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Incidence and Shifting
of Taxation

J INTRODUCTION

wis crucial o determine the economic and

Th:‘ study on incidence and shithing ol axatn
Its object 1s to enguire aboul the classitication of ¢lass, group or

social effects of a paricular tax |
wction. community and indiy iduals who ultimatey bear the burden of taxaton, When a state imposes

be paid by someone. Lienet

' by gEy » 3
J LAN NS MOIC) i\u.t"‘ e

allv, the incudence of tax does not fall on the
persons who are directed 10 pay it but transterred on the shoulders ot other persons. I'herefore, the
v pay s the tax may notbe actually beanng s money burden. The main problem
s concerned with the actual bearer of this tax ln order 10 understand the problem, 1t becomes

person W ho onginall

em;\rr‘m\ ¢ 10 SN

(<) who pays the tax In the first instance, and

(h) who actually bears the burden of the tax.

factors, the government must have a correct wdea of the concept of

Keeping i view these
ot be shifted to the

money burden of tlaxes. So far as direct tax 1s concerned, atax on income ¢ann
shoulders of others but it is expected in the case of indirect taxes. {tis a fact that every individual
wants to shift his incidence on others as far as he can mamtain his purchasing power unaftected.

() MEANING OF INCIDENCE

Ihe incidence of a tax refers 1o the final money burden on a person who ultimately bears it.
Whenever, the money burden of a tax finally settles to rest on the ultimate tax-payer, is called the
incidence of a tax. Thus, under tax incidence, the problem arises as on \\’l-lol;l-‘r‘{u;lll# oy
burden falls. Prof. Hugh Dalton, in this connection writes, “The problem u/'uu'tdm‘a:: is L':nnmnnf;‘
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According 1o Prof Dalion, direct money burden i,

fmoeney hes on a persan on which the tax g ¢
i . - )

hurden also In other words he 15 not SUppOs

Bewtes thm the burde
vied This means it

wed 1o tran:
werm incidence nvolves the term \lullln;:' ale
term g .

nof taxation in terms
one who pays the tax, bears the
der the burden 1o someone else. Here, the

O aas gy shifted, the ncidence does not |
the government lev e A lax an supar, and colle
the manufaciurer of sugar, the money burden of the tax

directiy I the manulacture 15 able 1n pas:

all upon
the man who shifts it Suppose. cts the amoum from
talls on the manutaciurer of the sugar
»on the money burden of the tax 1o another person, say, the
g the price of supar | ¢ shilting the money burden, if the process
of shifing continues from wholesaler 10 1he hinal consumer 1he ncidence 15 said 10 be on the final
comsumer who ultmaiely bears 1he mones burden This 1 the indirect money burden.

whaolcsale dealer by means of ry

Similarly. the real burden of a 1ax according 10 Prol Dalton, is the sacrifice which the
mpression of a tax entails on the tax-payers | urther directreal burden is the sacrifice ol cconomic
welfare which has 1o be made by 1he 1 paver as a result of the pavment ol tax. On the conltrary,
mdirect real burden is the reduction in the con umption of poods by the tax-payer due to imposition
of ax. Howeser, Prof Dalng ' the opimion that direct (TRTATRE

+ burden only fally under the scope

of the theorny of incidence of 1« a1 e dealt under the effects of waxation.

m and other burden

Praf F ndiay Shirras de the incidence of tawation, iy lha'pruhh'm\ of incidence iy the

"
o whons the money burden of the tay Jalls or resey ™2
noidence of taxation s

anaiysis o determan Ao pon o the tan 1o
Profl Adam Smith descnibes tha

payment. Richard 4 Muser
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meant for the final resting place of their

Fhe concept of i wdence iy location of the wltimate hurden
i - ; nl
fatax which siart: from the fulse promase that a tay such hay an wltimate burden.
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9 that all direct uncd meoet

Sometimes imcidence s defined ay the direct money burden
ncidence s satisfactory Jor most purposes But i iy necessary to
oy burden should not be called ncidence  For mstance, a lax on
swill directly reduce the i ame of those who sell the fodds i which the tea iy packed Again,
e tax may reduce the sales und. therefore. the income of the sellers of certain goods  Nut
e burdens .lhum’h direct and financial, are not (o be called meidence of tavation They should

" included cffect
In shon,
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the opinions of different cconomists are not sinilar. Incidence, -JLU"d“‘LI’, “’_(;"" ¢
: | “Noad of atax while others make the distinction between incidence
1S concerned with the load of a ta

Hugh Daion, Principles of Public Finance’

