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TAXATION, ECONOMIC GROWTH, AND LIBERTY
Alvin Rabushka

The Third World, often called the less developed countries (LDCs),
consists of over 100 nations in Africa, Asia, the Middle East, the
Western Hemisphere, and the Mediterranean. Most of these countries
are former British, French, or Dutch colonies that received indepen-
dence after World War II. Although Central and South American
countries were long independent, their failure to sustain economic
growth consigns them to the category of Third World economies. A
few oil-exporting nations enjoy higher per capita incomes than the
majority of non-oil exporting countries, but even these select nations
recently fell on hard times as world oil prices declined. v

Although the British and French bequeathed constitutional
democracy to their former colonies, representative institutions proved
to be fragile in the Third World. With some exceptions, such as India,
Sri Lanka, Malaysia, Costa Rica, and some island mini-states in the
Caribbean, many LDCs succumbed to military dictatorships, one-
party states, lifetime presidents, extended states of emergency rule
or martial law, and totalitarian regimes of the left or the right (though
democracy made a strong comeback in Latin America in the mid-
1980s). Some authoritarian rulers permitted, indeed encouraged, the
development of private enterprise-based market economies; most
relied on state planning and control. Few allowed a free press, free-
dom of speech, and other civil liberties that are constitutionally
guaranteed and that flourish in Western democracies.
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Development specialists paid considerably less attention to taxa-
tion than such other aspects of development policy as international
transfers, central planning, import-substitution schemes, the role of
multi-national corporations, and raising expenditure levels. The rela-
tionship between taxation and liberty for more than three billion
inhabitants of the Third World remains virgin territory.

Taxation and Development: Changing Views

In the early postwar years, Peter Bauer and Basil Yamey (1957)
were nearly alone when they warned that taxation could adversely
affect economic development:

It is therefore likely that in many under-developed countries taxa-
tion falling on activity in the money sector will reduce the supply
of effort to that sector below what it would be otherwise. This
reallocation of resources affects adversely total real income. The
lower national income and the retardation of the spread of the
exchange economy in turn impede long-term growth [p. 199].

The proceeds of compulsory savings are not a simple addition to
total saving. It is not even certain that total saving will be increased
in the process. Even when savings are increased in the short run,
the repercussions of the taxation may reduce the flow of savings in
the long run by retarding the spread of the exchange economy and
the growth of specialization [pp. 199-200]._.

Bauer and Yamey also warned that restricting private saving would
dampen the supply and effectiveness of local entrepreneurship because
state control over savings would be diverted to expand public
undertakings.

In contrast, mainstream development economists and such inter-
national institutions as the World Bank and the International Mon-
etary Fund generally pushed tax increases, both as an overall share
of national income and specifically to “soak’ the rich through puni-
tive tariffs on luxury imports, steeply graduated rates of personal
income taxation, wealth taxes, and strengthened enforcement. Richard
Bird and Oliver Oldman (1975) compiled a representative cross-
section of readings on taxation in developing countries. In their
introduction to part one, “Fiscal Policy and Economic Develop-
ment,” they refer to an “orthodox” position among development
economists: “[M]ost developing countries tax little, and should tax
more, particularly through progressive taxes and land taxes.”

A cross-section of citations from this literature demonstrates the
prevailing intellectual background against which tax planners in LDCs
worked:

122



TAXATION, GROWTH, AND LIBERTY



