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I. Introduction 

The role of taxation and associated incentives in development is 
one piece in a large puzzle. Tax incentives may assume importance if 
tax policy is seen to play an instrumental role in development. Tax 
policy, in turn, may have perceptible ramifications on the savings 
rate and, therefore, on investment in the economy which, in the 
traditional literature, is the kingpin in an economy's development. 
There have, however, been other "structural positionsll regarding the 
force behind or limiting development where natural resources are not 
a constraint. These are (1) the inadequacy of export markets due to 
protectionism abroad in the case of countries with a high degree of 
dependence on trade, (2) "investment"-- even though treated as current 
expenditure in the account books of economists --in health, education, 
and other social infrastructure, (3) population control in countries 
such as India and China, or the lack of population--smallness of market 
size --in others, (4) the role of appropriate technology, that is, the 
choice of techniques and, finally, (5) the,role of agriculture--land 
reform, extension work, innovation --cast independently of the effects 
of savings and investment. Therefore, in our attempt to study the 
effects of taxation on output--growth and development--there is some 
need for us to go back to the drawing board in order to see where, and 
how importantly, taxation in general fits into the development picture. 
Since the role of taxation is inherently linked with that of savings, 
fn this paper, we start at the very beginning to review the treatment 
of savings in the development-literature and to contrast and compare 
it with the role of other measures in the development process. This 

is not to belittle the work of us fiscal practitioners but to gauge 
more comprehensively where exactly, in the puzzle of development, our 
role fits in and to understand better the possibilities and limitations 
of that role. 

It is a common conception that the role of savings and investment 
in the development process was perceived as paramount in the early 
neoclassical literature on economic growth and development up to the 
end of the 1960s. Much of this literature derives from Harrod (1939) 
and Domar's (1946) early formulations of the relationship between 
savings and growth. However, a perusal of the postwar literature 
reveals that, while the proponents of savings as a vehicle of growth 
were in the forefront of the discussions on growth, issues such as the 
role of economic infrastructure and social dynamics in the development 
process were being raised at the same time, even though it is true that 
the latter became more fashionable in the 1970s. 

The savings literature is inherently connected with issues of 
external economies and of surplus labor and labor productivity, problems 
which are related to those of sectoral factor proportions. The right 
technique of production, that is, the right combination of labor and 
capital, therefore, assumes importance in this debate. Among the 
seminal works in this area are those of Lewis (1954), Eckaus (1955), 
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and Sen (1960) for the factor-proportions problem l/ and for the impli- 
cation of a labor surplus on an economy's developm&t, and those of 
Rosenstein-Rodan (1943), Scitovsky (1954), and Bator (1958), for the 
effects of external economies and the need for additional investment 
to internalize them. 

Immediately, savings--and, consequently, investment--rise in signi- 
ficance in that savings form the scarce factor of production. Improved 
savings performance thus becomes the vehicle of growth since investment 
follows savings. Rostow (1956) speaks of the "take-off...as the inter- 
val during which the rate of investment increases in such a way that 
real output per capita rises and this initial increase carries with it 
radical changes in production techniques and the disposition of income 
flows which perpetuate the new scale of investment and perpetuate 
thereby the rising trend in per capita output." (p. 25). The six 
lectures delivered by Nurkse (1953) on problems of capital formation 
in underdeveloped countries spell out the applicability of traditional. 
neoclassical instruments for development. 

Issues regarding any slip between savings and investment in the 
forms of external as well as domestic structural rigidities appear 
subsequently in the literature. External constraints in the form of 
foreign exchange to transform domestic savings into investment, of 
which imported capital goods are an integral part, are considered by 
Chenery and Strout (1966), Joshi (1967), Atkinson (1969), and Nelson 
(1970) among others. The foreign exchange constraint is also caused 
by the nature of the primary commodities exported--tea, coffee, cocoa, 
jute--usually represented by inelastic supplies so that their price 
responsiveness is limited and by various forms of protectionism against 
imports of light manufactured goods. 

Domestic constraints on growth have several sources. First, as 
Nurkse (1953) points out, the problem in many developing countries is 
not a shortage of savings, but the limited size of the market leading 
to low investment: "Many articles that are in common use in the United 
States can be sold in a low-income country in quantities so limited 
that a machine working only a few days or weeks can produce enough for 
a whole year's consumption." (p. 7). This problem of limitation is 
linked not only with the low standard of living in many a populous 
developing country, but also with the low absorptive capacity of those 
developing countries that are sparsely populated. 

Second, from a different source, investment in machinery that 
produces consumer goods is seen as a leakage from the long-run rate of 
growth by Mahalanobis (1953) and other "planner" economists. Third, 
the difficulties in the transfer of technology from developed to 

l/ These issues are inextricably linked with the ."structural" 
feasibility or infeasibility of capital-labor substitutability--as 
posed by more recent literature--and are, therefore, addressed in this 
context, below. 
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developing countries are seen to reveal the insufficiencies of savings 
for development. Bruton (1955), in a review of the Harrod-Domar models 
in the context of developing countries, writes, "In the literature on 
economic development...emphasis is always placed on the need for 
more and more capital. This is surely correct and was never a secret. 
It would appear, however, though more capital is a necessary condition 
for speeding up the rate of development, it is not a sufficient 
condition.... There is no reason to assume that [modern] technology... 
can be bodily transferred to other countries." (p. 336). Fourth, the 
conversion of domestic savings or potential savings to investment is 
seen to be arrested due to the lack of adequate financial institutions 
by Patrick (1966), Gurley and Shaw (1967), and others. This last 
concern receives greater attention as the literature proceeds to the 
future decades, for example in Tanzi (1976), Bhatt and Meerman (1978), 
and Von Pischke, et al. (1983), and as the premise that savings require 
complementary factors during the process of development gains wider 
influence. 

