorities have conslderably increased. ‘I'he New Exchequer Contributions
b.inging the total Grants to £130,821,000,
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SELECT BIBLIOGRAPHY

THE following book-list deals mainly with those portions of
Public Finance that are covered in the present volume, and
does not claim to be exhaustive, even within this limited
scope. With a few notable exceptions, only books of recent
dates are included. Several references are made to important
contributions to periodical literature. Certain of the books
are indicated as containing good specialised bibliographies,
which may bhe consulted by those who wish to read the
subject further.

British and American woiks only figure in this list. For
particulars of Continental publications the Public Finance
section of A Select Bibliography of Modern Economic Theory,
1930, compiled by H. K. Batson (London School of Economics
series), may be consulted.

GENERAL WORKS ON PUBLIC FINANCE

BasTtasLE, C. F. Public Finance (1892), 3rd edition, 1903.

A largo comprehensive work, in certain respects obsolete,
but, in the absence of adequate up-to-date general treatises,
may bo referred to on tho theoretical problems of taxation.

BuLLock, C. J. Selected Readings in Public Finance (1906), 3rd

edition, 1924 (Boston, U.S.A.).
Brings together collateral reading from numerous sources,
both new and old.

DavtoNn, H. Principles of Public Finance (1923), 6th edition, 1930.
A stimulating work which breaks away from the conventional
troatment.

HunTter, M. H. Outlines of Public Finance (1921), 2nd edition,

1926 (New York).
A useful textbook, with long section on taxation.
347
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JENSEN, J. P. Problems of Public Finance, 1924 (New York).
More descriptive than theoretical. Based mainly on American
conditions.

Lurz, H. L. Public Finance, 1924 (New York).

Illustrated largely by American statistics.

Picou, A. C. A Study in Public Finance, 1928.

A deeply reasoned account of taxation problems, and of
certain aspects of public expenditure. Indispensable to the

student.
PrEnN, C. C. Introduction to Public Finance (1896), 5th edition,
1926 (Noew York).

A good general outline ; American illustrations.
RosBinson, M. E. Public Finance, 1922.
An elementary introduction.
SHIRRAS, G. F. TheScience of Public Finance (1924), 2nd edition,
1925.
A large treatise on conventional lines, illustrated largely from
Indian conditions.
Reference may be made to general works on Kconomics,
such as Taussig, F. W., Principles of Economics, vol. ii., and
Nicholson, J. 8., Principles of Political Economy, vol. iii.

PUBLIC EXPENDITURE

This branch of Public Finance has been neglected by most
economists, and no adequato treatise has yet been published.
References to the following will, on certain aspects, be found
helpful.

CARR-SAUNDERS, A. M., and Jones, D. C. Social Structure of
England and Wales, 1927.

Chapter XIV contains a useful statistical account of com-
pulsory transfers from rich to poor.

Cray, H. The Authoritarian Element in Distribution, Icon.
Journ., 1927 (reprinted in T'he Problem of Industrial Relations,
1929).

A valuable analysis of the effects of public regulation and
expenditure on the wage-carner’s real income.

CoLe, G. D. H. The Next Ten Years, 1929.

Includes stimulating and provocative chapters on the Labour
Budget, expenditure, and local government.

Guest, H. W. Public Expenditure, 1927 (Now York).

Relates the subject to social psychology. Bibliography.
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Peck, H. W. Tazation and Welfare, 1926 (New York).
Contains chapters on public expenditure in the agricultural
and industrial state.

Picou, A. C. Economics of Welfare (1920), 2nd edition, 1929.
Part V contains a good analysis of the effects of trans-
ferences of income by means of public expenditure.

RossoN, W. A. The Relation of Wealth to Welfare, 1924.
Includes an instructive comparison of private and public
expenditure.

Tawney, R. H. Egquality, 1931.

Chapter V, on *“ the strategy of equality ’, deals with the re-
distribution of incomes, and advocates the extension of the
social services.
Reference may also be made to the chapters on public ex-
penditure in the general works, by Dalton, Pigou, and Shirras,
mentioned in tho first section.

TAXATION IN GENERAL

Report of the Committee on National Debt and Tazxation, 1927.
(Also Appendices and Minutes of Kvidence.)
An extremely valuable official statement on the incidence and
effocts of existing taxes (national) and on various proposals
for the repayment of the National Debt. Containsinstructive
statistical tables on the distribution of taxation.
For criticism of certain views in above Report, seo article
by Koynes, J. M., The Colwyn Report, Econ. Journ., 1927.
BowLey, A. L. Some Economic Consequences of the Qreat War,
1930.
Includes useful statistical tables illustrating the post-war
burden of debt and taxation in various countries.

Brown, H. G. The Economics of Taration, 1924 (New York).
Contains chapter on incidence of taxation on wages, dividends,
and ront.

CowmsTtock, A. Taxation in the Modern State, 1929 (New York).
Outlines post-war taxation in different countries.

EpGeworTH, ¥. Y. Papers Relating to Political Economy, vol. ii.,

1926.
Includes soveral articles on taxation.

HossoN, J. A. Taxation in the New State, 1919.

Contains proposals for reform of taxation; surpluses to be
singled out for special imposts.
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Jones, D. C. Pre-War and Post-War Taxation, Journ. of Royal
Statistical Society, 1927.

