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1. Introduction

Public finance in less developed countriesis the focal point - both as source and destination - of
many of the dilemmas and conflicts posed by development. Revenue mohilization for the dlocative,
digtributive and stabilization functions of the state is severdly congtrained by the narrowness and
ingtability of the tax base. The latter, in turn, is the result of political condraints rooted in socio-
economic inequaities, economic congraints arising from the structures of production and trade, and
adminigtrative congtraints reflecting aweakly developed state apparatus. As a consequence, public
infragtructure and human devel opment expenditures, which are among the mogt effective vehicles
available for reaching the poor and promoting growth at the same time, persgtently fall short of sociadly
desired levels. While fisca congtraints do not dways reflect the need to finance current and capita
outlays for development, public investment is often the firgt victim of fisca troubles. Moreover, Sates
must typicaly resort to modes of taxation and budget financing that violate accepted canons of
economic efficiency and "good’ macroeconomic policy. For much the same reasons - paliticd,
economic and adminidrative - socid transfers through the budget must dso rely on inefficient and leaky
buckets. Hence, from both the expenditure and revenue sides, public squalor exacerbates private
squaor.

Overcoming fiscd congraintsis both cause and consequence of a cumulative process of
internal integration. Theintra-nationd divison of labor, as Adam Smith observed, islimited by the
extent of the market: specidization is apublic good producing externa benefits that are jointly
consumed. In addition, public infrastructure investment (in trangport and communications, education,

research, extending the land frontier, etc.) raises productivity both directly and by extending the home



market while, the development of state indtitutions (enactment and enforcement of laws, tax collecting
machinery, maintaining order, etc.) servesto expand the state’ srevenues. As the market expands, the
costs of running the state and ddlivering infrastructure services fal and Sate revenues increase a the
sametime. These make possible an increased supply of public goods and services which further
extends the home market. Hence, the expansion of the home market and modern state formation feed
on each other in cumulative fashion and add to nationa competitiveness and productivity. Smilarly,
while an initialy sgnificant productivity lag seems dmog inevitable in agriculture reative to industry and
ininforma activities relaive to the formal, a successful process of internd integration must dissolve these
lags progressively over time. Such interna convergence and integration is both the halmark and the
principa mechanism of development. It isaso the bassfor rasing nationa competitiveness and
achieving internationa convergence.

Conggtent with this formulation, Sates have played apivotd role in capitdist transformations
throughout the world. The development of the market system has required the Smultaneous
development of inditutions, including the state itsdf, to support it. Late developers have found it
necessay to fashion sate indtitutions and policies that are more actively engaged, both quaitatively and
quantitatively, in the development process. Nurturing loca development against competing globa forces
has become a progressively more ddlicate affair. Strategic direction of the economy, macroeconomic
management to secure interna and externa baance, and sdlective engagement in globa marketsto
exploit its opportunities and thwart its congtraints have been added to the more traditiona tasks of
establishing new forms of property relations and associated legd and enforcement systems, ensuring

order, supplying infrastructura and educationd services and, above dl, resolving the fundamenta
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politica conflicts arising in the process of congtructing a market system.

But internd integration is not a mechanigtic process that is guaranteed to succeed. It requires
coordinated structura change and investments, and hence amgor role for public policy and public
finance. Thisisthe reason for ensuring that the conditions in which nationa economies are integrated
with globa markets do not jeopardize nationd autonomy. Globalization or external integration of
wesekly integrated nationa economies forces unpleasant tradeoffs between the requirements of interna
integration and those of externd integration. 1n aglobdizing world, the problem for developing
countriesis not so much that externd integration threatensinterna disintegration. Rather, externd
integration may abort a hedthy process of internd integration thet is practicaly a defining dement in
successful development. At the very least, management of these tradeoffs requires a modicum of
nationd autonomy which can only be sustained with a measure of fisca autonomy from the pressures of
globdization.

At the sametime, ahdf century of experience showsthat it does not follow, merely from
demondrating the developmenta vaue of nationd autonomy, that the Sate will exercise its autonomy
successfully. Modern state formation has been no less problematic than the process of economic
modernization or development, as the history of western Europe revedls. Congraints originate both
from conflictsin civil society and from failures within the gate. In many parts of the developing world,
the four or five decades following the retreet of colonidism have seen intense state-building activity and
attempted modernization. The complementarity between these processes noted above does not imply
that they will be successfully implemented. The fallures and reversds (as a o the successes) in this

effort cannot be understood except in political termsi.e,, in terms of the conflicts generated by the
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socid embeddedness of both state and economy.

Y et, economic and ideologicad compulsons arisng from the very lack of economic success has
srengthened a rather optimistic vison of development through globdization. Liberdized markets, in
thisview, are the optimal route to both internal and externd integration. Thisview is based on both
economic and political arguments. On the economic Sde, thisisillustrated by the gains from
internationd trade. The man ingrumentsinclude trade policy reform (dismantling quantitative
restrictions, reducing tariff rates and ensuring currency convertibility), opennessto capita and
technology flows, unhindered flow of domestic investment and labor across sectors (flexibility and free
exit), financid reform to permit market-determination of investment and saving, and public sector
disnvestment. On the political sde, it is argued that the globa market providestheided antidote to
politica cupidity and stupidity Since states, when not bound to a minimalist agenda by the globa market
system, are liable to be captured by sheltered specid interests or fal victim to erroneousideas. Hence,
globdization is not merely useful for extending the gains from trade; it isin fact the most effective
means available to achieve the minimdig state, thus aso avoiding the much larger losses from “rent-
seeking”. Clearly, the most important implication of this policy agendais that internd and externa
integration are strictly complementary.

In keeping with this orthodox formulation, the fiscd effects of liberaization have received far less
attention in the literature than their “red’ effects on exports, resource allocation across sectors, and on
the trade or externd baance. By contrast, this paper focusses on the fiscal impact of globdization on
the theory that government budgets have been a principd site a which the tradeoffs between interna

and externd integration make themsdvesfelt. Using cross-country evidence for the period 1970-96,
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the paper explores the revenue and expenditure implications of trade and financid liberdization. Such
liberalization has been effected, particularly in the 1980s and 1990s, not only through the structura
adjusment packages and conditiondities of internationd lending ingtitutions but dso by reform efforts
undertaken by countries fearful of losing accessto globa markets and capitd flows.

The plan of the paper isasfollows. Section 2 provides an overview of trendsin economic
openness and in fiscal aggregates. It dso suggests atheoretica basis for understanding the emergence
of fiscd congraintsin less developed countries (LDCs) from the viewpoint of both economic growth
and human development. Section 3 andyzes trends in the tax structure of LDCs during the period of
liberdizing reforms. Apart from acomparison in tax structures across levels of development, the main
object of the andyssisthe dedline in government revenues from trade following tariff and export tax
rate reductions. Decomposition of revenue effects shows that trade failed to rise sufficiently to
compensate for the rate reductionsin most countries. Section 4 looks at the fiscal effects of rising
nationa debts and financid liberdization particularly in low-income countries. A crude aggregate index
of the fiscd impact flowing from liberdization - in the form of trade revenue losses and risng public
debt-servicing burdens - suggests that globdization has indeed produced a fisca squeeze for LDC
governments. Section 5 looks at the effects of the fisca squeeze on government investments in public
capita and human capitd. Internationa experiencein this respect seems varied reflecting perhaps the
diverse policy responses to the fiscal squeeze and the initid conditionsfaced. Nevertheless, the cross-
nationd evidence shows that the fiscd squeeze has dampened overdl (physica and human capitd)
investment in developing countries. The section ends with a consideration of the redigtributive effects of

globdization and their implications for maintaining or strengthening feasible socid safety nets. Section 6
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concludes the paper.
2. The Fiscal Constraint Under Economic Liberalization

For any given configuration of politica and socid forces, policy maneuverability in LDCsis
severdy restricted by the feasble instruments of policy. Hence, policy tradeoffs are sharper and policy-
makers must worry not only about the “direct’ effects of policy changes on socid groups but dso the
gap between the resource demands needed to engineer compromises and the fiscal resources available.

Put differently, fiscal actions or policies must seek not merely to close socia-palitica gaps but aso
ensure that fisca gaps are not widened in the process. When countries are more or less chronicaly
confronted with afisca gap, policy change hasto be particularly senstivein thisregard. In particular,
changes that promise overal socid gain may nonetheless provide no room for fiscally-mediated
compensation policies or may even reduce the room available. Such countries may properly be said to
lack fisca autonomy.

In standard neoclassica economics, the alocation of resources between the public and private
sectors (hence the choice of both tax and expenditure policies) is seen to derive from an optimizing
cdculus. Such acdculusisunproblematic if it is assumed that there exists awdll-defined socid wedfare
function and that needed resource transfers between the public and private sectors (or within the private
economy) can be arranged through non-distortionary lump-sum transfers. These assumptions ensure
that a socid contract is costlessy defined and costlessy implemented. Fisca autonomy here is absolute
and the budget is a firg-best outcome.

A dose of redlism may be added to this formulation with the recognition that rea-world taxesto

finance the budget are bound to distort resource dlocation and that there will also be costsin reaching a
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socid contract. In other words, resource alocation between the public and private sectors entails
tradeoffs that go beyond the purely technol ogicaly-defined opportunity costs. These additiona
tradeoffs arise essentidly from incentive effects, the transactions cogts of politica bargaining, and the
cogts of adminisiration to effect needed taxes and transfers. If it is assumed that these added tradeoffs
in the budget are essentidly caculable, even if only through a socid-palitica bargaining process, then,
the budget will be a second-best outcome.

From such aviewpoint, therefore, the fiscd autonomy of the ate, even dlowing for economic
feedbacks, can never be compromised. At word, fiscal autonomy may be monopolized by a narrow
interest group or by arunaway state not answerable to civil society, a particular outcome of the “socid
contract’ rather than the absence of a contract. There can be no room, in this conception, for economic
forcesto directly congrain fiscd maneuverability. Even opennessto liberdized markets and
globaization that narrowly limit state optionsis seen asapolicy choice.

In practice, LDC governments confront financing condraints of greeter or less severity in
pursuing otherwise feasible growth-enhancing or human development-enhancing policies. While these
may be formaly seen, as above, to flow from the prevailing politica-economic equilibrium, the very
exisgence of fisca condraints suggests that there are multiple equilibria. The economy may get suck ina
bad equilibrium when politica and economic factors reinforce each other. Suppose, for example, that
equilibrium A produces a more equitable, human deve opment-enhancing outcome compared to
equilibrium B. Assume dso that A requires alarger budget than B but that politica-economic factors,

by condraining the budget, make B the prevailing, salf-enforcing equilibrium. If new economic policy



choices sarve to rdlax the fiscal congtraint, the economy may then be able to move to equilibrium A®.

A fiscd condraint arises in developing countries chiefly from the facts that the tax base is usudly
narrow and there are gtrict limits to how far tax rates can be raised on that narrow base when
adjustment involves the whole economy. LDCstend to have ardatively large share of economic
activity in low-taxed sectors such as agriculture, informa industry and services, in addition, a sgnificant
part of the potentid revenue at legidated rates fails to be redized on account of collection problems,
corruption and evason. The problem dso has adynamic dimension. Asan economy grows, its fisca
requirements are alo expected to grow. This association has causd factors going both ways. A larger
economy is easer to tax but alarger economy aso require larger fisca outlays. This does not
necessarily mean that economic growth and government budget outlays can grow in a smooth and
baanced fashion. There are important lagsin the redesigning of the fiscal structure since palitical and
adminigtrative obstacles must be overcome. Conversdly, there may aso be important leads from fiscal
effort to economic growth i.e,, growth itself may depend on arisein fisca outlays. Such dynamic fisca

lags and leads can conspire to hold back growth itsdlf.

! To be sure, moving out of the fiscally-constrained initial equilibrium cannot be a matter only of
the right policy choice being technically feasble. But an “outsde observer or policy anayst ought to
take into account how, in economic terms, policy recommendations relax or reinforce the congtraint,
and how, in politica terms, they enlarge or congtrict the room for |eft-out groupsin society to participate
in the process that determines budgets and to make their valuations relevarnt.



Apart from limits on taxation, other ways of financing government deficits dso quickly runinto
diminishing palitical and economic returns. Foreign financing, which mostly takes the form of grants and
loans to governments, cannot be directly controlled by the borrowing government. They also come with
conditiondities that may narrow policy choices and fiscd autonomy. Similarly, domedtic financeis
limited by the underdeveloped state of domestic financia markets on the one hand and the inflationary
potentia of bank financing on the other.

Following the world-wide dowdown in growth and rise in interest rates, many developing
countries emerged from the 1980s with the need to make massive externd transfers on account of
accumulated debt. At the sametime, alarge internd trandfer had to be effected since much of this debt
was incurred on public account whilst export earnings that would pay for it was mogtly private. Apart
from the narrow fiscd choices avallable to effect thisinterna transfer, the adjustment process itsdlf
tended to be contractionary with attendant losses rather than gainsin public revenue. Asa
consequence, fiscd retrenchment became the order of the day in most countries undergoing adjustment.

Reductions in the non-interest part of expenditure tended to hurt public capita expenditure with further
growth-reducing effects.