Finally, other scholars such as Myint (1954), Myrdal (1968), Haq 
(1971) and Meier (1976) differentiate between concepts of growth and 
development, and expenditures in areas traditionally perceived as 
consumption, such as health and education, are perceived as causal 
factors in the development process, most notably by Streeten (1967). 
To these "structural" factors in the development process may be added 
a few others. First, population has been perceived as a leading 
determinant of development, in the postwar literature having been 
addressed by Clark (1953), Ohlin (1967), Walsh (1970), Chandrasekhar 
(1972), and recently by Hauser (1979) and Birdsall (1980). Second, 
the role of agriculture in development, while initially addressed by 
Viner (1953) and Lewis (1954), has been studied later by a multiplicity 
of authors such as Either and Witt (1964), Yudelman, Butler, and Banerji 
(1971), Lele (1975), Benor and Harrison (1977), Singh (1979), and Berry 
and Cline (1979), focusing on land reform, extension work, technological 
change and innovation and the like, and comprising what certainly is 
not an exhaustive list of authors who have addressed these issues. 
Third, the question of relative factor substitutability as a structural 
problem--its responsiveness to price signals--has also been dealt with 
recently by authors such as Acharya (1975), Bhalla (1975), Rhee and 
Westphal (1977), White (1978), and others. 

In what follows we review the main features of the traditionalist 
view-- savings and investment --of the development literature as well as 
the structuralist view--financial intermediation, social infrastructure, 
population pressure, agricultural reform and adaptation of modern 
technology, and factor-substitution problems. Sometimes, the role of 
the structuralist factors is cast as even more important in the develop- 
ment process than that of the scale of investment per se and is, to 
that extent, perceived as a substitutable mode of development to that 
of the traditionalist. At other times, their roles are cast as com- 
plementary, for example, a better financial structure or a more 
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educated public aiding in the savings performance of the economy. 
Whether substitutes or complements, tax policy emerges as a modus 
operandi for the various tenets of development. To the extent that 
savings continue to emerge as the primary engine of growth, the role 
of tax policy as a whole is vindicated .within the traditional agenda 
for development and, in turn, to that extent is the effectiveness of a 
country's tax structure, tax incentives, and the like. In Section II, 
we review the primary literature on the traditionalist view and, in 
Section III, the structuralist issues. While the question of the 
foreign exchange gap is structural, it is usually included as a part 
of the savings literature on development and we do likewise. Section 
IV analyses briefly the efficacy of tax policy in light of the ahove 
and Section V presents concluding remarks. 

II. The Traditional Role of Savings in Development 

In this section we review the seminal works 11nking development 
and growth to the savings performance of an economy. We first cast the 
need for additional savings in the context of a labor surplus--or, 
shortage of capital--economy. Then the basic growth literature 3 la 
Harrod and Domar is reviewed in the context of developing countries. 
Finally, we look at the role of the foreign exchange gap in the con- 
version of savings to investment. 

1. Savings in the context of surplus labor 

The issue of surplus labor, that is, removal of a lahorer from a 
peasant economy does not diminish productivity, is usually set against 
the backdrop of a lack of sufficient capital for growth. This lack 
arises due to a prior stipulation of sectoral rates of growth and 
associated needs for the use of capital. The solution to the surplus 
labor problem is, therefore, seen as an increase in the supply of 
capital. Similarly, externalities across industries leading to 
inefficiencies in production are said, for example by Rosenstein-Rodan 
(19431, to.be cured by the setting up of a number of industries such 
that the external economies become internalized as a whole, necessi- 
tating an increase in the rate of savings in the economy. Nurkse 
(1952) has, however, attempted to provide a list of activities in 
which surplus labor can be used as preferred, for example, to act as a 
substitute for capital-intensive technology (such as in the construction 
of roads and other economic infrastructure and in the activities of 
government) implying, in effect, that this surplus lahor can be used 
to alleviate the bottleneck of capital. 

The utilization of surplus labor has its associated problems. 
While the withdrawal of surplus labor does not reduce output and, 
therefore, supply, of the sector from which it is withdrawn, the demand 
side-- consumption plus investment--may very well be affected. If invest- 
ment increases it comprises a movement in the right direction but, if 
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consumption does, it is detrimental to the process of growth. The 
change in consumption of the traditional sector, as a result of the 
removal of surplus labor from it, is 

AC = (l-Sl)(W-y) + (l-'2)y (1) 

where sl and s2 are the savings propensities of the migrant worker in 
his new job and in the traditional agricultural sector respectively, 
w and y are his new and old income respectively, and AC is the change 
in his consumption; the consumption of those left behind in the tradi- 
tional sector is assumed to remain the same. Or, 

AC = (s1-s2)y + (l-s1hJ (1)' 

Whether or not AC is greater or less than zero depends on whether 

(2) 

Thus, as soon as surplus labor is taken from the traditional agri- 
cultural sector, while total availability of its product may not change, 
consumption may actually increase resulting in lower capital stock with 
which to work. 