. Tndiay Shirras, ‘The Science of Public Finance ’
o ehard. A Musgrave, ‘The Theory of Public Finance
‘K Meting ‘Public Finance
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- P ¥ g s re lypes i
o @ tax when other things are not the same. For instance, Prof Musgrave made three 1ypes o
mrdence as

i . - penditure sude
GO Npeaiic inedence , when a tax is imposed without any change in the exj H

government account

i . ' ‘ 4 another Lax,
(M) Difterential incidence, when a tax is levied as a substitute or another

- Voo caiite § nditure by the vield
(} Balanced budget mcidence, when the government increases its ¢xXpe 4 .

of the tan

Ation into two parts: (1) tormal incidence
of taxation, she says. “"We are
or as called the

Abx Ursuda K Hicks also has classified incidence of tax
and (1) effective incidence of 1axation. Defining the incidence
concerned in cconomics with the two concepts of the falling taxes on fax payers,
statistical « alcerdation of the way winch the
{ (usually a year) namely the difference
Jy the tax iy assessed. 1s distribute
level) or uhcrnatn'ch_

modence of taxes I the first place, there is the
revenue collected from any parnicular tax over a gIven perio
hevween the factor cost and the market price of the product on whic |
between the citizens (for convermence, grouped according 10 thew mcome e
propornon of people s imcome which gocs, not 1o ,rnn'nh’ the mcome of those who furnish them
with goods and scrvices. but is pard over 1o the government hody to finance collective satisfactions
The result of this calculanon mav be called the formal mcidence of the tax or if we add up the
Jl.\'lnhlmm:‘ul e revenue from .‘.»H raxes of the rax structure The t'//t‘(‘H\_'L' incidence indicates the
wider effects of various taves In order 10 discover the full cconomic cffects of a tax, n'(.'.ha\'e o
draw and comparc two pictures . onc of the cconomic sl up (distribution of conswmer s wanty
and mcomes and allocation of factors). as it s with the wax m question. the other of a similar
cconomuc sct up but withour the tax It s convement (o differentiate benween these two pictures as
effective and formal incidenc e of the 1ax "3

The Taxatien Enguin Commission of India adopted  the detimtion given by Mrs. Hicks
while studying the problem o1 incidence of taxation m India The Commission has defined the
formal and effective incidence of taxation as. “Formal incidence 1y the money burden of 1axes
resting wath the subject on whom the burden is tended by the tavmg authoriy o fall and effective
macrdence 1s the real or final disiribution of tax burden apier its shiftinige prconscegucnces of changing
demand and supply conditions of the taxed commodin o vorvices 70 Inthis sense formal incidence
is what Prof. Dalion calls the money burden of a tiw and cticctive incidence 1s indirect money
burden of a tax. Therefore. formal incidence 1s a part and parcel ol the theory incidence while

effective incidence 1s a pant of the study of general effects of taxation

(J IMPACT OF TAXATION

Impact of taxation refers 1o the immediate burden ot the s, The impact of a 1ax, therefore, 1S
the immediate result of the imposition of atax on the person who pays itin first instance. However.
it is not essenuial that the person who pays the tax in the tirst instance will also bear the ultimate of
final money burden of atax. To be more specific, the impact and incidence of a tax may not fallon
the same person. The impact of taxation is on the producer while incidence of taxation on the

consumer. The impact does not reduce the income of the producer. though it puts pressure on hum

for a short period whereas incidence is durable and it ends in diminishing the monetary income ©
the tax-payers.

P
5 Ursula K. Hicks, 'Public Finance.'

6. Taxation Enquiry Commission-Report.
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J DISTINCTION BETWEEN IMPACT AND INCIDERT T

: -- : qee of taxahon
Ihe following points show the distinetion between fmpact and Incide

ation
Distinction between Impact and lncldoncoff Tangys
Impact B eldence
4-__—__--______—_-.&,,_._—- ——— e
| ‘e 1 Che tax-payer at the point
(1} 1uis felt by the tax-payer at the point (1 Iis felt by the |‘.|;s '|1|‘||_\‘ |

of imposition of a tax. ol settlement ol the tax.

. . altimate burden ol the

(1) N refers 1o the initial burden of the () N refers 10 the ultimate L

[N,

lax.
It cannot he shifted.