Conditionalities accompanying accommodation by creditorsincluded a generd program of
market liberdization. Thus, many developing economies have engaged in externd liberdization while
faced with baance-of-payments and fiscal congtraints. In particular, trade liberdization - which has
amog invariably reduced public revenues - has had to be undertaken dongside public expenditure
reductions and/or non-trade-based tax increases. Moreover, deva uations undertaken as part of the

reform package have raised government debt service obligations. Trade and exchange reforms thus
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added a further important fiscal burden leading to cutsin domestic capital accumulation. Itisinthis
sense that adjustment to debt and adjustment to liberalization have had mgor fiscd, growth and
redigributive effects. As peragtent fiscd deficits added to the public debt, financid liberdization and
increased reliance on foreign financing of public deficits did not help since interest rates on market
borrowing by states rose to add to the burden.

The qudity of fiscd adjustment isa matter of sustaining, indeed raiang, the levels of public
capitd investment on the one hand and of widening the tax net on the other. Liberdization tendsto
militate againg both objectives in the short to medium term. When thisis coupled with the argument
above that the policy regime reinforces palitics and vice versa, liberdization aimed a globdization may
aso produce adverse longer-term impacts. While it might be supposed that once the trandition is
wegthered, growth cannot decline and possibly rise, the fiscal congtraint has remained at the center of

the dilemma of how to effect the trangtion without hurting growth prospects.

For these reasons, the analysis of fiscal trends that follows must be placed in the context of
growing globalization. Table 1 summarizes the broad picture of economic globalization in terms of
exports plus imports relative to GDP; the taxation of trade whether for protective or fiscal
purposes; and the flow of net foreign direct investment (FDI). Trade openness may be measured
directly in terms of the trade share in GDP and also in terms of a Trade Index which is constructed
from the trade share after controlling for the facts that richer countries are more open and so are
smaller countries (Rao, 1998). Trade taxation is indicated both ex ante i.e. based on weighted
average published tariff rates circa 1992, and as ex post realized tax rates i.e. total trade tax

revenues divided by total trade (hereafter the “trade tax ratio”). The trade ratio and the Trade
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Index are highly correlated, and so are the ex ante import tariff and ex post trade tax ratio’. The
correlation between the trade/GDP and the FDI/GDP ratios is also statistically significant though
less pronounced. Nevertheless, openness and globalization are not the same thing. The latter
refers to outcomes in terms of cross-border transactions; the former to policy inputs, whether at the
border or not, that may affect globalization.

The main conclusions from Table 1 may be summarized as follows. (1) Low-income
countries as well as other groups have shared in the global growth of trade relative to national
incomes of the past quarter century even though this period has seen a continuing divergence in
economic growth performance; however, trade growth has not been uniform across all groups
reflecting the uneven spread of the benefits of globalization and, not any less, its costs. (2) Taxes on
trade have declined everywhere but the relative decline is itself inversely related to income levels
(trade taxes have fallen most in the high-income and least in low-income countries); in

consequence, the worldwide dispersal of trade taxation has increased substantially’. (3) Countries

2 The correlation coefficients are respectively 0.69 ad 0.73 over the sample of 123 countries
for 1970-96.

% This is subject to the qualification that the influence of non-tariff barriers is not captured
by trade tax measures nor even entirely by measured trade outcomes. The trade tax ratio is
obviously a more accurate measure of the fiscal aspect of trade taxation than of the protective
aspect of trade policies.
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that had higher trade ratios and Trade Indices also tended to have higher net FDI inflows; trade
openness and investment openness and/or attractiveness seem to go together; notably also, whereas
low-income countries were at the low-end in terms of FDI inflows during the 1980s, the 1990s have
witnessed a correction”.

Table 2 reveals trends in the main fiscal aggregates. Tax revenues as a proportion of GDP
clearly rise with per capita income. In the high-income countries, this proportion is, on average,
more than double that in low-income countries. Non-tax revenues are also substantially higher
(5.4%) in the upper middle-income countries than in the low-income countries (2.6%). Low-
income countries have clearly lost tax revenue relative to GDP during the 1980s and 1990s (the fall
represents 14% of the tax/GDP ratio i.e., from 15.3% in 1981-85 to 13.1% in 1991-96). Upper
middle-income countries also lost revenue to the tune of 11% in the tax/GDP ratio. By contrast
lower middle-income countries lost but little between the two halves of the 1980s and then more
than made up the loss to end with a higher average tax/GDP ratio during the 1990s than before.
The high-income group never saw any decline in their tax/GDP ratio throughout the quarter
century till 1996. Even between the 1980s and 1990s, their tax effort rose by 5%.

What accounts for these trends in the tax/GDP ratio? The following regression estimates
the relationship between the tax/GDP ratio and per capita income after controlling for size, trade

taxation and the trade ratio.

* This is not to say that capital necessarily flows from the best-endowed regions nor that it
flows to the worst-endowed, much less that the flows are in (inverse) proportion to existing
endowments.
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TAXREV/Y =-23.62 +3.28Ln(pcY) + 0.54Ln(Pop.) + 0.32(TradTax/Tr.) + 0.12(Trade/Y) (1)
(7.77) (0.49) (0.35) (0.10) (0.02)
(0.00) (0.00) (0.13) (0.00) (0.00)

(with R*=0.42 and N=217)".

Per capita income raises the tax/GDP ratio from both supply and demand sides. On the supply
side, income growth and the accompanying structural change increases the taxable part of national
income. On the demand side, income growth requires greater public investment in physical and
financial infrastructure and/or increases the demand for government social services (especially
social transfer programs)°.

If the above structural relationship indeed holds, then, it stands to reason that attempting to
change the structure of taxation in the direction of developed country norms - the thrust of trade
liberalization - particularly in a period of stagnant or falling per capita incomes cannot be achieved
easily. Alternatively, such a movement may well be accompanied by increased fiscal deficits,

higher foreign financing and/or reduced expenditures. For the low-income group, equation (1)

> Observations are means of annual values for the following three periods 1970-79, 1980-
87 and 1988-96. Here as dsawhere in this paper, the first row of figures in parentheses are standard
errors and those in the second row in parentheses indicate the level of significance.

® 1t is noteworthy, however, that the proportion of non-tax revenues relative to total revenue
is a decreasing function of per capita income. This may be accounted for by the greater
involvement of LDC governments in production activities, services provision (from which some
user charges are collected), monopoly trading, and the like.
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predicts a drop of 0.2% points in the tax/GDP ratio from the first half of the 1980s to the 1990s on
account of the 8% fall in real GDP per capita and another 0.25% points on account of the drop in
the trade taxes ratio relative to trade. This drop is matched, however, by the predicted rise in the
tax ratio on account of the rise in the trade ratio during this period. Yet, the overall tax ratio has
fallen as noted above. This suggests that revenue losses have occurred on account of significant
policy and/or structural shifts that accompanied the reforms package implemented in these
economies.

Total government expenditure fell steeply in all the three LDC groups between the early
1980s and the 1990s but it rose somewhat in the high-income group of countries. For the low-
income group, total expenditure relative to GDP fell 2 percentage points, the same as the fall in
current (tax and non-tax) revenues. Total expenditure fell in the lower middle-income countries by
2.3 percentage points despite the stability of government revenues while the fall in expenditure in
the upper middle-income group equaled two-thirds of the fall in government revenues. Thus, fiscal
adjustment to the decline in revenues has involved varying degrees of reduction in government
expenditure.

Table 2 shows that fiscal deficits averaged highest (5.2%) in the low-income countries
during the 1990s. Deficits averaged 3.3% and 3.2% respectively in the upper middle-income and
high-income countries. The lower middle-income countries had the lowest average fiscal deficit
ratio of all the groups at just 0.7%. These comparisons should be viewed against the fact that
aggregate fiscal expenditure and the overall fiscal take is considerably higher in the higher-income
groups than in low-income countries.

All country groupings witnessed significant fiscal adjustment between the 1980s and 1990s

in the form of falling average deficit ratios. But the low-income countries seem to have had the
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most difficulty in making the adjustment. The relative reduction in the fiscal deficit between the
first half of the 1980s and the 1990s averaged as much as 82% for the lower middle-income
countries, 33 % for the upper middle-income group, 40% for the high-income group and only 21%
for the low-income nations. Many developing countries were under IMF lending programs during
the late 1980s and 1990s. Domestic financing of fiscal deficits has fallen while foreign financing has
risen in low-income and lower middle-income countries during the 1990s.

Equation (1) suggests that the partia effect of greater globaization or openness (as measured by
the trade ratio) isto raise the tax/GDP ratio. But the causal mechanisms involved cannot be presumed
to be the same in developed and less developed countries. 1n less developed countries, with relatively
high rates of trade taxation in place, a higher trade ratio increases the ability of the government to garner

revenues from trade. This effect is reinforced by the fact that revenues from domestic indirect taxation

are dso more eadlly collected from trade than from many domestic sectors. Clearly, therefore, while
trade increases tax revenues in LDCs, trade taxation is a requirement for this favorable linkage
even though trade taxes themselves hurt trade’. The policy implication is equally clear. While
fostering trade is one route to raising revenues, reducing trade taxation typically fails to accomplish
this (see the next section), and a policy of free trade implying zero taxation of trade certainly will
not. On the other hand, domestic policies and investments designed to raise the trade ratio without
lowering trade taxation will help the fisc.

In devel oped countries, with rates of trade taxation close to zero, if atrade-fisc association

holds, it cannot be due to arevenue-side effect. It has been argued that the world-wide link between

’ For the cross-country sample here, the smple correlation between the trade/GDP ratio and
the trade tax ratio was 0.21 and statistically significant.
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openness and the size of government reflects the greater expenditure-sde demand for public services,
especiadly socid safety nets and transfers (Rodrik, 1998). The argument above suggedts, ingtead, a
possible contrast across the world: trade and trade taxation augment the budget from the revenue sde
in LDCs whereas trade may increase the budget from the expenditure sde in developed countries.
To examine whether this contrast holds, separate regressions were run for the devel oped and
developing countries in the sample with government current expenditure as the dependent variable and
with per capitaincome, population, the trade/GDP ratio and the trade-tax ratio as the independent

variables. Theregresson for the developed country sampleis:

CUREXP/Y = 102.8 - 1.4Ln(pcY) - 3.0Ln(Pop.) - .006(Trade/Y) - 3.1(TradTax/Tr.) (2)
(33.5) (2.46) (0.96) (0.03) (0.85)
(0.00) (0.57) (0.00) (0.02) (0.00)

(with R*=0.31 and N=73)

while for the LDC sample, the regression is

CUREXP/Y = -18.2 +3.53Ln(pcY) + 0.35Ln(Pop.) + 0.11(Trade/Y) + .24(TradTax/Tr.)  (3)
(10.5) (0.67) (0.48) (0.02) (0.14)
(0.09) (0.00) (0.47) (0.00) (0.09)

(with R*=0.28 and N=205).

These reaults are broadly consistent with the contrast drawn above. Equation (3) shows that
government expenditure in LDCs rises with the trade ratio as well as with trade taxation. By contrat,
equation (2) shows that globalization and trade taxation both have negative effects on the size of public
expenditure though the size of the effectsis notably smadl. The fact that current expenditure levels
actudly fal with opennessin developed countries throws into question the notion that openness raises

the demand for socid transfers. On the other hand, the positive link between globaization and public
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expenditure in LDCs may be understood as flowing from the supply- or revenue-side effect of trade
taxation which servesto relieve the fiscd condraint that was described at the beginning of this section.
Apart from the sructurd congraints on revenue mobilization, tax revenues are dso subgtantialy
more ungtable in LDCsthan in indudtridized economies. This difference reflects the greeter reliance on
trade taxes which are affected by the boom-bust cycles in commodity prices and redized export
revenues. Instabilities in the tax/GDP ratio are markedly greater in Africa than in any other region

of the world (Zee, 1996). Moreover, in terms of instability, the largest (unfavorable) difference

between LDCs and the OECD countries pertains to trade tax revenues (relative to GDP) (Zee,

1996, p. 1663). Huctuations in export revenues affect both aggregate income and import demand both
from the demand sde and from foreign exchange condraints. In turn, revenues from import taxation
a0 auffer fluctuations (Chu, 1990). Chu finds that the impact of a revenue shock in LDCswas partly
met by a change in government expenditure in the same direction whereas, by contrast, revenue shocks
inindustrid countries lead to deficit increases that are larger than the revenue shortfdls. The difference
is clearly tracegble to the lack of “diverse palicy ingruments (p 124, Chu) that underlies the ubiquitous
public financing constraint in developing economies. Thelarge variahility in revenues means that even
if agovernment iswilling to extend its planning horizon to the medium and long terms its ability to

sugtain plansis grongly limited by thisform of the fiscd congraint.

3. Tax Structure, Globalization and Revenue Effects

Structurd adjustment and policy changes oriented towards increased externd integration of

devel oping economies have entailed a significant trandformation in the tax sructure. This transformation
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arises not only because fiscal policies are among the main instruments for such reorientation but dso
because the resultant change in economic structure reacts upon the structure of public revenues. In the
normal course of economic development, the fisca structure undergoes a patterned trangtion reflecting
the transformation in the economic Structure that accompanies development. This section begins with
evidence on these structural differences across countries at different stages of development. It then
congders the results of globdizing policy changes of the past decade and haf before focusing on

changes brought on by trade liberdization in particular.