The choice before an underemployed worker in the countryside is 
to give up the average income he shared with his family and to go to 
work in an urban factory. Thus, the supply of labor to the factory in 
the modern sector will depend on the opportunity cost to the worker of 
giving up his private average income in the traditional sector. The 
demand for labor at the factory is, however, given by the marginal 
product of labor. Letting L be the total supply of labor, L the labor 
in the modern sector, and 7 - L the labor in the traditional sector, 
the average product of labor (AP) in the traditional sector can be 
denoted as AP(c - L) and the marginal product of labor (MP) in the 
modern sector as MP(L), yielding a static equilibrium condition for 
the wage rate, with constant capital K,, as 

w = MP(L) = AP(I, - L) (3) 

In a dynamic context, labor grows exponentially at rate n such that 

G 
= Eoent (4) 

while the growth of capital stock depends on that part of nonwage income 
which is reinvested in the modern sector, say a. Thus 

dKt = a{Yt - LtWLt)} - 6K, (5) 
dt 
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where Y, is output in time period t, a is that part of nonwage income 
which is saved and invested for capital formation, and 6 is the rate 
of depreciation of capital. The equilibrium growth rate of modern 
sector output, wage rate, and share of income can now be solved. 

An increase in capital shifts the marginal product of labor in 
the modern sector outward, thereby raising its wage rate. As a result, 
more laborers migrate from the traditional sector and employment in 
the modern sector increases, once again pressuring the wage rate to 
decline and raising modern sector output without decreasing traditional 
sector output since only surplus labor emigrates from the traditional 
sector. Whatever nonwage income the modern sector can invest in period 
t+l results again in the marginal product of labor in that period 
shifting further rightward, and in surplus labor from the traditional 
sector to respond and migrate to the modern sector, and output to 
increase, and so on. The argument essentially rests, therefore, on 
the ability to save and invest in the modern sector in order to utilize 
surplus labor from the traditional sector so that overall output is 
increased. Thus, in this framework, the need for additional savings 
due to the existence of surplus labor in the traditional sector is met 
by the extent to which investment takes place in the modern sector. 

2. Savings in the context of Harrod and Domar 

Harrod (1939) and Domar (1946) raise comparable yet independent 
issues regarding the role of savings in growth using a similar framework. 
Harrocl derives the steady state growth rate for an economy with fixed 
capital-output and savings-output ratios, u and S, respectively. A unit 
of capital K, produces l/u units of output Y, of which s/U is saved, 
that is, the rate of growth of capital stock. This is also the rate of 
growth of output, g, since the capital-output ratio is constant. Domar 
considers the question of obsolescence in a mature economy and the asso- 
ciated need for new investment to generate employment for the economy 
as a whole; in a surplus labor context, this can be extended to mean 
that the supply of labor is not a constraint over output and growth, 
while capital is. To elaborate on the Harrod and Domar framework, then, 
if all savings (S) are invested (I) the constant rate of growth is 

AK I S sY 
gt = t=-t= t= t 

Kt Kt Kt Kt 
(6) 

The rate of growth remains constant over time as long as s, the savings 
ratio, and the productivity of capital; l/u., remain the same. Thus, 
to increase the rate of growth of output--and employment--savings need 
to increase or the choice of techniques has to lean toward capital- 
saving ones. When the choice of technique is treated as limited--as in 
much of the early development-literature --then only the first option is 
available. 
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‘. 
<. I For shorter-term scenarios, where marginal and average propensities 
; to save might differ, and the savings function can be written as 
[ st=b+aYt, the effect of savings on growth will, of course, he more 
;. :, complicated. Here, for period 1, the rate of growth 
t' 

: 
,. ‘. x Kl-K, z I, = So 

g1 - = aYo + b = a(Ko/u) + b 

KO K,iq KO KO 

(7) 

generalizable to period t. Thus the rate of growth now depends on the 
intercept b, the marginal propensity to save, a, as well as the time 
element t and, of course, on u. Thus, over and above the role of domes- 
tic savings, issues regarding the possibilities of affecting intercept 
b through policy measures as well as variations in time become quite 
important. 

A further issue is the question of the composition of capital 
stock, an issue not touched upon by Harrod and Domar. Suppose there are 
two types of commodities, investment, I, and consumption, C. The capital 

I 
used to produce these in period t are Kt and KE, at the capital-output 

. ratios uI and uc, respectively. Thus It =l KtandCt==l Kt. 
UI T 

', Capital stock--and output --can be increased through increases in It. 

An extra handle to attain higher investment, apart from increasing 
? ; the overall savings ratio of the economy, is gained by altering the 
:. 
i, 
I; composition of Kr and K: over time as in Mahalanobis (1953). This can 

I': be addressed by dividing investment It itself into two types of goods, 
: 
$~ 

say blast furnaces, XII,, and spindles, X,1,, where XI + Xc = 1. 
I C 

!. The former augments Kt and the latter, Kt. Thus, in the next period 
z:. I I 

i: Kt+l = Kt + XII,, and KF+l = KE + X,It. The time paths of these, 
affected by the Xs, 

1: in their ti 
will generate the time path of income. A change 

me paths will alter that of income. This is possible by 
i, 'decreasing Xc and increasing XI, that is, by postponing production of 

1% " capital which yields consumption items over those which yield investment 

j 
goods. The long-run rate of growth is given by the productivity of 
capital in the investment goods sector and the amount of capital goods 

1‘ L allocated to this sector: 

It = (1 + XIU$ I() (8) 

i 
I: 

The effect of a policy of increasing XI to X'I is to alter the time 
path of consumption-- 

