
XXVIII. INTERFERENCE BY TAXATION: 

The Neutral Tax 

 

1. The Neutral Tax  

 

To keep the social apparatus of coercion and compulsion running requires expenditure of labor 

and commodities. Under a liberal system of government these expenditures are small compared 

with the sum of the individuals' incomes. The more the government expands the sphere of its 

activities, the more its budget increases. 

If the government itself owns and operates plants, farms, forests, and mines, it might consider 

covering a part or the whole of its financial needs from interest and profit earned. But 

government operation of business enterprises as a rule is so inefficient that it results in losses 

rather than in profits. Governments must resort to taxation, i.e., they must raise revenues by 

forcing the subjects to surrender a part of their wealth or income. 

A neutral mode of taxation is conceivable that would not divert the operation of the market from 

the lines in which it would develop in the absence of any taxation. However, the vast literature 

on problems of taxation as well as the policies of governments have hardly ever given thought to 

the problem of the neutral tax. They have been more eager to find the just tax. 

The neutral tax would affect the conditions of the citizens only to the extent required by the fact 

that a part of the labor and material goods available is absorbed by the government apparatus. In 

the imaginary construction of the evenly rotating economy the treasury continually levies taxes 

and spends the whole amount raised, neither more nor less, for defraying the costs incurred by 

the activities of the government's officers. A part of each citizen's income is spent for public 

expenditure. If we assume that in such an evenly rotating economy there prevails perfect income 

equality in such a way that every household's income is proportional to the number of its 

members, both a head tax and a proportional income tax would be neutral taxes. Under these 

assumptions there would be no difference between them. A part of each citizen's income would 

be absorbed by public expenditure, and no secondary effects of taxation would emerge. 

The changing economy is entirely different from this imaginary [p. 738] construction of an 

evenly rotating economy with income equality. Continuous change and the inequality of wealth 

and income are essential and necessary features of the changing market economy, the only real 

and working system of the market economy. In the frame of such a system no tax can be neutral. 

The very idea of a neutral tax is as unrealizable as that of neutral money. But, of course, the 
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reasons for this inescapable non-neutrality are different in the case of taxes from what they are in 

the case of money. 

A head tax that taxes every citizen equally and uniformly without any regard to the size of his 

income and wealth, falls more heavily upon those with more moderate means than upon those 

with more ample means. It restricts the production of the articles consumed by the masses more 

sharply than that of the articles mainly consumed by the wealthier citizens. On the other hand, it 

tends to curtail saving and capital accumulation less than a more burdensome taxation of the 

wealthier citizens does. It does not slow down the tendency toward a drop in the marginal 

productivity of capital goods as against the marginal productivity of labor to the same extent as 

does taxation discriminating against those with higher income and wealth, and consequently it 

does not to the same extent retard the tendency toward a rise in wage rates. 

The actual fiscal policies of all countries are today exclusively guided by the idea that taxes 

should be apportioned according to each citizen's "ability to pay." In the considerations which 

finally resulted in the general acceptance of the ability-to-pay principle there was some dim 

conception that taxing the well-to-do more heavily than those with moderate means renders a tax 

somewhat more neutral. However this may be, it is certain that any reference to tax neutrality 

was very soon entirely discarded. The ability-to-pay principle has been raised to the dignity of a 

postulate of social justice. As people see it today, the fiscal and budgetary objectives of taxation 

are of secondary importance only. The primary function of taxation is to reform social conditions 

according to justice. From this point of view, a tax appears as the more satisfactory the less 

neutral it is and the more it serves as a device for diverting production and consumption from 

those lines into which the unhampered market would have directed them. 
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