Table 3 brings out the salient differences across countries and over time in the structure of
taxation. Most obviously, the weight of direct taxation rises with per capita income levels. This
becomes clearer still when we include social security taxes under the “direct taxes” rubric’: the
share of direct taxes rises from just 26.7% in the low-income countries to 39.80% in the lower
middle-income, 47.2% in the upper middle-income and 60.5% in the high-income countries. But
it is also noteworthy that the share of direct taxes fell in both low-income and high-income countries
by about 10%. It rose somewhat in the lower middle-income and significantly in the upper middle-
income countries. Barring this last group, the overall trend augurs poorly for redistributive
policies aimed at advancing human development. All three LDC groups also witnessed declines in
social security tax collections, a similarly unpleasant development.

Less developed countries are more reliant on corporate than personal income taxes as
compared to developed countries. The ratio between these two elements was around 1:3 for the

OECD countries while for non-OECD countries, the ratio was about 2:3 (Zee, 1996). At first

8 Thisisjustified because socid security contributions have employment incomes and profits as
their base.
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glance, this seems very surprising since corporate organization and corporate profits are
undoubtedly a much smaller share of national income in LDCs than in developed countries. The
observed inversion of shares may be attributed directly to the problems of tax administration.
Thus, the very difficulty of collecting the personal tax levy in less developed countries raises their
reliance on corporate taxation.

The other major development of course relates to trade tax revenue collections. Trade
taxation remains far more important to the developing, especially low-income, countries than for
the high-income nations. Although its share has fallen everywhere - by a fifth in the low-income
group and by two-thirds in the high-income group - the change in fiscal structure this represents is
far more significant in the lower two income groupings. The weight of this point is especially
evident when we note that the last two decades have been a period of falling or stagnant per capita
incomes in many of these developing countries. Hence, the move is not just the manifestation of a
structural pattern characteristic of “normal” development. Rather, it is principally a reflection of
the powerful tendency toward trade liberalization and other forms of policy liberalization.

In developing countries generally, much of the slack created by the decline in trade taxes
has been taken up (in relative, not absolute, terms) by rising domestic indirect taxation. This is
particularly the case for the low-income countries for which Table 3 suggests a law of invariance:
the sum of domestic taxes and trade taxes on commaodities has remained at 70% throughout the 26-
year period. In many of these countries, the transition within the structure of indirect taxation from
trade toward domestic taxes is also more apparent than real. Even VAT taxes are collected
disproportionately from tradables (particularly importables) primarily because of the “law” of fiscal
structure i.e., “tax policy is tax administration”. This follows the observation that fiscal structures

follow definite patterns correlated to income levels that in turn are not explained easily except by
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recourse to administrative impediments and aids in conjunction with the structure of the economy’.
Hence, too much should not be made of the relative movements in the incidence of indirect
taxation at the border versus within borders that is shown in the last two columns of the Table.
While domestic indirect taxes as a proportion of the non-service GDP have moved up world-wide,
this represents a real increase in rates in developing countries whereas, for the high-income
countries, it is the falling share of industry in GDP (and growing tax coverage of the rising services
sector) that, in all likelihood, is captured in this movement.

It is noteworthy also that high-income countries whose dependence on trade taxation has
remained minuscule and falling throughout the whole period also experienced a rise in their overall
tax/GDP ratios by contrast to many developing (particularly low-income) countries which suffered
a decline. In other words, changes in the fiscal structure in the LDCs documented here may be
considered to be “premature” inasmuch as they have entailed revenue losses exacerbating the fiscal
constraint, rather than a “normal” transition.

A final point that emerges from Table 3 of some significance from a policy standpoint is the
observation that export taxation has fallen rather more steeply on average than import taxation.
Indeed, for the low-income group, import taxes relative to imports have actually risen or remained
stable between the last 3 quinquennia covered. For the other two LDC groups, however, as steep

as the decline in export taxation has been, import taxation has also fallen especially over the 1990s.

The mgor shift in the weight of trade taxes noted above calls for closer scrutiny. Although most
economigts view trade taxes only in terms of their effects on resource alocation across various

production activities, particularly protection for import-competing sectors, their fisca function cannot be

® This conclusion is aso supported through cluster and principal components analyses of awide
range of countries and tax structure variables (Hitiris, 1990).
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overemphasized. Asnoted earlier, the positive argument for ardiance on trade taxes arises from
adminigrative or dructurd imperatives in revenue mobilization. To the extent this holds, the protective
effects of trade taxation may be incidenta rather than fundamenta to policy choice.

But even if the protective function is the primary motive of policy, fiscd feesbility may condran
the choice of policy insruments. The point may be illustrated in relation to protection of infant industries
againg import competition. The orthodox argument againgt protective tariffs has dways been that they
are inefficient ingruments for nurturing infant industries: snce the need for intervention must arise from
some market failure, the proper responseis to correct or compensate for that failure rather than to
impose tariffs. Thus, if thefalureisin the capitd market, a capitd subsidy should be extended. The
fact that most LDCs have pursued import protection instead at least suggests the rationde that the
subsidy option isfiscaly costlly whilst the tariff option adds to state coffers. Fiscal factors are among the
most important reasons why LDC governments violate the canons of standard efficiency arguments.

As againg the fiscad arguments, the principa advantages clamed for trade liberdization in LDCs
include increased efficiency in resource dlocation and faster productivity gains through knowledge
soilloversfrom trade. But the Size of these effects remains an object of intense controversy especidly
when dlowance is made for the fact that a budding industrid sector, under protection, generates gains
from increased divison of labor and knowledge spillovers of itsown. Moreover, free trade is hardly
necessary for garnering the benefits promised by trade. 1t may, on the contrary, even be harmful by
destroying an industria base without which the benefits of trade-based knowledge and learning
spilloverswould be irrlevant.

Evenif it be understood that trede liberdization at the margin is socidly beneficid, endemic fiscd
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congtraints subject actud policy choices in developing countries to the economics of the second-best.
Inclusive of foregone opportunity costs from fiscal condriction, liberdization may not confer net benefits.

Nonetheless, there is afurther question that these argumentsraise. If governments are dependent on
trade taxes, it would seem natura to suppose that government would want to encourage trade purdy
for revenue reasons quite apart from any direct benefits to the economy or indirect gainsto the treasury
that trade expanson may bring. Buit it is not obvious what the means for doing so are. European tates
in the age of absolutism and mercantilism wereinclined to “promote’ trade through the creation of trade
monopolies and colonia conquest which fed their bullion store.  Lacking such options, modern
governments might congder fostering trade by lowering trade taxes. But this has obvious limits Snce the
so-cdled Laffer curve has a positive dope below some leve of the tax rate: further reductionsin rates
will cal forth revenue dedines rather then gains™. Indeed, it can be argued that athough trade taxation
reduces trade volumes directly and therefore confronts unpleasant Lafferian tradeoffs from a revenue
sandpoint, it may well be an instrument for promoting trade indirectly if the revenues obtained are used
to augment infrastructure and human capital and thereby increase international competitiveness of the

economy.

19 |_acking precise knowledge of the trade Laffer curve, states are therefore likely to develop a
schizophrenic attitude toward trade.
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The revenue effect of reduced trade liberdization is not easlly predicted. Apart from uncertain
Laffer effects, trade liberdization isin practice part of a package of policy movesincluding the relaxation
and/or tariffication of quantitative trade restrictions, and red devauation of the exchange rate. Consider
the quotaregimefirg. Unlike tariffs, quotas are not only unambiguoudy protective but they aso do not
- a least directly - contribute to the fisc. Why governments that are fiscally strapped take recourse to
quotasis therefore an interesting question. One reason may be that quota rents generated in the
protected sectors are more easlly taxed or, where they are publicly owned, accrue to the public sector.
Another has to do with ther effectivenessin protection. While under certainty, tariffs and quotas have
equd trade incentive effects, uncertain changesin the foreign price will dter the degree of protection
afforded the locd industry under atariff whereas under a quota thisis unchanged. So quotas need not
be incongstent with afiscal congraint™. Quota liberdization, smilarly, is certain whilst tariff
liberdization may be neutrdized by exchange rate devauation. At any rate, the tariffication of quotas (a
common eement in recent liberdizations) isindeed revenue-enhancing. But once quotas have been
tariffized, further liberaization must involve uncertain revenue effects

Exchange rate policy before and after trade liberdization can make both the protective and
fiscd effects of aparticular liberdization package ambiguous. While a devauation raises import values

and hence import tax collections, the import tax base also erodes asimport pricesrise'. Prior to

" Quotas may aso be a route to bestowing unearned rents on politically favored or politicaly
powerful groups.

2 An IMF study of SAF/ESAF countries found that “a currency devauation usudly has a
greater impact on raising current and capital expenditure in loca currency than on raising revenuein
locd currency terms, which leads to alarge increase in the fiscal deficit/GDP ratio” (Nashashibi et d.,
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reforms, the protective effect of prevaent tariffs and quotas may be at least partly nullified by
overvauation of the exchange rate which reduces the relative price of tradables. The revenue effect of
the overvauation will be ambiguous. Conversdly, ared deva uation accompanying trade “liberdization’
can exceed tariff reductions, in which case there will be an increase in the rate of protection. Again,
revenue effects are ambiguous.

When adjustments are occurring concurrently in competing countries, trade liberdization and
devauation may aso produce terms of trade losses. Dedlining terms of trade limit the tax take of
governments since they reduce the tax base of readily taxed sectors. Moreover, faling commodity
prices cregte a dilemma for governments that have price stabilization and marketing boards. They must
choose between |etting the fal pass through to producers which might erode the tax base and stabilizing

producer prices which would reduce the tax or raise the subsdy implicit in such arrangements.

Table 4 and Table 4A report the results of an exercise to decompose changes in trade tax
revenues (relative to GDP) into changes in the realized rate of trade taxation (trade taxes relative to
trade) and changes in the tax base (trade relative to GDP). The analysis is based on mean values of
the variables for developing countries for three periods viz. 1970-79, 1980-87 and 1988-96
(respectively periods 1, 2 and 3). Changes in the mean values were converted into annualized
average rates. The individual country results appear in Table 4A while Table 4 shows the averages
of the country results for 4 country groupings viz. low-income sub-Saharan Africa (SSA), other low-
income, lower middle-income and upper middle-income. The decompositions naturally

incorporate the net effects of all policy changes that countries may have undergone including

1991, p.3, ff 3).
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changes in published tax rates, changes in quota regimes, exchange rate changes. They also
include terms of trade and other exogenous changes. Note also that both export and import taxes
are included in the results.

The decomposition is employed here to see whether and how far trade growth compensates
for reduced protection accompanying globalization and increased economic openness. Between
periods 1 and 2, 31 of the 50 countries represented in the sample had declining average trade tax
rates while between periods 2 and 3, 41 of 58 countries saw a decline, and the average rate of
decline in trade taxes was 1.8% and 2.6% per year respectively. In terms both of the proportion of
countries and the rate of change in trade taxation, therefore, there was a clear and cumulatively
large trend of effective trade liberalization.

Table 4 shows that all LDC groups experienced revenue declines in period 3 which
includes the 1990s. While low-income SSA and non-SSA countries saw their trade tax revenues
rise in period 2 (i.e., going from period 1 to period 2), the trade tax rate was virtually unchanged in
the case of the former while it rose significantly in the case of the latter. Thus, no country group in
either period experienced a favorable “Laffer effect” i.e., rising revenues from falling trade taxes
(with the possible exception of low-income SSA in period 2). These results underline the
complementary rather than competitive nature of imports and exports relative to domestic
production in developing economies.

Table 4A shows that 5 out of the 50 countries in period 2 and 15 of the 58 in period 3
experienced favorable Laffer effects (whether from raising or reducing trade taxation). The
revenue gainers in period 3 which also reduced tax rates were Ghana, India, Nicaragua, Fiji,
Thailand, Jordan, Paraguay, Poland, Chile and Mexico. In the case of low-income sub-Saharan

Africa, while Ghana, Zambia and Zimbabwe were the only countries that saw rising trade tax
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revenues in period 3, Ghana was alone in realizing this gain from reduced trade tax rates. In
period 2, trade tax revenues increased in Kenya, Lesotho, Malawi, Niger, Zambia and Zimbabwe,
and all of them saw increased realized trade tax rates. Hence, low-income countries in general, and
SSA in particular, have been especially hard-hit by the adverse fiscal impact of trade liberalization.
Most of these economies have operated on the rising part of the realized Laffer curve, and therefore

confront a tradeoff between reduced protection and reduced revenues from liberal reforms.