F Policy--whereby, 
the raising of which is the ultimate goal of 

L. .' by sacrificing some consumption in the short run, the 
i: '. economy is able to increase it indefinitely in the long run. 
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3. Savings and the foreign exchange gap 

While investment and the composition of investment determine the 
rate of growth in the early literature, as it progresses the conversion 
of savings to investment is seen as a possible bottleneck. Within the 
traditional framework the primary bottleneck in the context of a 
developing country is seen as the "foreign exchange gap" as in Raj and 
Sen (1961), Chenery and Strout (1966), Joshi (1967), Atkinson (1969), 
Bhagwati and Chakravarty (1969), Nelson (1970), and others. The argu- 
ment, in a nutshell, is as follows. The process of~industrialization 
requires capital goods, some of which must be imported because of lack 
of domestic technology. However, the country cannot increase investment 
through imports unless domestic savings are first converted to exports. 
It cannot increase exports when world demand for primary products is 
sluggish. This results obviously in a foreign exchange gap. The 
structure of the argument is elaborated below. 

Thus, first the problem is cast in the form of necessary imports 
to meet any output target. Because investment goods may necessarily 
have an import component, not all savings can be automatically trans- 
formed into investment. Also, for a typical developing country, there 
may be a more or less inflexible import coefficient of consumption. 
Thus with invariable import (Mt) coefficients of consumption and 
investment, say ~1 and ~2, respectively, that is, 

Mt = lJlC,+lJ2It 

some of the savings need to be converted to foreign exchange prior to 
the conversion of savings into investment, because not all necessary 
capital goods can be produced at home. 

Second, coupled with the need for foreign exchange due to the 
dearth of domestic technology in producing all capital goods, there may 
be an added problem if exports are stagnant, which results in the 
foreign exchange gap being the "dominant gap" for the investment sector, 
especially if priority commitments of foreign exchange exist in the 
form of minimal emergency-type food imports. The stagnancy of exports 
which causes the inability to close the gap has, in its turn, been 
explained from both demand and supply sides. The demand for and supply 
of traditional exports of developing countries are purported to be 
inelastic, necessitating large, disturbing price changes fdr small 
quantitative responses. Or, there may be externally imposed barriers 
over entrance to foreign markets. Typical is the following argument. 

In order to increase the exports of textiles, the government of 
a developing country imposes a domestic tax on textiles, pressuring 
domestic consumption downward, saving upward, and releasing more 
textiles for exports. Due to quota restrictions abroad, however, the 
potential exports cannot fructify. Thus, even though the country has 
tightened its belt and has achieved a high savings rate under a given 
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set of circumstances, thereby closing the "savings gap," its conversion 
to investment will be hampered by the lack of domestic technology to 
produce the right investment goods. This problem is exacerbated by 
the import-substituting technological improvements in developed countries 
which tend to reduce raw material requirements--the substitution of 
jute by bulk-packing, of cotton by synthetics, and so on--thereby 
shifting inelastic demand further inward. In this light, development 
is cast as a nstructuralv issue which, to quote Little (1982) is a 
"view of the world (which) provides a reason for distrusting the price 
mechanism" (p. 21). 

While the structuralist issue of the foreign exchange gap is 
usually studied within the context of the traditional literature on 
savings and development, other constraints such as an underdeveloped 
financial sector, the lack of economic and social infrastructure, the 
pressure of population, or the role of agriculture have been approached 
independently. These are issues we turn to next. 

III. The Structuralist View of Development Expanded 

We have already cast the broad spectrum of development as not only 
a price-responding question of savings and investment, but as beset 
with structural constraints that belie the price mechanism. Among 
these structural issues may be included a few that have received con- 
siderable attention from development economists: the financial structure 
of a country, its human capital, that is, education, nutrition, and so 
on, the pressure or lack of population, the status of agricultural 
development and associated reforms and, finally, the structural lfmi- 
tations of factor-substitution in the production process. These issues 
are reviewed in this section. 

1. How important is financial structure for development? 

Traditional development economists who emphasized the role of 
savings and investment perceived the role of finance as being of 
secondary importance. However, by the late 196Os, more economists 
such as Patrick (1966), Gurley and Shaw (1967), Goldsmith (1969), and 
others, were beginning to recognize the role of the financial structure 
as instrumental in the development process, a view that was reinforced 
in the 1970s by authors such as McKinnon (1973), Shaw (1973), Tanzi 
(19761, and Bhatt and Meerman (1978) to name a few. While the liter- 
ature of the 1960s primarily focuses on the developmental role of the 
financial structure per se, that of the 1970s seeks out the role that 
government can play in the development of the financial structure 
itself, since the complementary role of the latter in the development 
Process seems already to have been established at this juncture. 
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Gurley and Shaw (1967) emphasize four "technologies" for savings 
mobilization and allocation: self-finance, taxation, debt-asset, and 
foreign aid. Each technology has a yield and a cost component, the net 
yield being its ability to raise savings and investment, the economy's 
capital stock and, thus, the flow of consumption. While they treat all 
of the technologies as substitutes, they assert that, in each phase of 
development, an economy has an optimal combination of savings-investment 
technologies, there being no optimal combination across space and over 
time. Some countries may want to concentrate initially on the technology 
of taxation and devote resources to the improvement of taxable capacity 
and so on, and later focus on debt-asset finance as communication and 
complementary institutions develop. Others may opt for a different 
combination of technologies. Thus, in the Gurley-Shaw framework, 
development is a function of the combination of technologies chosen hy 
a developing economy and, as a result, is a trial and error process not 
often emulated by other countries, but often ending up with a mixture 
of self-finance under central planning and decentralized processes. On 
the basis of time series and cross-sectional evidence, Gurley and Shaw 
suggest therefore, "If we dared to suggest a Law of Financial Development 
it would be this: each economy begins its development by intensive 
exploitation of a savings-investment technology that is chosen for 
historical, political, social, or perhaps economic reasons. Then, as 
this technology produces a diminishing net yield, it experiments with 
alternative technologies that are marginally superior in terms of their 
capitalized returns and costs." (p. 268). 