(r11) 1t can be shifted casily. (i) .
(v)  Avoidance of tax is not illegal

(1) Evasion of 1ax is illegal.
It by the person who actually

() s fe

(v) Itis felt by the person from whom the sl
tax is collected hears the burden of the ax.
- qary burden is include
(vi) Monetan payment of tan s in¢luded (vt) Direct monchiry ed
in i in i
: ax can casily be shifte
(vif) Impact can be on a person who cannol (vir)  Burden of tax can casily be shifled
shift it on others

] IMPORTANCE OF THE STUDY OF INCIDENCE

(o raise revenue but also to achieve economic

We know that the aim of taxathon is not merely
the distribution of tax burden can only be obtained if it is

or this purpose, the study ol mcidence of taxation

becomes worthw hile. Without it the policy of the government m securing masimum social advantage

IS (IMponance is iugl:lt;__‘hlmi below

and social justice. However, equity in
known who 1s 1o bear the burden of the tax. |

is meaningless. Therctore,
(a) It helps to find oul the effect and burden ol a pmluul.n LaN

(h) It guides for achieving a fair distribution of the tax burden and tor understanding the

general economic consequences ol taxation,
(c) I helps to trace out the tax-paying potentialities;
() I guides which type of taxes should be preterred e direct or indirect,

(¢) Iis useful 1o measure the purchasing power ol the tax-payers

(J SHIFTING OF TAXATION

Shifting of lg.\aljon 15 a process by which the money burden of a tax is transterred from o
peRson 1o a.ntl?cr‘ Thus, when a person wants to save himseli from the burden of'; | 41 falls of
him as an incidence and places the duty of someone else to pay the 1. KA SNESES ‘“.“ o .
burden. The incidence of a tax falls on that person who (“'u o Frrimai e — ‘-‘”‘.i‘
1s of two types : ancot shiftat turther. Generally, tax shitling

(@) §lngi&p0|nt sh!ﬂing. When a producer shifis e burden of
consumer’s shoulders. In this case, the producer P RS
shape of higher prices.

a tax on his product o 0=
aAsses . . * g el
the burden of the tax 1o the consumer 1



» Multi-point shifting. Here a producer shitts the burden of a tax from one point to
o poinis o this sitaation, when government imposes an excise duty on cloth, it is paid by the
i the first instance but producer further shifts the burden to the wholesale dealer and in

wiw R

Judis to the retailer and Ginally shifls o the consumer.

e B
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Process of Tax Shifting

{here are three man processes of tax shifling as discussed below

1 Shifting through Price. Usually, shifting of a 1ax is done through price. A seller always
yres 10 ratse the price nf the commodity 10 shift the tax burden on the consumer. The shifting
eSS may only oceur in the case of price transactions as in a free economy, there Is no other
vehicle than prices for tax reimbursement. Broadly . it includes all payments made to the different
actors of production. The abiliny of shiftings depends upon ccunf;mic factors. Sometimes, this
change n price. however, can be accomplished by a change in the quality of the product, like the
producer shifls money burden not by increasing the price but by dclcriur-;uing the quality. Again
deliberate effects are made 1o shufi the tax burden 10 disclose hidd'cn taxes which are really shiﬂuble.‘

() Shifting through Tax Capitalisation. This tvpe of shifting occurs when goods are
durable and they are subject 10 a senes of successive annual tases during its life-time. If the whole
series of further axes are 10 be shifted backward at the time of purchase of a capital good, the
rarther tanes should be capialised and dedicated in the lump sum from the price offered for the
capial goads. However this tvpe of shiting may be done partially or wholly due to different
conditiens. For example. when someone wanis 10 buy residential building which will be taxed
annually in s life time but the purchaser would ask the seller o deduct this taxable amount from
the pnce of the building. This s called 1ax capitalisanon

(1) Shifting of Tax : Forward and Backward. [he shifting of a tax is done through
manipulation of price of the taxcd commodity - This 1y pe of shifuing can take place in two directions—

torward and backward shifting as explained under
Tax Shifung
a
l
Backward Shifting

Forward Shitting

i
| |
. ] ] i ]
W holesalers Retatlers Consumers Suppliers of Labour Cost

aw Materials

Forward shifting is a common form of tax shifting which takes place when a producer of a
“mmodity shifis the money burden of a tax onwards to the middleman, wholesaler, retailer and
~.:.s:omcrsf In forward shiﬂi.ng. the price 1S SO raised or the quality and quantity of the commaodity
% reduced that the entire amount of tax is shifted from the original taxpayer to the consumers.

Backward shifting. on the contrary, occurs when atax on the commodity is shifted backward
e agents of produg!ion. Thus. under backward shilting price remains unchanged and the tax
“7den is borne by factor inputs. I a 1ax is imposed on a commodity, the purchaser may take l!}c
“iztive 1o accer;t a lower price. Let us suppose that a tax is imposed on the wholesaler of a

“Mmadipy The wholesaler could not secure the higher prices but a tax induces him to force his

Thers g accept lower wages or force other factors of production to accept lower remunerations.
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