In addition to the factors dready noted, changes in the structure of the economy following trade
liberdization dso underlieits overdl fiscd impact. Thet is, the fisca impact of trade liberdization is not
confined to trade taxation done but may aso be felt in domestic tax collections. Two such structurd
changes are the expected shift in resources from import-competing to export sectors and, from capital-
intensve to labor-intensive sectors. If the latter of these pairs are low-taxed sectors, then, liberdization
will impose additiona revenue losses. There are two reasons to expect thisto be the case. Firs,
sectors such as agriculture and small-scale export production typicaly escape the domestic tax net
because they are legally exempt or effectively untaxed. Second, large-scae enterprises that are more
eadly taxed tend to be concentrated in the capital-intensive and import-competing sectors. In addition,
cost pressures following trade liberdization prompt larger enterprises to sub-contract production to the
smdl-scade and informa sectors. While these shifts may provide employment gains, there may dso be
revenue losses. These secondary revenue losses are likdly to outweigh any revenue gains from
increased dlocative efficiency that orthodox theory associates with trade liberdization.

Import tariff reductions do not usudly provide any concomitant reduction in government outlays.

The chief reason isthat government expenditures tend to be heavily concentrated on non-tradable
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goods and especidly services. A secondary reason is that governments, as consumers, often do not
pay import tariffs (defense is an example). On the other hand, transfer expenditures can be expected to
rise in the wake of trade liberdization. Trangtion subsdies may have to be raised in sectors hit by
import competition; retrenchment and retraining of workers organized enough to make their demands
felt will add to the fiscal burden; risng food and other relative prices may have to be made good through
compensatory wage increases for government employees, and through food and other subsidies to
politicaly sendtive consumer groups.

Clearly, both the argument and the evidence underscore the fiscal squeeze, from both revenue
and expenditure sides, that trade liberalization poses™. One response might be that trade taxation
should be resorted to at best for protection and not for revenue reasons. Such an argument might be
made on second-best grounds on the trade side and on first-best grounds on the fiscd sde. Apart from
the presumed optimdlity of the resulting policy regime, its feasibility may be secured by switching from a
reliance on trade taxes to trade-neutral excise taxation or value-added taxes. Howsoever attractive this
proposad may seem, itsfeashility islargely afunction of a country’slevel of development. A number of
countries have introduced vaue added taxes (VATS) within the past decade or modified their VATSIN
seeking dternative revenue sources. However, the revenue results have often been mixed. Countries
that had the lowest initid levels of tax revenue relative to GDP dso fared the worst in terms of
successfully introducing the VAT or other reformsin fiscd structure as well asin generating additiona

revenues. This holds the important lesson that * programs designed to raise revenue over time in low-

3 Thefisca impact of trade liberdization documented in this paper illustrates the “double
jeopardy” to public finance that globdization threatens (Grunberg, 1998).

-27-



income countries should take account of adminigtrative congtraints’ (Abed et d., 1998, p.4). Efficient
and effective revenue mohilization may be more important in these countries than aming for fisca
reforms toward a textbook ided of minimizing dlocative inefficiency. In many countries, moreover,
even the VAT isnot “trade-neutral’ in the sense that a greater part of the tradable sectorsis subject to
the VAT than of domestic non-tradables so that the efficiency rationde for the shift is blunted.

Another policy argument is that the fisca squeeze is only a short-run or trangtiond problem that
will remedy itself once the economy settlesinto anew steady state with liberdized trade. However, the
promise of income gains in the long run must be viewed with caution if mgor digortionsreman in the
rest of the economy™. With widespread infrastructure and human capital constraints typical of poor
countries, condraints thet are closaly related to the fiscd congtraint, the long run gains (if they do exist)
may prove unredizable snce the trangtion entails aworsening fisc and this could lock the economy into
abad but politicaly sdlf-sustaining equilibrium. In the presence of such digtortions, aliberdization may
even end up reducing income and welfare.

Under the circumstances, the success of trade “liberdization” isto be judged not by how close
to free trade a country gets but rather by how well it mediates between the endemic fiscal and foreign
exchange condraints of developing countries. At the margin, areaxation of the exchange condraint
would give a potentially strong boost to investment provided that the means by which the relaxation is
effected do not worsen government finances. The qudification is necessary because a relaxation of the

fiscal congtraint too would provide an investment spur. Trade liberdization can be useful in this sense

14 Following the theorem of the second best, given major distortions elsewhere in the economy,
aliberdization may end up reducing income and wefare.
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but, for the reasons and evidence given above, only within fairly narrow limits. Beyond this, no

persstent net growth contribution should be expected for such a potentia remainsin the realm of

Speculation.

4. Financial Liberalization and the Fiscal Squeeze

Apart from trade liberdization, liberdization of the externd account and of the dometic financia
systemn have been at the core of atempts at globdization. The libera presumption has been that barriers
to financiad mobility across borders are essentialy policy-induced and that these are costly. A relaively
closed financid system has or entails controls on interest rates, exchange rates and the capita account,
and the regulation of credit dlocation - in short, financid “repression’ that produces inefficienciesin both
portfolio holdings and in investment dlocation. Internd liberdization stimulates domestic saving and
improves its dlocation viafinancid markets. Externd integration permits globa market forcesto
determine interest rates, bond and equity prices and the foreign exchange rate.

Although globd financid flows have increased sharply in the 1990s, both foreign direct
investment and portfolio flows seem to follow development rather than lead it. Long-term globa
financing of investment gill remains asmall share as reveded by the persstent and high correlation
between nationa saving and investment rates. Internationd interest rate differentias also remain
stubbornly high (Avramovic, 1993). And much of that long-term flow is heavily concentrated in a dozen
or so countries. Y &, the potentia returns not merely to physica capital investments but aso to human
capitd and infrastructure investments in LDCs are undoubtedly high. It is evident therefore that global

financid markets and flows are deeply fragmented rather than integrated.
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While it might be argued that this anomay arises from the pursuit of improper macroeconomic
policies and government controls of the financid system, such an assessment ignores, on the one hand,
the underlying structura congtraints and market failures and, on the other, the limited scope for libera
policy choices without imposing potentialy costly tradeoffs including exacerbation of fisca condraints.
Indeed, fragmentation characterizes even the domestic financid marketsin LDCs. Finance flows but
unevenly among the modern industriad sector where much of the learning process must concentrate, the
informa and agricultura sectors which are the prime sources of employment and liveihoods, and the
public sector which mugt play the leading role in cresting infrastructural and human capitd. Uneven
access to finance and wide differences in interest rates arise essentidly from financid market failures
owing to sgnificant externdities and information asymmetries, and from the finance-fisc nexus (see
below). In other words, intra-nationd fragmentation of finance is not unlike the global fragmentation
noted above. Moreover, different parts of indigenous financid markets, even when not closed by
policy, are highly unevenly connected with globa markets.

Thefiscd congraint and the uneven development of finance interact strongly to limit policy
choices. Thefiscd condrant, particularly the dynamic lag in relation to growth, implies that the public
sector financing requirement runs well ahead of government revenues and borrowing capecities.
Governments have resorted to forced finance: by monetizing the deficit and forcing saving viainflation or
by requiring domestic banks, through reserve and portfolio requirements, to accommodate government
finance. Forced saving and financia repression both have their economic and politica limits but so does
revenue mobilization. Prudentia regulation apart, amaor reason for controls over banking in LDCs

arises from the fiscal congtraint. But note aso that such controls cannot be sustained without a captive
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supply which, in turn, isa prime motive for externa capital controls. Thus, financia repression together
with capital controls may be understood as arisng, in mgor part, from financid market fragmentation
and the infeesibility of firgt-best policies for public financing.

Hence, it isto be expected that attempts at liberaizing and opening up the financid system are
lidble to impose fiscd costs. One source of this cost arises from relaxing financid represson It has
been estimated that the implicit fisca gain from represson amounted to 2% of GDP (Giovannini and de
Melo, 1993). Similarly, reduced monetization of the fiscd deficit that is compelled by financid
liberdization resultsin the loss of seignorage revenues, asinflation dedines, the inflation tax dso fdls as
governments cannot reduce their debt obligations through a declining red vaue of money. Thus, in
LDCswith large fisca deficits, while the lossin red vaue of government liabilities held by the private
sector averaged 2.7% of GDP in 1983-89, it fell to 1.7% of GDPin 1990-95. The corresponding
figures for countries with moderate fisca deficits were 3.5% and 2.8% respectively (IMF, 1996).

Exchange rate changes matter not only for the externa balance but dso for the fisca balance.
Devauations raise debt service burdens directly that rest disproportionately on the budget while
benefiting the private export sectors which may not be easily taxed. It should also be noted that there
are secondary fiscal impacts flowing from losses in trade tax and other sources of revenue noted in the
previous sections. Revenue losses induce arise in the domestic and/or foreign debt which may force up

the interest rate and thus the interest burden on the budget.

Table 5 draws attention to contrasting trends across country groups in public debt and the
burden of servicing that debt. Whereas the debt/GDP ratio has, between the early 1980s and the

1990s, remained essentially stable in the high-income and lower middle-income groups (at about
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50%), it has doubled from about 50% in the low-income group. Even the upper middle-income
group has stabilized its debt/GDP ratio over the last decade after an initial rise. The trend in the
public interest burden follows these trends rather closely. In particular, interest expenditure
relative to GDP in low-income countries has risen sharply from 1.5% to 3.6% in the space of a
decade. While the interest burden in low-income countries is not much above that in the lower
middle-income group (and is in fact lower than in the other two groups) when measured relative to
GDP, it represents a much greater and growing fiscal constriction given their much lower tax/GDP
ratio which has also been falling in this period. Thus, as a share of total current expenditure, the
interest burden has risen from 6.1% in the early 1980s to 15.5% in the 1990s.

The period of adjustment represented in Table 5 has not seen any rise, rather some
decline, in the ratio of gross domestic investment to GDP. There has been a noticeable trend
toward privatization in investment (witness the rise in the private sector proportion of gross
domestic fixed investment) everywhere, especially in the middle-income groups. At least in terms
of raising the realized domestic investment ratio, the trend toward privatization and greater reliance
on foreign investment has not helped.

A revealing if crude index capturing the fiscal impact of trade and financial liberalization is
provided by changes in government interest expenditure and trade tax revenues (both relative to
GDP). First, define a fiscal index by the difference between trade taxes and interest expenditures:

F-INDX = (TradTax/Y) - (IntExp/Y) (4)
Between-period reductions in this index may be taken to represent the degree of fiscal “squeeze”
related to trade and financial liberalization. Thus,

F-SQZ = A(TradTax/Y) -  A(IntExp/Y) (5)

Tables 6 and 6A show the results for a cross-section of LDCs. As before, the time periods for
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which the fiscal squeeze index and its components are calculated are 1970-79, 1980-87 and 1988-
1996 (periods 1, 2 and 3 respectively). Based on underlying level variables that are averages for
the respective periods, between-period changes are computed as changes in those averages between
successive periods. Accordingly, change indicators pertain to periods 2 and 3.

The first three columns of Table 6 summarize the fiscal squeeze variables for the 4 LDC
country groups (low-income SSA, other low-income, lower middle-income and upper middle-
income) while the corresponding columns in Table 6A show individual country results. A negative
value for the fiscal squeeze variable indicates an adverse fiscal impact. For virtually all country
groups and both time periods, Table 6 shows both revenue losses on the trade account and
expenditure rises on the interest account. The rise in interest expenditure was the dominant
contributory factor except for low-income SSA and lower-middle-income countries in period 3
when losses from trade taxation constituted a sizable share of the fiscal squeeze. The fiscal squeeze
ranged between 1 and 2 per cent of GDP in both periods. Between the two periods, the index rose
in both the low-income groups, fell in the lower middle-income group and stayed unchanged in the
upper middle-income group. Table 6A shows that 46 out of 58 countries in period 2 and 45 of 61
countries in period 2 experienced a fiscal squeeze.

While the fiscal squeeze index is only an accounting device, the following regression shows
that it is closely related to both trade liberalization and the financial consequences of opening up

after controlling for changes in the trade/GDP ratio®.

> Thefiscal squesze index is entered with a negative sign in the regression.
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-FISSQZ = 0.46 - 0.07A(TradTax/Tr.) + 0.17A(IntExp/CurExp) - 0.17A(Trad/Y)  (6)
(0.23) (0.02) (0.03) (0.07)
(0.05) (0.00) (0.00) (0.03)

(with R*=0.26 and N=163).

Trade liberalization is here indexed by changes in the ratio of trade tax revenues to the value of
trade whilst financial policy changes are captured by changes in the ratio of government interest
expenditure to total current expenditure. Both variables have the expected signs and are
statistically significant. The regression also shows that countries that improved their trade shares of

GDP reduced the fiscal squeeze.

5. Infrastructure and Human Development Impacts

The adverse fiscd effects of liberaization and globdization have implications for both economic
development and income digtribution. These flow directly from the fiscal squeeze that can reduce both
infrastructure and human devel opment expenditures on the public account. There are dso important
indirect effects to be consdered. One such effect arises from the greater amplitude of fluctuationsin
incomes and relative prices, not to mention financid crises of the sort seen recently in Asa, Russaand
elsawhere, that globdization bringsinitstrain. These are gpt to hurt especidly the poor and vulnerable
segments of the population. Another indirect effect flows from income redistributions due to reductions
in red wages, increased informalization, and increased skilled/unskilled wage differentids. Red income
reductions of the poor may aso be induced by increased relative prices of food, cutsin food and other
wage goods subsidies, higher user charges for hedlth and educationa services, etc.