Patrick (1966) emphasizes the role of financial policy in encour- 
aging savers to shift from tangible to financial assets and also in 
increasing savings, investment, and production. He emphasizes the 
need for government to establish state-owned or to suhsidize private 
financial institutions where private entrepreneurial response in the 
financial sector may not be adequate or when external economies persist. 
He calls this an approach of "supply-leading finance" where financial 
institutions are established and instruments created even before the 
emergence of a perceptible demand for them in an effort to stimulate 
growth. Growth is thus cast as a direct result of an efficient financial 
system, whose success requires government participation and innovation 
as well as public confidence. He contrasts his approach to a "demand- 
following" one in which finance is essentially passive and responds 
only as the need for financial services increases with development. 
He points out that such a response may not, however, be cheap or quick 
enough in developing countries. Patrick's approach would, therefore, 
emphasize the first of Gurley and Shawls technologies, that of self- 
finance. 

The literature of the 1970s focuses more on the role of government 
in the development of the financial.sector. Tanzi (1976), for example, 
says, "It would certainly be desirable for the developing countries to 
have financial institutions that worked smoothly and efficiently to 
promote economic development. Unfortunately, many developing countries 
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of self-finance under central planning and decentralized processes. On 
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emergence of a perceptible demand for them in an effort to stimulate 
growth. Growth is thus cast as a direct result of an efficient financial 
system, whose success requires government participation and innovation 

as well as public confidence. He contrasts his approach to a "demand- 
following" one in which finance is essentially passive and responds 
only as the need for financial services increases with development. 
He points out that such a response may not, however, be cheap or quick 
enough in developing countries. Patrick's approach would, therefore, 
emphasize the first of Gurley and Shawls technologies, that of self- 
finance. 

The literature of the 1970s focuses more on the role of government 
in the development of the financial sector. Tanzi (1976), for example, 
says, "It would certainly be desirable for the developing countries to 
have financial institutions that worked smoothly and efficiently to 
promote economic development. Unfortunately, many developing countries 
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do not have the benefits oE such institutions-.--There is then a par- 
ticular and rather obvious role that the government of these countries 
can perform." (p. 911). "If a country...does not have a...well-working 
capital market, it should be the responsibility of government to try to 
develop one... it can itself invest a rather substantial share of total 
savings as has been done in Latin America in the past two decades-.-it 
can itself provide a kind of proxy for-.-the capital market...the 
government should...yield an overall surplus, which could then be made 
available on a competitive and nonconcessionary basis to the private 
sector, as well as to public enterprises." (p. 914). Indeed, experience 
reveals that even the growth of a major financial center for the 
attraction and deployment of domestic as well as international funds 
such as the Asian dollar market has been made possible in Singapore by 
direct fostering by government , as described in Shome and Wee (1980). 

Bhatt and Meerman (1978) continue in the same vein by bringing 
attention to the role of the central bank in the development of the 
financial sector. Emphasfzing that the function of a sound financial 
structure is to improve the mobility of financial resources and that 
innovations in financial structure are at least as important for develop- 
ment as those relating to the production structure, they identify the 
central bank as the agency that should carry the responsibility for pro- 
moting a sound financial structure. Unlike the situation in developed 
countries, they feel that in developing countries the role of the 
central bank should be expanded from being merely a regulator since, 
very often, the institutions to be controlled and the credit system to 
be regulated are yet to emerge. In such a scenario, the central bank 
can aid in the development of the banking system and, therefore, "It 
must not only be central but also, and very actively, a bank." (p. 56). 
Bhatt and Meerman claim that this promotional function of a central 
bank is not recognized in international circles and, as a result, a 
fragmented rather than an integrated system of financial intermediaries 
has evolved in many developing countries, the ultimate effect of which 
can only be on resource mobilization. 

Finally, the role of finance in mobilizing rural savings and trans- 
forming unproductive into investable assets is coming increasingly to 
the fore. Von Pischke, Adams, and Donald (1983), for example, have 
brought together a number of essays testifying to the importance of 
this role. TO quote, "Agricultural credit has traditionally been viewed 
as having more to do with agriculture than with finance, but this per- 
ception is changing .,.-More attention is now being given to financial 
markets in rural areas, to their performance, structure, institutions, 
operations, costs, and the nature of their services to rural people." 
(P. 5). 

To conclude, the ramification s of having a s ound financial structu 
an economy progresses along its path of develo lpment have been seen t 
significant since at least the 1960s. While i .n the early literature 
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a sound tax structure and a well-rounded financial structure seem to 
have been treated probably as alternate goals for a government to choose 
between, by the 197Os, fiscal policy is seen as complementary to the 
financial plan for an economy, for example, with the government either 
running budget surpluses or generating surpluses through quasi-fiscal 
institutions such as provident funds, specifically for the development 
of the financial structure of the economy. 