JonEgs, R. The Nature and First Principles of T'axation, 1914.
Economy concluded to be the first principle. Bibliography.

MerLLoN, A. W. Tazxation : The People’s Business, 1924 (New

York).
A criticism of the view of ‘‘ taxation as a means of rewarding
one class . . . or punishing another.”” Might be contrasted
with

SevrieMAN, E. R. A. The Shifting and Incidence of Taxation

(1892), 5th edition, 1927 (New York).
A pioneer work of the first importance in the study of
incidence. Contains a full account of the development of
the theory. Detailed bibliography.

Progressive Tazxation in Theory and Practice (1894), 2nd

edition, 1908 (New York).

Favourable to progressive taxation on theoretical grounds.

Essays on Tazxation (18965), 10th edition, 1925 (New York).

Valuable essays on development of taxation, single tax,

double taxation, inheritance tax, classification of public

revenue, etc.

—— Studies in Public Finance, 1925 (New York).

Includes important cssays on income and other taxes and
the price level.

—— The Effects of Taration, Pol. Scienco Quarterly (New York),

1923.
Considers offects according to the nature of tho tax itself.

SNowDEN, P. Labour and National Finance, 1920.

Sets forth * Labour > principles of taxation.

Stamp, J. C. The Fundamental Principles of T'aration, 1921.
Views taxation from the standpoint of the individual, the
State, and the community.

—— Wealth and Taxable Capacity, 1922.

Shows that limits to taxation are relative to current con-
ditions.

—— Studies in Current Problems in Finance and Qovernment,

1924.
Contains instructive papers on private and public functions,
double taxation, direct and indirect taxation, etc.

—— Tazation, Risk-taking, and the Price-level, Econ. Journ., 1928,
An article arising out of a discussion on the Colwyn Report
(see above).
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VINER, J. Taration and Changes in Price Levels, Journ. Pol.
Econ. (Chicago), 1923.
Considers reactions of price changes on the first effects of
various taxes.

INCOME TAX

Roports of Select Committee on Income Tax, 1906 ;
Royal Commission on Income Tax, 1920 ;
Committee on National Debt and Tazxation, 1927.
Appendix XI to the last-mentioned Report com-
prises an extremely useful analysis by Dr. W. H.
Coates on the incidence of the income tax.
SeLiGMAN, E. R. A. The Income Tax (1911), 2nd edition, 1914
(New York).
Historical and theoretical. Bibliography.
SrauLping, H. B. The Income Tax in Great Britain and the
United States, 1927.
A comparative study of the income tax laws in the two
countries.
Stamr, J. C. Special Taxation of Business Profits, Econ. Journ.,
1919.
SveN AuMAN. ncertainty-Bearing and the Income Tax, Econ.
Journ., 1929.
* Inquires into the ‘announcement effects’ of different
schemes of income taxation on the distribution of productive
resources botween safo and risky investments.”

DEATH DUTIES

Cray, H. DProperty and Inheritance, 1923 (reprinted in The
Problem of Industrial Relations, 1929).
Henperson, H. D. Inheritance and Inequality : A Practical
Proposal, 1926.
Both these works contain discussions arising from the pre-
posals in
RiaNANoO, K. The Social Significance of Death Duties (Ed. Stamp),
1925.
Advocates graduation according to the ‘ relative age ' of
the estate.
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Scaurrz, W. J. The Taxation of Inheritances, 1926 (Boston,
U.S.A.).
SeriemaN, E. R. A. Essays in Taxation, ch. v., 10th edition,
1925 (New York).
Stamp, J. C. British Incomes and Property (1916), 2nd edition,
1920.
A most instructive ‘‘ application of official statistics to
economic problems.”
Inheritance, A Sample Inquiry, Econ. Journ., 1930.
WepewooD, J. The Economics of Inheritance, 1929.
Contains a criticism of the Rignano scheme, and a proposal
for a tax graduated according to the sizo of individual
inheritances.

COMMODITY TAXES

Repnrts of Committee on National Debt and Taxation, 1927.
Contains section on the weight of customs a: 1
exciso duties and the standard of living.

Committee on Industry and Trade, 1929.

Contains section on British customs policy in rela-
tion to competitive power.

GreGory, T. E. G. Tariffs : A Study in Method, 1921.

An inquiry into the problems of technique.

Rawmsay, A. The Economics of Safeguarding, 1930.

Opposes notion that consumer must pay.

See also the appropriate sections in the general works indicated
above.

LAND TAXES

BICKERDIKE, C. F. Taxation of Site Values, Econ. Journ., 1902.
—— Principles of Land Value Tazxation, Econ. Journ., 1912.
HavEes, H. G. The Capitalisation of the Land Tax, Quart. Journ.
Econs. (Cambridge, Mass.), 1920.
PrLERN, C. C. A Study of the Incidence of an Increment Value
Land Tazx, Quart. Journ. Econs., 1918.
Stamp, J. C. The Incidence of Increment Duties, Econ. Journ.,
1913.
VENN, J. A. The Incidence of Tazation in Agriculture, Econ.
Journ., 1925.
Compares the fiscal position occupied by agriculturists with
that of persons pursuing other industries.
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