L ow-income countries with low levels of human devel opment seem particularly to be in danger



of margindization due to globalization. One reason isthat these countries are especialy hard hit by the
fiscal impact discussed in the preceding sections. Second, with low levels of human development, they
lack the capabilities to benefit from globdization. Human development and good infrastructure are key
to both indudtridization and raising international competitiveness. Third, lacking established safety nets,
they are lidble to experience the backwash effects of globdization such as de-indugtridization, terms of
trade losses, and trade-induced ingtability.

Raisng thelevd of human devdopment is principaly amétter of railsng invesment, especidly
public investment, and of reaching large sections of the population that the market bypasses. Both
factors originate from pronounced externditiesin such aress as hedlth, education, and training, and
market faluresin insurance, credit, and infrastructure creation. On the face of it, the required
investments and provision of opportunity should have nothing to do with apolicy of globdizationi.e,
they have to be undertaken as part of any program of economic development quite independently of
policies with respect to externd integration. But thisissmply not so. While low levels of human
development and infrastructure make poor countries more vulnerable to the costs of globdization
without being able to benefit from it, globdization dso makes it more difficult for them to raise thelr
levels of human development and infrastructure. This suggests a cumulative process that can hold back
development. Clearly, the government budget isacrucid link in this process.

Tables 6 and 6A provide cross-country evidence on changes in government expenditure on
the capital account and on education as well as changes in gross domestic investment (all relative to
GDP). As the Tables show, time-series data on government education expenditures are less

abundant than for capital expenditure. Although ideally health expenditures and other human
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development expenditures should also be considered, adequate cross-country time-series were
unavailable. The group-wise averages in Table 6 show that government capital expenditure fell in
all the four groups in period 3 which includes the 1990s. Note also that low-income SSA suffered a
decline in education expenditures in the latest period.

On the other hand, gross domestic investment recovered in low-income SSA after a decade
of decline accompanied by declining per capita incomes but this recovery was marginal at best, a
bit above neutralizing the earlier decline. The other low-income group experienced rising
investment but investment growth slowed down substantially between the two periods. By contrast,
middle-income countries witnessed a continuation of falling investment ratios with only a small
drop in the rate of decline.

The declines in government capital expenditure and gross domestic investment are related
to each other but more importantly, these declines took place in a period when the fiscal squeeze
from globalization was also taking effect. As we argue below, the trend in public educational
expenditures is also related to the fiscal squeeze though this may not be immediately apparent. The
following regression reveals the link between the fiscal index (defined in equation 4) and public
capital expenditure controlling for income, size and the trade ratio.

PUBINV/Y = 5.46 - 0.58Ln(pcY) + 0.06Ln(Pop.) + 0.04(Trade/Y) + 0.25(F-INDX)  (7)
(5.07) (0.32) (0.24) (0.01) (.08)
(0.28) (0.07) (0.81) (0.00) (0.00)

(with R*=0.26 and N=196).

This result supports severd interesting conclusions. Firg, public investment isinversely related
to per capitaincome levels. This shows that infrastructure and related capital expenditure requirements

arelarger in countries at the beginning stages of modern economic growth and/or that a greater part of
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such capitd expenditures tend to be publicly organized and financed in such countries. Either way, this
indicates the greater importance of the public finance congraint in countries at low levels of
development. Second, this last conclusion isdirectly confirmed by the positive and Satisticaly
ggnificant coefficient for the fiscal index. Countries that were fiscally squeezed by lowered trade tax
revenues and/or increased interest expenditures tended to have alower rate of public capita
expenditure. Capita expenditure fdls by one quarter of any drop in thefiscd index. Findly, the
positive coefficient on trade shows that, dl e se being the same, enlarged trade increases public capitd
expenditure. Since the tax-base effect of trade on public revenuesis dready captured by F-INDX, this
coefficaint probably reflects aforeign exchange condraint: higher trade volumes indicate a relaxation of
that congraint which serves to push up public investment.

The above specification was repeated using the total of public capital and public education

expenditures as the dependent variable and the following result obtained:

EDU/Y + = 6.65-0.46Ln(pcY) + 0.12Ln(Pop.) + 0.05(Trade/Y) + 0.37(F-INDX) (8)
PUBINV/Y  (6.94) (0.43) (0.32) (0.01)  (0.10)
(0.34) (0.29) (0.71) (0.00)  (0.00)

(with R*=0.387 and N=127).

Note that the income coefficient is not statigticaly sgnificant although it remains negative as in equation
(7). The smdler size of the sample than for equation (7) may be afactor here. At any rate, equation (8)
reveds alarge and significant coefficient for the fiscd congtraint as indexed here. With a$l declinein
trade-tax revenues or rise in government interest expenditure, public expenditure on capital formation
and human capitd falsby $0.37. Thisresult is consstent with the one obtained in equation (7) for
public capita formation aone.
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Asthe key determinant of economic growth, it is of consderable interest to see how gross
domestic investment reacts to the fiscal index. Apart from income per capitaand size, the specification

below controls for the trade ratio, public capital expenditure and educational expenditure.

GDI/Y = -61.74 + 2.75Ln(pcY) + 3.24Ln(Pop.) + 0.08(Trade/Y) + 0.69(F-INDX) 9)
(9.29) (0.59) (0.42) (0.02) (0.14)
(0.00) (0.00) (0.00) (0.00) (0.00)
+ 0.67(CapExp/Y) + 0.72(EducExp/Y)
(0.14) (0.30)
(0.00) (0.02)

(with R*=0.49 and N=132).

All variables bear theright Sgn and are datisticdly sgnificant. Theinvesment ratio is an increasing
function of both per capitaincome and population sze. Following the previous interpretation, the
positive coefficient on the trade ratio indicates aforeign exchange congtraint on accumulation. Asfor
the fisca congtraint, a $1 loss of revenue from trade or increase in the interest burden leads to a decline
of $0.69 in gross domestic investment. Again, thisresult provides further confirmation of the fiscal fetter
on accumulation. Two further conclusons may be noted. Educationd expenditure has alarge and
positive impact on domestic capita formation. Thus, public investment in education and totd investment
in physical capitd are strong complements. Findly, the coefficient on public capital expenditure though
postive islessthan unity. While this seemsto indicate a crowding-out of private investment, this result
should be seen together with the large positive coefficient on F-INDX. Thus, enhanced fisca capacity
would seem to have a strong direct effect of crowding in private invesment as well.

The above results regarding the determinants of public investment expenditure, public
educationd expenditure, and domestic capitd formation, underline the centrality of the fiscal congtraint
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for economic growth and human development. Together with the resultsin preceding sections showing
ggnificant adverse fisca effects from globdization, this refutes the notion that human devel opment need
have nothing to do with a policy of globdization. Rather, it indicates an important tradeoff between
externd integration and internd integration with the government budget providing the fulcrum of that
tradeoff. Liberdization shifts resources from the public to the private sectors thus exacerbating the
budget condraint. This not only lowers public investment but, in the end, o servesto lower
economy-wide accumulation.

While externdly-oriented liberdization has been promoted mainly with aview to the efficiency
gansit ispromised to deliver, its digtributiond effects may in fact be more important in both politica and
economic terms. One such effect is the redistribution from government to the private economy which
we have just consdered. The other of course pertains to redistributions within the private sector. Such
redistributions arise from relative price changes and the consequent resource reall ocations and factor
price changes. Attempts at liberdizing domestic economies and integrating with world markets impose
cogts on some groups while benefiting others, hence they pose palitical problems which may show upin
the budget.

Y &, these demands on the budget that globalization produces pile up on top of reduced
revenues and increased debt obligations. The paradox of globdization isthat it places the strongest
demands on the weakest states after weakening them further. Thisis related to two consderations. On
the one hand, the fiscal losses from globdization are largest for the poor countries. On the other, it is
the poor countries that have smal and fiscally week states to begin with; the developed economies have

large governments whaose capabilities have been built up in the course of development. As Tanzi (1998)
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has pointed out, “The reason is not that the [advanced industria countries| need more government than
the [poor countries] but because they can collect more taxes’ (emphasis added). Y, it isthe poorer
countries that need fiscaly stronger sates to cope with widespread market failures and complex
digtributiona changes.

Retive price shifts that accompany globaization may adso wesken thefisc. Liberdizing
agriculturd prices, for example, can produce large red trandfers from poor consumers (for whom food
is the overwheming part of private expenditure) to agricultura rentiers and traders'®. When developing
countries as a group face pressures to get their agricultura-exportable prices “right” i.e., dignment with
world price leves, thiswill aso produce a net transfer of resources to the consuming countries viaterms
of trade losses. These effects are additiond to the permanent increase in the variability of producer
prices and export earnings that openness entails, and to the transitory cogts of de-industridization and
unemployment that adjustment requires.

The red income loss of poor food consumers due to liberdized food and agriculturd prices will
be reinforced if food or fertilizer subsidies are cut at the same time. In such cases, the redistribution
does not implicate the fisc directly. But note that indirect effects on the budget are likdly eg., if

government employees demand and secure compensatory homina wage increases, government current

1 Higher agricultura prices will aso lower the red wage of |abor to the extent that agricultural
(food and raw materid) goods figure heavily in labor's consumption bundle even though agricultureis
labor-intensive. "Peasants, on the other hand, gain as owners of land but may lose as food consumers
or labor suppliers.
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expenditure will rise or, if private non-agriculturd employees are smilarly compensated, government tax
revenues decline dong with non-agricultura profits. But political compulson might force the
government also to extend or & least maintain food subsidies. Therisein food prices, however, entails
alarger fiscd outlay for such subsidies to achieve the same red subsidy level. The budget rardly goes
unscathed from mgor price redignments asin the present example.

In standard trade theory, when trade arises from factor endowment differences rather than intra-
industry competition, trade liberdization will reduce the income of the scarce factor while benefiting the
abundant factor of production. A grest deal of trade between rich countries and developing countries is
probably largely complementary in this sense (with specidization predicted by comparative advantage).

The usua presumption in atwo-factor world is that abundant |abor will gain a the expense of scarce
capitd inLDCs. There are anumber of qualifications however. Firg, with large reservoirs of
underemployed or surplus labor, the relative price shifts from trade opening will produce employment
rather than wage increases. Second, trade opening can be expected to reduce employment and wages
in import-competing sectors, and as firms seek to reduce costs, lower workplace standards and
wesken trade unions, minimum wage enforcement, etc. Third, with athird factor present in the form of
skilled labor, arise in unskilled wagesis no longer assured. If skilled and unskilled labor are easily
subdtituted, then, the skilled-unskilled wage differentid may widen and wage-based inequdity rise. This
last effect may be reinforced if technica change favoring substitution of skilled-labor and capitd for
unskilled labor accompanies liberdization. Similarly, with agricultura land asthe third factor, ared
wage increase from liberdization is not assured.

For developing countries, evidence on changes in absolute poverty and relative inequaity (both
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in terms of the persona digtribution of income) are rather more available than evidence on the functiona
digribution of income which the foregoing arguments rdate. Of course, the two digtributions are closely
related in generd. Accordingly, cross-country evidence over the period 1970-95 has been examined to
seeif there are broad associations between trends in openness on the one hand and poverty and
inequality on the other (Rao, 1998). Openness is measured by the export/GDP ratio and the Trade
Index (which isthe trade/GDP ratio after eiminating the effects of per capitaincome level and
population sSize). The mgority of countries in the sample witnessed arise in their openness. There were
anumber of countriesin which poverty, as measured by the head-count ratio below US $1 per day,
increased though the numerica edge was on the Sde of those where poverty decreased. The sample as
awhole shows a positive (and datisticdly sgnificant) relationship between changes in the Trade Index
measure of openness and changes in poverty with an adjusted R? of 0.29". Countries with dedining
poverty had on average an openness trend of 0.1% per annum whilst those with risng poverty had an
average openness trend of 2.1% (the corresponding figures for the export/GDP index of globdization

were 0.7% and 2.0% pa).

" There was, however, no satistically significant link between poverty changes and trendsin
the export/GDP measure of openness.
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Turning to the link between changesin openness and inequdity, few countries in the sample
witnessed a decline in both openness and inequdity. Observations showing arisein inequdity were
rather evenly divided among those with rising openness and faling openness. Countries opening up
amilarly showed roughly equa proclivity to become less unequa as more unequd. Although there was
aposgitive relationship between the trend in openness (Trade Index) and the trend in inequdlity, the
regression coefficient was not satisticaly sgnificant at any conventiona leve’®. In terms of sample
means, countries with declining inequality had an openness trend of 0.6% pa while those with risng
inequdity opened up at 1.1% pa (the corresponding figures for trends in the export ratio or globalization
are 2.0% and 1.6% pa).

From a policy standpoint, dealing with the poverty, didocation, volatility and didtributive effects
of globdization may be consdered in terms of tax and expenditure policies. Consider the tax policy
potentid. Idedly, taxes must be designed so as to strengthen the fisc and promote human devel opment,
objectives that would seem best served by a progressive structure of taxes. As dready seen, this need
not have a net disincentive effect on domestic investment; on the contrary, such a structure would be
complementary to economic growth.