2. The influence of infrastructure on development 
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That economic as well as social infrastructure are crucial for eco- 
nomic development has been argued for some time, notably by economists 
such as Myint (1954), Streeten (1967), Myrdal (1968), Haq (1971), and 
Meier (1976), even though very recently the vogue seems to be on empha- 
sizing efficiency and growth rather than equity and development. 
Economic development is probably most pointedly defined by Myrdal (1968) 
as the "upward movement of the entire social system" (p. 1869), clearly 
implying that economic development is something beyond the rate of 
growth. To quote Meier (1976), "Development is taken to mean growth 
plus change; there are essential qualitative dimensions in the develop- 
ment process that may be absent in the growth or expansion of an economy 
through a simple widening process. This qualitative difference is 
especially likely to appear in the improved techniques of production-- 
in man's growing control over nature. It is also likely to appear in 
the development of institutions and a change in attitudes and values." 
(p-6) l Such views are found in several other writings such as those by 
Black (1966), Clower (1966), Seers (1972), and others. 

Development, therefore, seems to be perceived at least by most 
development economists as a conglomeration of policy objectives 
comprising an increase in real per capita income sustained over a long 
time, pari passu with a minimally acceptable structure of distribution 
such that no one is below a clearly defined poverty line, attained 
through a process that generally increases social welfare. Others go 
on to stipulate a minimum level and composition of the consumption 
basket, a maximum level of unemployment and of regional disparity, or 
a rate of diversification of the economy. The importance of fostering 
a wide range of infrastructural bases for the economy cannot be mini- 
mized if development is to address this large a set of goals. 

Among all these goals, the one that has drawn most attention in 
the 197Os, is that of poverty. To quote Haq (1971), "...the problem 
of development must be defined as a selective attack on the worst 
forms of poverty. Development goals must be defined in terms of pro- 
gressive reduction and eventual elimination of malnutrition, disease, 
illiteracy, squalor, unemployment, and inequalities. We were taught 
to take care of our GNP as this will take care of poverty. Let us 
reverse this and take care of poverty as this will take care of the 
GNP. In other words, let us worry about the content of GNP even more 
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than its rate of increase.” (p. 6). Again, the significance of infra- 
structure in the eradication of poverty cannot be exaggerated. Associ- 
ated with these concerns, education, social services, health, and other 
issues under comprehensive phrases such as ‘minimum needs strategy’ and 
“human resource development’ are emphasized. 

A debate between the role of investment vis-a-vis that of con- 
sumption emerges when one attaches importance to social infrastructure 
in the context of development. In the traditional savings literature, 
as we saw in Section II, there is no confusion over the roles of the 
two : postponing consumption today results in a higher long-run con- 
sumption path; further, this is accelerated if current investment is 
made in the capital goods, rather than the consumption goods sector. 
But if more food, better health, and education increase productivity, 
they also attain investment characteristics. Streeten (1967) has 
called this issue one of “illegitimate isolation”: it would be 
illegitimate to isolate the savings-investment criterion as the sole- 
sufficient condition for development. It is only one among several 
necessary conditions. To quote Myint (1967), “Looking at these new 
theories, which became popular during the 195Os, such as the “vicious 
circle, ” “take-off,” or the “big push,” it does not seem to me that 
these have stood up to the test of realism....’ (p. 121). He calls 
into question the relevance of the existing economic theory to the 
developing countries on the basis of his opinion that development lies 
in the realm of social and economic dynamics, while cautioning against 
the complete discarding of static theory for the study of development. 

That the dynamics of health, education, and general well-being 
have something to do with development cannot be called into question. 
As summarized in Shome (1981), a prime example of their role has been 
the case of Sri Lanka, where an approach of government guarantees for 
minimum consumption standards for the whole population, together with 
a conceptual emphasis on economic justice , eradication of malnutrition, 
population control, and providing basic medical necessities---postponing 
investment in the orthodox sense--- comprised the development strategy 
up to the end of the 1970s. There is no doubt that Sri Lanka.is, 
today, able to boast the highest literacy and longevity rates in the 
world within its per capita income group of countries. If these indi- 
cators are taken as specific goals in the process of development, they 
are marks of achievement. If, however, they also form an instrument--a 
more productive population--for growth, then Sri Lanka now needs to 
worry over how its population is best utilised, especially. since it has 
incurred massive fiscal deficits in the past in order to sustain its 
social welfare programs. Such a route now seems definitely in the 
offing. To quote from a recent study by the International Labor Office 
(1983) which cited the 1981 Central Bank Review of the Economy, “In 
order to ensure that the growing debt would not be eventually an economic 
burden, it is desirable to maintain the rate of growth of public debt 
at a lower level than the rate of growth of the GDP....It is also 
Prudent that the debt incurred is expended on investment expenditure 
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in order to produce a stream of benefits in the economy which will gen- 
erate the requisite incremental revenue." (P* 22). This clearly brings 
us back to Gurley and Shawls observation that alternative "technologies" 
of development will be picked by an economy at different points in time 
and indeed, will not probably be repeated by other economies. 

To conclude this section, one may reiterate that the traditional 
savings-investment approach to development is characterized by a sizable 
number of development economists as only one among several strategies. 
Indeed, there seems to be some conformity among these economists that, 
if one were to exercise an option, one would do better in- choosing a 
strategy that calls for a comprehensive view of development rather 
than a narrow focus on solely saving and investing today and consuming. 
tomorrow. 