But adminidrative (and politicd condraints) rdated mainly to low levels of development remain
formidable barriers. Tangible wedth and property which congtitute the redl base of taxable incomes
have been particularly difficult to tax in poor countries whereas human capita which condtitutes the

larger taxable dement in rich countries is more easly taxed in the rich countries. Though much is made

18 Smilarly, the export measure of globalization explained little of the variation in inequality.
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of theinfluence of tax rates on tax compliance, lax enforcement alows ample scope for evasion of both
direct and indirect taxes whatever the rates. Mogt taxable incomes in the informa sectors Smply escape
the tax net, agriculturd incomes and wedth are typicaly exempt from taxes, and corporations and the
well-to-do in the forma sector get away with legd concessons and artful subterfuge. Officid corruption
impaoses its own tax on the gate s rightful take. Similarly, public services though formaly offered free
are often subject to informal charges. A mgor problem that arises from the heterogeneity of enterprise
sructures in developing countries is that of horizonta inequity: the unequd treatment of equas. Thus,
amall entrepreneurs escape taxes which the sdaried classes with amilar incomes must cough up. In turn,
of course, thisinequity affects the economic structure and enlarges the range and scope of activities
wheretax evasonisless codly. Y, globd integration tends to shift the tax structure further ina
regressive direction. Thus, regressve shifts from corporate and persona income taxes, and trade taxes,
towards consumption-based taxes like VAT are increasingly accepted as inevitable or, result from
competitive concessons. One of the ironies of globdizing liberdization isthat adminigratively insecure
tax bases are increased at the expense of secure tax bases.

Expenditures on socid safety nets take diverse forms across countries but in developing
countries as arule, free access to health and education, subsidies for items consumed by the poor,
especidly food, and crises or temporary measures for those in distress, condtitute the chief forms.
Pengons, hedth insurance and unemployment benefits, programs characteritic of advanced economies,

arevirtudly non-existent™®. Table 7 puts together readily available data on public expenditures on

¥ While many relatively high-income east Asian economies have relatively low tax-GDP
ratios (Zee, 1996), this seems due, considering their levels of income, in major part to their lack of
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health and education, and also public capital expenditures. Data of adequate quality are sparse
both in country and time-period coverage. It is notable that the GDP share of government capital
expenditure in low-income countries is considerable higher than in rich countries (6.1% in 1991-96
compared to 2.5%). This gap is higher still when capital expenditure is reckoned relative to
current expenditure (27.1% for low-income countries in the 1990s compared to only 6.7% for high-
income countries). After falling in the 1980s, education expenditures relative to GDP in low-
income countries have recovered lost ground in the 1990s. On the other hand, health expenditures
have fallen (from 1.8% of GDP in the late 1980s to 1.6% in the 1990s). Both health and education

public expenditures have stagnated or fallen in the middle-income groups.

Combating poverty, whether endemic or trangitional, with pure cash tax-and-transfer programs
is not adminigtratively practicable and subject to even greater leakage to unintended beneficiaries than
the conventiond in-kind transfers. Y et, there are strong advocates of cost recovery even from the
dender safety nets that in-kind transfers represent in poor countries. User charges, not to mention
private dternatives, are advocated even in the areas of urban hospitdss, clinics, universities, and
trangport. The assumption isthat secondary and tertiary education as well as most curative care are
private goods which will find private dterndives if government did not commiit to footing the bill. The
implication is that grester socid security can be achieved at lower costs by relying on communities and
households to take up the dack. The principle that user charges be confined to curative care and for

tertiary education while primary care and education be supplied free seems sensible enough. But there

significant government-mandated safety nets. In the past, this seemed defensible given labor-
market institutions and norms that limited the unemployment-generating impact of business
fluctuations. But this is now changing as the norms are tested by the deep financial crises of the
recent past.
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are overwheming adminigtrative problems in maintaining user charges, policing informal charges, and
confining subsidies to the deserving poor?.

Infrastructure expenditures fulfill avital dlocative function of governmentsin LDCs primarily
because of the presence of large market failures and externdities. They are dso arguably the most
important or at least most accessble instruments by which the benefits of development can be diffused
across the population. But unless these expenditures are financed mainly through taxation, the resulting

fiscd deficits are likely to work againgt equitable outcomes.

6. Conclusion

This paper has been concerned primarily with the fiscal consequences of various measures of
policy liberdization designed to increase the globa integration of developing countries. Its principa
conclusions are that globalization has further accentuated the fiscal congraints facing states, and that
there is a cumulative process of causation between liberd policies and the fiscal condraint. These
conclusonsimply that the fiscal basis of congructive ate action to promote human development and

resolve digributive conflict is now more limited than before.

20 | mproved targeting of subsidies to maximize budgetary savings ignores ground redlities. For
example, generdized commodity subsdies, it is bdieved, should be replaced with subsidies or cash
transfers that are narrowly targeted to the “truly needy” (see Chu and Gupta, 1998, p.91). In many
cases, just the opposite recommendation seems to be caled for from the viewpoint of meeting both
adminidrative condraints and fisca sugtainability.
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But globdization is not just an autonomous devel opment, resulting from technologicd
imperatives, it isaso driven by policy choices. Liberalization has been the principa policy instrument of
globdization in trade and finance. Thus, not only internationd financid ingtitutions but dso dates as
policy-makers, have played an essentid determining role in this process of externd integration. Hence,
it gppears as something of a paradox that states are seen as helplessin the face of the forces of
globdization. The paradox dissolves once it is recognized that the globa arenaof policy has both
powerful and weak players, countries able to take advantage of the globa marketplace and those
vulnerable to its compulsions, individua countries and various collectivities of nations, active agents of
change and passive onlookers. The fiscd autonomy of states has been trimmed, in part, by states acting
autonomoudy and powerfully.

Even if there are Sgnificant long-run benefits to globaization (this remains a controversd dam),
the trandtion to greater globa integration in developing countries requires strong public action and a
dable fisca base. The push to globdization can and has been premature from this viewpoint.
Globdization and human development are not orthogond to each other. There are Sgnificant tradeoffs
between them mediated especiadly through the fisc. Developing country governments are epecidly
congtrained by the paucity of tax and expenditure instruments which conflicts with accepted canons of
economic efficiency and "good’ macroeconomic policy which globalizaton is supposed to enforce.
States must retain the autonomy from globa market forces necessary to pursue nationally and politically

determined tradeoffs.
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TABLE 1: Trendsin Economic Openness

Trade NetFDI AvgTaiff Tradelndex Trade Taxes
(% of GDP) (% of GDI) (% of Trade) (%) (% of Trade)

LOW-INCOME COUNTRIES

1970-75 51.4 35 . 426 11.1
1976-80 59.7 33 . 475 106
1981-85 575 33 . 46.4 102
1986-90 54.8 17 . 46.7 9.9
1991-96 613 71 269 50.2 9.4

LOWER MIDDLE-INCOME COUNTRIES

1970-75 57.4 44 . 435 8.6
1976-80 723 37 . 493 8.3
1981-85 67.3 3.9 . 489 6.6
1986-90 67.8 36 . 487 58
1991-96 75.8 75 175 51.2 5.1

UPPER MIDDLE-INCOME COUNTRIES

1970-75 712 6.1 . 46.0 5.7
1976-80 828 6.3 . 49.1 47
1981-85 79.7 56 . 50.4 48
1986-90 79.4 6.8 . 49.4 5.2
1991-96 80.2 103 11.8 480 36

HIGH-INCOME COUNTRIES

1970-75 732 47 . 441 27
1976-80 83.6 36 . 46.4 20
1981-85 89.9 3.9 . 49.4 16
1986-90 88.1 6.8 . 48.0 13
1991-96 87.7 79 6.6 475 0.9

ALL COUNTRIES
1970-96 69.3 4.8 17.4 475 6.3




TABLE 2: Trendsin Fiscal Aggregates

Nontax Rev Tax Rev CurRev  Tot Exp FisBa For Fin
(% of Gross Domestic Product) (% of GDP) (% of FisBal)

LOW-INCOME COUNTRIES

1970-75 2.0 136 156 18.9 -35 56.1
1976-80 2.2 14.1 163 22.0 55 475
1981-85 2.3 153 17.7 245 -6.6 45.0
1986-90 2.6 13.9 16.6 24.7 -63 425
1991-96 2.6 13.1 15.7 225 52 53.9

LOWER MIDDLE-INCOME COUNTRIES

1970-75 38 14.8 18.7 20.9 24 80.1
1976-80 4.9 16.2 21.2 26.0 -4.4 54.3
1981-85 5.0 17.1 221 26.0 -39 50.8
1986-90 5.3 16.6 22.0 236 -13 38.1
1991-96 45 17.8 223 236 0.7 55.1

UPPER MIDDLE-INCOME COUNTRIES

1970-75 6.7 19.4 26.1 295 -4.7 48.0
1976-80 6.7 21.0 27.7 295 23 34.4
1981-85 6.7 227 293 326 -4.9 36.5
1986-90 6.3 225 28.7 33.7 5.1 233
1991-96 5.4 20.2 255 29.7 -33 26.4

HIGH-INCOME COUNTRIES

1970-75 25 24.0 26.7 27.4 24 22.9
1976-80 3.0 265 295 326 -4.4 27.4
1981-85 3.9 28.4 32.3 36.8 53 24.6
1986-90 3.9 28.4 32.3 36.8 53 24.6

1991-96 3.7 29.8 335 371 -3.2 40.5




TABLE 3: The Structure of Taxation

Dir Taxes Soc Secur. Dom Indir.
(% of Total Tax Revenue)

Trade Imports Exports Trade Dom Indir.

(% of Imports) (% of Exports) (% of Trade) (% of NSVA)

LOW-INCOME COUNTRIES

1970-75
1976-80
1981-85
1986-90

1991-96

1970-75

1976-80

1981-85
1986-90

1991-96

1970-75

1976-80

1981-85

1986-90

1991-96

1970-75

1976-80

1981-85

1986-90

1991-96

26.1

25.2

255

27.0

254

29.9

30.4

32.8

320

32.7

36.7

42.4

36.5

29.5

324

37.7

374

37.7

37.9

36.1

2.0

25

24

1.6

13

4.8

7.6

8.1

84

7.1

13.7

115

141

16.8

14.8

17.9

214

221

21.0

244

29.3

28.3

320

335

37.8

26.7

24.0

25.0

28.6

33.9

245

24.8

30.3

311

33.8

30.8

29.7

30.3

31.6

314

40.8

39.3

37.0

35.1

32.2

18.1

17.3

17.7

18.9

18.9

6.3

7.5

6.3

51

24

LOWER MIDDLE-INCOME COUNTRIES

31.9

30.0

255

23.3

20.3

159

14.0

13.0

13.9

12.7

3.9

4.6

2.8

21

0.7

UPPER MIDDLE-INCOME COUNTRIES

20.8

17.0

15.7

18.2

159

HIGH-INCOME COUNTRIES

10.0

10.7

114

13.3

12.0

7.5

6.3

4.9

3.8

2.3

6.0

4.9

3.9

35

24

3.6

37

2.8

1.8

0.6

0.4

0.3

0.2

0.1

0.0

111

10.6

10.2

9.9

94

8.6

8.3

6.6

5.8

51

57

4.7

4.8

52

3.6

27

20

1.6

13

0.8

5.84

7.86

6.78

7.72

8.30

4.90

515

514

5.65

6.88

4.05

524

7.01

7.88

6.95

5.53

7.87

8.48

8.31

8.00




TABLE 4: Decomposition of Changesin Trade Tax Revenues Relativeto GDP

Country Group Period Trade- Avg. Tax Revenuess Avg. Tax Trade- "L affer"”

to-GDP Rate to-GDP Rate to-GDP Effect
(%) (%)  (Avg. Annual Rate of Change, %)

Low-Income SSA 2 60.4 9.5 04 -0.1 0.5 Yes
3 60.1 8.1 -1.6 -1.6 0.0 X
Other Low-Income 2 41.8 14.0 1.6 15 01 X
3 50.5 10.9 -1.0 -34 24 X
Lower Middle-Income 2 53.6 6.8 -1.7 -2.4 0.7 X
3 59.8 5.6 -15 -2.9 1.4 X
Upper Middle-Income 2 79.8 4.4 -2.3 -3.8 15 X
3 87.7 34 -4.4 -9.5 11 X

Note: Average annual rates of change were computed from period means, where
Periods 1, 2 and 3 stand for 1970-79, 1980-87 and 1988-1996 respectively.



TABLE 4A: Decomposition of Changesin Trade Tax Revenues Relative to GDP

Country Period Trade- Avg. Tax Revenuess Avg. Tax Trade- "Laffer”
to-GDP Rate to-GDP Rate to-GDP Effect
(%) (%)  (Avg. Annual Rate of Change, %)
Low-Income SSA 2 60.4 9.5 04 -0.1 0.5
3 60.1 8.1 -1.6 -1.6 0.0
Burkina Faso 2 425 9.7 -2.0 -3.4 14 X
Burundi 3 32.7 11.6 -1.8 -21 0.4 X
Cameroon 2 54.4 8.6 -3.8 -4.6 0.8 X
Cameroon 3 37.0 7.1 -6.8 -2.3 -4.5 X
Chad 3 60.6 3.3 -1.3 0.6 -19 Yes
Congo, Dem. Rep. 2 40.8 7.9 -3.3 -7.3 3.9 X
Congo, Dem. Rep. 3 47.1 5.6 -24 -4.1 17 X
Ethiopia 3 21.2 12.8 -4.4 -1.8 -2.7 X
Gambia, The 3 148.7 6.3 -3.3 -6.1 2.8 X
Ghana 2 20.2 16.9 -4.3 0.1 -4.4 Yes
Ghana 3 44.9 10.6 4.0 -5.4 9.4 Yes
Kenya 2 53.9 8.2 15 3.2 -1.7 X
Kenya 3 58.4 55 -3.8 -4.8 0.9 X
Lesotho 2 153.6 17.0 6.2 2.3 3.9 X
Lesotho 3 149.4 16.5 -0.7 -0.4 -0.3 X
Malawi 2 53.8 7.6 35 5.6 -21 X
Malawi 3 57.1 6.0 -21 -2.8 0.7 X
Mali 2 51.2 5.7 -1.1 -4.3 3.2 X
Mali 3 50.7 4.6 -2.7 -2.6 -0.1 X
Niger 2 62.9 8.4 31 16 15 X
Nigeria 2 34.1 5.1 -4.5 -3.3 -1.2 X
Rwanda 2 40.8 13.3 -0.9 -3.1 2.3 X
Rwanda 3 23.6 14.2 -5.6 0.8 -6.4 Yes
Senegd 2 79.6 9.2 0.0 -0.9 0.9 Yes
SierralLeone 2 65.0 57 -7.5 -7.6 0.1 X
SierraLeone 3 47.6 6.8 -1.6 2.1 -3.7 Yes
Sudan 2 34.8 17.0 -19 -3.7 18 X
Togo 2 101.1 8.7 -1.4 0.3 -1.7 Yes
Zambia 2 74.9 5.1 7.1 8.4 -1.3 X
Zambia 3 73.7 55 0.6 0.8 -0.2 X
Zimbabwe 2 55.6 6.8 15.1 14.8 0.3 X
Zimbabwe 3 71.3 7.3 3.8 0.8 2.9 X
Other Low-Income 2 41.8 14.0 1.6 15 0.1
3 50.5 10.9 -1.0 -3.4 2.4
India 2 15.3 21.2 4.7 3.3 14 X
India 3 20.6 16.7 0.7 -2.8 35 Yes
Pakistan 2 34.9 15.2 0.9 -0.3 13 Yes
Pakistan 3 36.0 14.2 -0.4 -0.8 0.4 X



TABLE 4A: Decomposition ... (contd.)

Country Period Trade- Avg. Tax Revenuess Avg. Tax Trade- "Laffer”
to-GDP Rate to-GDP Rate to-GDP Effect
(%) (%)  (Avg. Annual Rate of Change, %)

Sri Lanka 2 68.9 10.4 -2.0 -3.1 1.1
Sri Lanka 3 70.6 6.9 -4.6 -4.9 0.3
Nicaragua 2 48.0 9.0 2.9 6.4 -35
Nicaragua 3 74.8 5.9 0.2 -5.0 5.2 Yes
Lower Middle-Income 2 53.6 6.8 -1.7 -2.4 0.7

3 59.8 5.6 -1.5 -2.9 1.4
Botswana 2 103.7 9.9 -1.1 -3.3 2.1 X
Botswana 3 95.7 8.5 -2.8 -1.8 -0.9 X
Namibia 3 1135 8.7 0.8 1.4 -0.6 X
Swaziland 3 165.8 7.1 -4.7 -5.9 1.2 X
Fiji 3 115.9 5.6 0.3 -2.5 2.9 Yes
Indonesia 2 48.6 2.2 -7.5 -8.8 1.3 X
Indonesia 3 49.8 1.8 -2.0 2.2 0.3 X
Papua New Guinea 2 94.3 5.0 4.5 3.7 0.8 X
Papua New Guinea 3 92.2 6.3 2.4 2.7 -0.3 X
Philippines 2 49.6 6.1 -2.6 -34 0.8 X
Philippines 3 68.1 6.6 4.7 1.0 3.7 X
Thailand 2 50.8 6.4 -0.9 2.7 1.8 X
Thailand 3 77.2 4.4 0.5 -4.4 4.9 Yes
Egypt, Arab Rep. 2 57.1 11.9 -4.2 -3.6 -0.6 X
Egypt, Arab Rep. 3 54.9 6.5 -7.6 -7.2 -0.5 X
Jordan 3 132.2 6.1 1.1 -0.7 1.8 Yes
Morocco 2 52.7 8.0 15 0.3 1.2 X
Morocco 3 54.9 8.3 0.9 0.4 0.5 X
Tunisia 2 771 115 3.2 1.2 2.0 X
Tunisia 3 89.0 9.4 -0.7 -2.4 1.7 X
Bolivia 3 42.2 2.7 -6.2 -8.6 2.4 X
Colombia 2 27.8 7.2 2.1 -1.3 -0.8 X
Colombia 3 334 55 -0.9 -3.1 2.1 X
CostaRica 2 711 6.6 2.9 2.5 0.5 X
CostaRica 3 775 6.8 1.3 0.3 1.0 X
Dominican Rep. 2 479 7.9 -6.6 -6.3 -0.4 X
Dominican Rep. 3 65.9 9.2 55 18 3.8 X
Ecuador 2 57.7 3.7 -6.1 -4.6 -1.5 X
El Salvador 2 54.0 7.2 -2.9 -0.6 -2.3 X
El Salvador 3 47.9 3.9 -85 -7.1 -1.4 X
Guatemala 2 345 5.7 -5.2 -1.9 -3.3 X
Guatemala 3 41.9 4.4 -0.6 -2.9 2.3 X
Jamaica 2 97.9 2.0 1.6 -1.1 2.7 Yes
Panama 3 175.9 1.4 -1.0 -35 2.4 X



TABLE 4A: Decomposition ... (contd.)

Country Period Trade- Avg. Tax Revenuess Avg. Tax Trade- "Laffer”
to-GDP Rate to-GDP Rate to-GDP Effect
(%) (%)  (Avg. Annual Rate of Change, %)

Paraguay 2 39.2 3.9 -7.4 -9.0 1.6 X
Paraguay 3 53.6 3.7 3.2 -0.5 3.7 Yes
Peru 2 35.2 9.0 1.2 1.3 0.0 X
Peru 3 25.5 5.4 -9.9 -6.1 -3.8 X
Venezuela 2 40.7 7.6 8.8 10.4 -1.6 X
Venezuela 3 53.9 3.2 -7.0 -10.3 3.3 X
Poland 3 47.4 6.1 0.4 -2.9 3.3 Yes
Turkey 2 26.8 3.9 -8.8 -17.0 8.2 X
Turkey 3 35.1 2.1 -4.3 -7.5 3.2
Upper Middle-Income 2 79.8 4.4 -2.3 -3.8 15

3 87.7 34 -4.4 -5.5 1.1
Mauritius 2 106.0 10.0 3.7 34 0.3 X
Mauritius 3 129.0 7.3 -1.4 -3.7 2.3 X
Seychelles 3 118.9 20.2 3.8 3.8 0.0 X
South Africa 2 54.0 1.6 -3.6 -3.2 -0.4 X
South Africa 3 47.2 2.3 2.6 4.2 -1.6 X
Malaysia 2 109.3 5.7 -0.9 -34 25 X
Malaysia 3 156.9 2.6 -5.1 -9.4 4.3 X
Oman 3 85.4 1.1 1.6 1.9 -0.3 X
Argentina 3 16.1 7.5 -1.3 -2.0 0.8 X
Barbados 2 124.7 3.6 -3.7 -3.8 0.1 X
Barbados 3 98.7 3.8 -2.0 0.8 -2.8 Yes
Brazil 3 15.3 3.3 -5.4 -2.9 -2.5 X
Chile 2 50.2 4.2 2.2 -6.0 3.9 X
Chile 3 59.2 3.6 0.1 -1.8 2.0 Yes
Mexico 2 26.6 31 -5.1 -9.9 4.8 X
Mexico 3 37.8 2.4 1.1 -3.1 4.1 Yes
Trinidad 2 84.1 3.3 -0.6 -0.2 -0.4 X
Trinidad 3 85.4 2.4 -3.6 -3.8 0.2 X
Uruguay 2 40.9 6.9 3.3 1.4 1.9 X
Uruguay 3 42.6 4.4 -4.8 -5.3 0.5 X
Greece 2 39.6 1.1 -12.4 -14.4 2.0 X
Greece 3 44.0 0.1 -32.7 -33.9 1.2 X
Hungary 3 66.0 4.5 -1.9 0.2 2.1 Yes
Malta 2 162.9 4.5 -2.0 -1.8 -0.2 X
Malta 3 175.9 4.9 1.8 0.9 0.9

Note: Average annual rates of change were computed from period means, where
Periods 1, 2 and 3 stand for 1970-79, 1980-87 and 1988-1996 respectively.



TABLE 5: Public Debt, Interest and | nvestment

Pub Debt  Interest Interest Int. Rateon Gr. Dom. Inv Priv. GDFI Net FDI
(% of GDP) (% of GDP) (% of CurExp) Pub Debt (% of GDP)  (%of GDFl) (% of GDI)
LOW-INCOME COUNTRIES
1970-75 34.6 1.1 5.1 36 17.7 65.4 35
1976-80 63.3 25 9.8 5.1 19.5 46.4 2.8
1981-85 50.9 15 6.1 3.9 20.8 50.4 3.2
1986-90 87.3 2.8 11.6 5.2 19.3 50.5 2.4
1991-96 98.4 36 15.5 3.9 20.7 55.0 7.3
LOWER MIDDLE-INCOME COUNTRIES
1970-75 21.4 0.8 38 3.7 23.8 64.0 4.4
1976-80 23.9 13 5.2 43 275 59.0 4.1
1981-85 45.2 2.2 8.8 5.1 24.2 56.3 3.9
1986-90 48.6 25 11.4 7.2 22.7 63.1 3.7
1991-96 46.3 2.7 12.0 6.6 23.6 66.4 8.3
UPPER MIDDL E-INCOME COUNTRIES
1970-75 24.6 1.2 4.8 45 25.7 62.7 6.2
1976-80 28.0 15 5.6 5.5 27.2 62.7 6.3
1981-85 35.4 2.9 10.8 12.6 23.3 65.4 5.6
1986-90 458 5.2 16.9 10.0 21.4 73.0 6.8
1991-96 457 43 145 7.8 21.1 76.2 10.7
HIGH-INCOME COUNTRIES
1970-75 27.8 1.4 47 10.8 26.8 81.6 5.5
1976-80 375 2.2 6.5 6.5 26.0 78.1 3.9
1981-85 52.0 4.1 10.4 8.1 23.7 75.2 3.9
1986-90 51.4 4.6 12.2 8.6 23.3 79.3 6.8
1991-96 50.8 4.1 10.6 7.2 22.3 80.7 8.4




TABLE 6: Liberalization, Fiscal Impact and Accumulation in Developing Countries

Country Group Period Trade- Interest Fisca Gov. Educ. Gov. Cap. Gr. Dom. PC Income
Tax Rev. Expend. Squeeze Expend. Expend. Invest. Avg. Ann.

(Change between periods, % of GDP) Growth (%)

Low-Income SSA 2 04 1.4 -1.1 . 09 -14 -0.6

3 -0.7 0.9 -1.6 -0.1 -11 17 2.7

Other Low-Income 2 0.3 14 -1.2 . 31 4.3 0.5
3 -0.6 1.2 -1.7 0.0 -2.8 0.7 31

Lower Middle-Income 2 -04 15 -1.9 . -1.2 -1.0 1.6
3 -0.4 0.6 -1.0 0.2 -1.2 -0.8 5.6

Upper Middle-Income 2 -0.1 1.6 -1.7 . -0.7 -1.8 3.9
3 0.1 1.8 -1.7 0.2 -1.5 -1.5 3.9

Note: Change between periods was computed from period means, where
Periods 1, 2 and 3 stand for 1970-79, 1980-87 and 1988-1996 respectively.



TABLE 6A: Liberalization, Fiscal Impact and Accumulation in Developing Countries

Country Period Trade- Interest Fiscd Gov. Educ. Gov. Cap. Gr. Dom. PC Income
Tax Rev. Expend. Squeeze Expend. Expend. Invest. Avg. Ann.