3. Population pressure and development _ 

Among demographers, the accelerating rate of world population 
growth --especially in developing countries --is the one basic impediment 
to a nation's progress. To quote Chandrasekhar (1972) in order to 
single out the acceleration process, " . ..it took the human species 
ahout a million years to multiply to a billion in the 183Os, but it took 
less than a century to add the second billion, and about thirty years 
to add the third.... And at the current rate of increase, short of some 
glohal holocaust, the world might well have more than seven billion by 
A.D. 2000 . ..this is population explosion, par excellence." (pp. 244-46). 
Through history, until as recently as the industrial revolution, popu- 
lation has been the major source of general expansions of output 
because the tools used by labor have heen traditional and basic. In 
the context of postwar industrialization, population's role becomes 
complex, as indicators of modern growth such as per capita output seem 
to be bogged down by population pressure, even though the latter's 
effect on the former should depend on the particular pattern of popu- 
lation increase such as whether it is based on increases in fertility-- 
leading to higher dependency burdens --or on rises in life expectancy-- 
expanding productive man years in the economy. While Ohlin (1967) 
writes, "Fertility in the underdeveloped world has not yet shown 
definite signs of declining" (p. 87), Little (1982), quoting Ohlin 
writes, "Ten years later one could confidently strike out the words 
'not yet'." (p. 197). 

Population is often cast as straining an economy's resources to 
the hilt, countering which is the argument that population growth makes 
possible market expansions. Thus, population growth during the modern 
era has both positive and negative influences on economic development: 
China, the country with the highest population in the world, has 
modified its population policy significantly over the years, stressing, 
relaxing, and once again stressing population control in recent years, 
as reported by Coale (1981) and others. A study by Walsh (1970) of 
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Jamaica, another densely populated country, which looked at the impli- 
cations of lower rates of population growth for several major economic 
growth variables, yielded the interesting result that the total amount 
of savings is affected by differences in the rate of growth of population, 
as reflected by four fertility assumptions, but the basic propensity 
to save is not. Thus, variations in the amount of saving are induced 
only by changes in the net additions to the population. Further, the 
higher is the level of fertility, the later is the period of peak unemploy- 
ment and the greater is the amount of unemployment, thus necessitating 
higher welfare "investments." 

Countries have approached the population problem in two ways: the 
first is to tackle its effects, the second to modify its rate. India 
has experimented with both. The first calls, for example, for specific 
economic measures such as employment creation--its Food for Work program 
whereby payments in kind are made to rural workers for work in construc- 
tion projects --or the provision of incentives to relatively labor- 
intensive industries, such as its cottage industries. However, the 
goals of employment creation and economic growth may conflict since 
capital-use for creating jobs and capital-use for highest output may 
not coincide. It is here that the second approach of changing the 
rate of population growth --compulsory or voluntary family planning-- 
assumes importance. The application of compulsory birth control has 
had its political costs in India while the nature of voluntary measures 
has yielded relatively modest results. Further, trying to affect the 
population growth rate also has achievement problems: according to 
Birdsall (1980), even if fertility rates in India are reduced to just 
replacement level in 30 years , population will still increase for 
another 130 years, because of the youthful age-structure of population, 
otherwise known as its "momentum." 

In conclusion, the pressure of population on a country's economic 
performance cannot be denied. While the low-density countries of 
Africa, lacking sufficient market outlets, have less reason for cancer 
even here natural resources and complementary factors of production ma 
be relatively more scarce than labor. And in countries with high 
densities, the economic game may be reduced to one of perennially 
catching up with population growth. A silver lining is that a prevale 

; 
idea of the 19709, which was that only countries with a moderate per 
capita income could lower birthrates, seems to have been muted by the 

premarkable success of family planning in Indonesia and a modest one in 
?India, contrasted with almost no success in the Islamic Republic of 

a 
Iran and Ivory Coast. thus, growth may have little impact on falls in 
fertility and it remains for different countries--at any income level- 
o approach the problem as a policy option. None of the above ideas 
.S new. Clark (1953) had predicted the economic problems that would 
nsue from increased population if three conditions were not met by 
nternational counterparts: first, that free emigration should be 
:-^a 3 J . ted from a few isolated overcrowded areas; second, that the 
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world should leave markets open for populous countries to sell goods 
abroad; and third, that at least small populous countries, lacking in 
complementary natural resources, should he provided external assistance 
in sufficient scales. Tn the absence or partial presence of these 
conditions, a populous country.would have to treat its population size 
and growth rate as a problem and deal with it directly. 

4. The impact of the agricultural sector on development 

As mentioned at the outset, this is a topic that can hardly be 
given adequate coverage in the space allocated here. Consequently, we 
shall address the question rather simplistically as follows: as 
contrasted with the traditional literature on development lin'ced with 
the savings performance of the economy, how differently does the 
literature on agriculture pose the development problem in terms of the 
latter's necessary ingredients? While in the 1950s some, like Viner 
(1953) and Lewis (19541, envisage the agricultural sector as important, 
most economists, including these two, also perceive it as a means for 
industrialization. In the 196Os, however, agriculture is assigned a 
direct role in development (Either and Witt, 1964). It begins to be 
realized that the squeeze on agriculture in the 1950s has had negative 
ramifications for domestic demand as well as for exports during the 
1960s. Food output has had to constantly catch up with population and 
food imports have increased. With the rise in population, the necessity 
grows for more people to find work in the agricultural sector (as 
Lewis's hypothesis begins to work somewhat in reverse), and eventually 
the world food problem rears its ugly head. As a result, the premise 
that calls for savings and investment as the primary determinants of 
development seems to recede in its exclusivity. Agriculture, for its 
own sake, deserves attention. A trend is thus established. 