(Change between periods, % of GDP) Growth (%)
Low-Income SSA 2 0.4 14 -1.1 : 0.9 -1.4 -0.6
3 -0.7 0.9 -1.6 -0.1 -1.1 1.7 2.7
Burkina Faso 2 -0.8 0.2 -1.0 : 0.0 -1.9 -0.9
Burundi 3 -0.6 1.0 -1.7 1.1 -0.1 -3.9 1.2
Cameroon 2 -1.9 0.0 -1.9 : 2.7 3.6 -0.3
Cameroon 3 2.1 16 -3.7 0.1 -4.4 -8.5 41
Chad 3 -0.2 0.1 -0.3 : -1.9 6.4 47
Congo, Dem. Rep. 2 -1.1 0.6 -1.8 : -0.3 -5.3 -1.6
Congo, Dem. Rep. 3 -0.6 -0.3 -0.2 : -1.1 -2.9 -0.6
Ethiopia 3 -1.2 0.4 -1.6 : -0.5 2.0 0.5
Gambia, The 2 15 0.8 0.8 : 3.8 7.6 :
Gambia, The 3 -3.1 3.0 -6.1 0.2 -5.0 -1.0 12.4
Ghana 2 -1.6 -0.2 -1.4 : 2.4 -3.1 -0.2
Ghana 3 14 0.3 1.1 0.2 13 8.0 4.9
Kenya 2 0.6 21 -1.6 : -0.4 0.4 0.4
Kenya 3 -1.2 29 -4.1 -0.6 0.1 2.4 29
Lesotho 2 11.2 3.6 75 : 19.0 22.0 0.3
Lesotho 3 -1.6 1.1 -2.6 -0.1 -7.4 34.6 0.7
Liberia 2 -0.2 2.9 -3.1 : -2.3 -115 :
Liberia 3 0.4 -0.5 0.9 : -3.2 : 0.3
Malawi 2 1.1 34 2.3 : 16 -9.0 -0.6
Malawi 3 -0.7 -0.4 -0.3 0.0 2.3 -0.9 3.8
Mali 2 -0.3 0.5 -0.8 : -0.1 0.4 -0.7
Mali 3 -0.6 0.3 -0.9 -1.6 -0.4 6.6 24
Niger 2 13 0.2 1.1 : 35 0.7 -1.0
Nigeria 2 -0.9 55 -6.4 : 0.3 -6.8 -0.8
Rwanda 2 -0.4 0.1 -0.5 : 14 4.0 -0.7
Rwanda 3 2.1 1.1 -3.2 0.8 15 -35 -1.9
Senegal 2 0.0 15 -15 : 2.0 -5.3 -0.7
SierralLeone 2 -3.6 0.3 -3.8 . -0.1 -2.0 -1.3
SierraLeone 3 -0.5 16 2.1 -1.7 -0.6 -4.1 1.8
Sudan 2 -1.1 0.1 -1.2 : -1.1 -0.6 -0.9
Togo 2 -1.2 34 -4.6 : -11.7 -7.8 -0.5
Zambia 2 1.8 0.3 15 : 0.2 -12.8 -0.4
Zambia 3 0.2 0.0 0.2 -1.4 48 -4.1 2.3
Zimbabwe 2 2.8 21 0.8 : 0.4 1.0 0.2
Zimbabwe 3 14 1.9 -0.5 15 13 -0.8 3.8



TABLE 6A: Liberalization ... (contd.)

Country Period Trade- Interest Fiscd Gov. Educ. Gov. Cap. Gr. Dom. PC Income
Tax Rev. Expend. Squeeze Expend. Expend. Invest. Avg. Ann.

(Change between periods, % of GDP) Growth (%)
Other Low-Income 2 0.3 1.4 -1.2 : 31 4.3 0.5
3 -0.6 1.2 -1.7 0.0 -2.8 0.7 31
India 2 11 1.0 0.2 : 0.5 2.7 0.0
India 3 0.2 1.7 -1.5 0.7 -0.1 1.9 4.1
Pakistan 2 0.4 1.0 -0.6 : -0.6 2.7 0.3
Pakistan 3 -0.2 2.6 -2.8 0.4 1.0 0.4 3.9
Sri Lanka 2 -1.4 2.0 -34 : 6.2 9.5 25
Sri Lanka 3 2.3 1.3 -3.6 0.4 -6.9 2.9 3.7
Nicaragua 2 1.0 18 -0.8 : 6.3 2.1 -0.8
Nicaragua 3 0.1 -0.9 1.0 -1.7 5.2 3.2 0.7
Lower Middle-Income 2 -04 15 -1.9 -0.3 -1.2 -1.0 1.6
3 -04 0.6 -1.0 0.2 -1.2 -0.8 5.6
Botswana 2 -1.1 0.2 -1.3 -04 2.3 -10.7 2.3
Botswana 3 2.1 -0.2 -2.0 2.0 -1.5 -1.5 6.4
Namibia 3 0.7 -1.7 2.4 7.0 -1.9 3.0 4.3
Swaziland 2 2.0 0.9 1.2 : -1.0 1.3 :
Swaziland 3 5.7 0.0 5.8 0.0 -4.0 -6.1 0.7
Fiji 2 -05 1.4 -1.9 : -0.9 0.1 :
Fiji 3 0.2 0.5 -0.3 -0.9 -0.7 -8.6 2.8
Indonesia 2 -1.0 1.0 2.0 : 2.6 4.8 1.3
Indonesia 3 -0.2 0.4 -0.6 -0.2 2.4 33 7.2
Papua New Guinea 2 1.6 1.2 0.3 : -1.9 0.0 -04
Papua New Guinea 3 11 0.2 0.9 : -0.2 -1.8 5.8
Philippines 2 -0.8 1.6 2.4 : 0.5 -3.9 1.0
Philippines 3 15 3.0 -1.5 11 0.3 -0.8 4.0
Thailand 2 -0.3 1.2 -1.5 : 0.1 25 35
Thailand 3 0.2 -1.1 1.3 0.2 0.0 11.2 9.6
Egypt, Arab Rep. 2 -3.1 11 -4.2 : -2.6 4.4 0.4
Egypt, Arab Rep. 3 -3.3 2.4 5.7 -0.8 -0.6 5.1 7.0
Jordan 2 -1.5 11 -2.6 : -4.8 -4.7 0.8
Jordan 3 0.7 25 -1.8 -1.8 -34 0.4 8.3
Morocco 2 0.5 2.6 2.1 : -1.9 2.2 0.8
Morocco 3 0.3 1.3 -0.9 -04 -1.4 2.7 2.6
Tunisia 2 2.2 1.2 1.0 : 1.9 4.2 18
Tunisia 3 -0.5 11 -1.7 0.5 -35 -5.0 7.2
Bolivia 3 -0.8 0.6 -1.4 0.4 3.0 2.9 6.1
Colombia 2 -04 0.3 -0.7 : -1.2 0.7 35
Colombia 3 -0.2 0.5 -0.7 0.8 -05 0.3 7.4



TABLE 6A: Liberalization ... (contd.)

Country Period Trade- Interest Fiscd Gov. Educ. Gov. Cap. Gr. Dom. PC Income
Tax Rev. Expend. Squeeze Expend. Expend. Invest. Avg. Ann.

(Change between periods, % of GDP) Growth (%)

CostaRica 2 11 0.6 0.4 : -0.7 21 4.6
CostaRica 3 0.5 16 -1.0 -1.3 -0.8 0.5 6.9
Dominican Republic 2 -3.1 04 -35 . -2.7 0.2 12
Dominican Republic 3 23 0.1 22 -0.3 31 21 6.5
Ecuador 3 -0.8 21 -2.9 -1.8 -0.8 -1.5 7.1
El Salvador 2 -1.2 11 -2.3 : -0.1 -6.7 0.8
El Salvador 3 -2.0 0.1 2.1 -1.7 -0.5 41 3.8
Guatemala 2 -1.2 0.3 -1.5 -0.1 0.2 -3.8 0.2
Guatemala 3 -0.1 0.3 -0.4 -0.3 -1.3 17 4.0
Jamaica 2 0.3 8.6 -8.3 : -2.7 -2.8 22
Panama 2 -0.5 29 -35 : -35 : 15
Panama 3 -0.2 -3.8 3.6 0.5 -1.9 -0.4 11.0
Paraguay 2 -1.4 0.2 -1.6 : -0.6 4.3 0.9
Paraguay 3 0.5 0.4 0.0 0.9 -0.1 -34 3.6
Peru 2 0.3 18 -1.5 : -0.1 5.2 0.2
Peru 3 -1.8 -0.3 -1.5 : -1.1 -4.6 6.5
Suriname 2 -1.0 22 -3.2 : -4.8 -10.1 :
Venezuela 2 17 17 0.0 : -1.2 -12.9 20
Venezuela 3 -1.4 14 -2.8 -0.3 -1.8 -4.0 5.2
Poland 3 0.1 31 -3.0 0.6 -1.2 -3.8 4.7
Romania 3 0.8 0.0 0.7 0.5 -6.9 -6.7 29
Turkey 2 -1.3 11 -2.3 : -0.4 22 31
Turkey 3 -0.3 16 -1.9 0.1 21 5.9 34
Upper Middle-Income 2 -0.1 16 -1.7 0.7 -0.7 -1.8 39

3 0.1 18 -1.7 0.2 -1.5 -1.5 39
Mauritius 2 3.0 34 -0.4 : -11 21 5.7
Mauritius 3 -11 2.1 0.9 -0.7 0.3 7.7 5.0
Seychelles 3 6.6 3.7 29 -0.3 -3.0 -2.2 6.8
South Africa 2 -0.3 14 -1.8 : -0.2 -2.6 16
South Africa 3 0.2 20 -1.8 1.0 -0.4 -75 11
Maaysia 2 -0.5 29 -34 : 31 5.9 39
Maaysia 3 -2.2 -0.4 -1.8 -0.9 -24 3.6 4.8
Oman 2 0.2 0.1 0.1 : -6.1 -2.7 :
Oman 3 0.1 11 -0.9 0.8 -4.2 -9.5 5.1
Argentina 2 13 17 -0.3 : 14 -5.4 2.3
Argentina 3 -0.1 -0.6 0.5 0.7 -0.6 -35 7.3
Barbados 2 -1.7 1.0 -2.7 : -0.5 -35 6.6
Barbados 3 -0.7 0.6 -1.3 11 -0.1 -4.3 -1.9



TABLE 6A: Liberalization ... (contd.)

Country Period Trade- Interest Fiscd Gov. Educ. Gov. Cap. Gr. Dom. PC Income
Tax Rev. Expend. Squeeze Expend. Expend. Invest. Avg. Ann.

(Change between periods, % of GDP) Growth (%)
Brazil 3 -0.3 115 -11.8 -0.5 -0.6 1.1 5.7
Chile 2 -0.5 -0.3 -0.1 : -3.4 -0.7 5.7
Chile 3 0.0 0.2 -0.2 -15 0.2 9.2 55
Mexico 2 -0.5 7.2 -7.6 : 0.6 0.7 21
Mexico 3 0.1 2.4 25 0.8 -1.9 0.1 6.1
Trinidad and Tobago 2 -0.2 0.1 -0.3 . -0.7 -2.8 39
Trinidad and Tobago 3 -0.7 45 -5.3 -1.1 -9.4 -10.1 1.7
Uruguay 2 0.7 0.9 -0.2 : -0.3 -4.9 34
Uruguay 3 -0.9 0.4 -1.4 0.4 0.2 -2.8 24
Greece 2 -0.9 2.0 -2.9 0.7 -0.5 -5.7 47
Greece 3 -0.4 6.6 -7.0 0.2 -0.5 2.4 5.9
Hungary 3 -0.5 15 -2.0 14 25 -4.5 -4.6
Malta 2 -1.4 -0.8 -0.6 : -0.7 1.7 3.0
Malta 3 1.2 0.6 0.6 1.2 1.9 21 7.8

Note: Change between periods was computed from period means, where
Periods 1, 2 and 3 stand for 1970-79, 1980-87 and 1988-1996 respectively.



TABLE 7: Trendsin Social | nvestment
Public Expenditure on

Education Health Capital Educ + Hedlth  Educ, Health & Cap
(% of Gross Domestic Product) (relative to Interest Expenditure)
LOW-INCOME COUNTRIES
1970-75 . . 43
. . (21.8)
1976-80 3.7 . 5.8
(16.2) . (25.6)
1981-85 34 . 5.9
(15.4) . (23.1)
1986-90 35 18 6.5 20 42
(16.5) (7.1 (26.7)
1991-96 39 16 6.1 18 34
(17.0) (7.2 (24.9)
LOWER MIDDLE-INCOME COUNTRIES
1970-75 . . 5.8
. . (27.1)
1976-80 42 . 7.7
17.2) . (29.5)
1981-85 41 . 5.9
(16.1) . (23.0)
1986-90 4.0 24 4.7 42 6.3
(17.1) (11.7) (19.3)
1991-96 41 2.7 44 41 7.3
(16.5) 9.9 (20.2)
UPPER MIDDLE-INCOME COUNTRIES
1970-75 . . 5.8
. . (18.8)
1976-80 39 . 5.9
(14.5) . (19.9)
1981-85 44 . 5.6
(12.9) . (16.3)
1986-90 45 35 44 28 3.6
(13.6) (13.8) (12.9)
1991-96 44 33 4.0 33 43
(16.9) (12.4) (13.4)
HIGH-INCOME COUNTRIES
1970-75 . . 29
. . (11.6)
1976-80 5.6 . 30
(18.2) . 9.9
1981-85 53 . 30
(15.8) . (8.8
1986-90 5.2 5.2 29 35 44
(15.8) (15.8) (8.5
1991-96 55 5.8 25 6.7 9.1
(15.7) (16.7) (7.9

Notes Figuresin parentheses are relative to public current expenditure.
Bold-faced figuresindicate less than 30 observations.