Ry the late 196Os, agricultural development becomes congruous with 
the concept of "development from below." The relevance of agricultural 
incomes is reflected in the concern for the agricultural and nonagricul- 
tural-industrial terms of trade, predictably resulting in inconclusive 
debates. Some analysts claim an "urban hias" by demonstrating that 
agriculture's terms of trade have deteriorated secularly due to both 
depressed agricultural prices as well as inflated industrial prices. 
Opposers point to "farm lobbies" in many Asian countries influencing 
both agricultural procurement prices as well as prices of agricultural 
inputs. In the case of India, Thamarajakshi (1969) and Mundle (1977) 
claim a constant terms of trade In the 1950s but a sharp improvement 
in the 1960s. Kahlon and Tyagi (1980) derive a decline in the 1970s. 
Thus, no sweeping policy conclusions seem possible from a perusal of 
the literature. One argument worth noting is that, even if terms of 
trade between agriculture and industry could be determined flawlessly, 
the subsidization by government of both sectors by differing degrees 
would have to be adequately accounted for. 
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:I The concern with agricultural development has also tended to 
increase public investment in it. In Africa (Lele, 1975), large-scale 
itate farms with mechanised production and large irrigation schemes 
ibound in the 1960s. Little (1982) says, "These were all failures" 
@. 164), be cause of lack of coordination in the provision of feeder 
pcanals, drainage and water control for dams, spare parts for tractors, 
Fnd so on. Settlement schemes also failed due to high replication 
&its l 

i 

He cites India's Community Development Program, emphasized in 
.be first two Five-Year Plans, as examples of failed attempts to 
'odernize Village life. The point is, therefore, that even when and 
'*here agriculture is treated as an independent component in the fabric 
b 
pf development, the mode of government participation--direct, large- 
Fcale production --together with lack of adequate extension services 
for the future and ultimately, the relative allocation of resources 

tween industry and agriculture, all seem to have led to questionable 
onomic and social returns in the agrarian sector. 

As in the case of rural-urban terms of trade, the debate over lan 
form has not yielded clear conclusions. The nucleus of the argument 
r land reform is that small farm productivity is higher across 
untries as well. as within a country where small farms and large 
mmercial endeavors exist side by side (Berry and Cline, 1979), due t 
.gher labor productivity in small ownership farms. However, other 
ionomists have claimed that, in the absence of land reforms, other 
!asures can also increase agricultural production. Improved manageme 
id cultivation methods, put into action through extension services, 
[en without new inputs, seem also to lead to increases in yield as 
41 as in income in the rural sector (Benor and Harrison, 1977; Singh 
179) l Of course, technological improvements--including new inputs-- 
isult in added benefits (Yudelman, Butler, and Banerji, 1971). Littl 

the role of land reform vis-Zi-vis that of other 
in raising agricultural productivity, comments, "Provided that 

arrangements can he made for servicing small farms and that 
reform can he smoothly conducted, without a prolonged breakdo 

.aw and order, it would appear that the 'economic' reasons in terms 
igher output and greater labor absorption are valid at least in 
ain areas and countries. At the same time, much improvement in 
;ing yields on small farms and increasing lahor use on larger farms 
be achieved without land reform." (pa 173). 

In conclusion, today the development of agriculture per se is 
rstood to be a vital component in the improvement of the quality a 
11 life and, given that significant proportions of the inhabitants 
[eveloping countries remain rural, an independent determinant of 
Jopment. Raising the rate of financial savings may often have 
:le effect on an impermeable nonmonetized agrarian sector and the 
ler's welfare may need to be addressed directly if the whole countr 
jlopment is the goal. There is considerable uncertainty as to how 
lo about this task optimally, a task that becomes all the more 
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complicated when a focus on agriculture is treated as an opportunity 
cost for industrial development. 

5. Factor-substitution and technology 

A considerable portion of the early development Literature 
considers the problem of factor-substitution in production functions 
as a structural one, employing linear programming techniques in the 
analysis of the modern sector of developing economies. To quote Eckaus 
(1955>, "Unemployment difficulties of underdeveloped areas are not 
basically due to lack of effective demand but stem from...limited 
opportunities for technical substitution of factors and inappropriate 
factor endowments...or 'a structural disequilihrium at the factor 
level'." (p. 540). The essence of the argument, found even in the 
literature of the 1970s (Acharya, 1975; White, 1978), Lies in the fact 
that the choice of techniques is often limfted to a cluster with some 
highly capital-intensive technique ruling out all others because the 
latter have higher capital-output as well as lahor-output ratios than 
the former, which becomes the socially efficient technique. 

Empirical evidence on the factor-substitution question is certainly 
not conclusive. The econometric approach, usually measuring the factor- 
substitution elasticity between labor and capital, IS often termed as 
casual empiricism (Bhalla, 1975; White, 1978). Evidence from the 
approach of constructing production functions from engineering data 
and actual observations of activities, however, point more convincingly 
toward the feasibility of lahor-intensive methods than do the econo- 
metric studies according to White (1978). A specif-tc example that has 
been studied time and again in terms of choice of techniques is cotton 
textiles, for example, by Sen (1960) who demonstrates a wide range of 
substitution possibilities and more recently by Rhee and Westphal (1977). 

Little (1982), in a survey of the evidence on various country 
experiences, concludes that since low-income countries use more lahor- 
intensive techniques than do middle-income countries, very often using 
machinery obsolete in the latter, even where production is for export 
markets where hoth compete, surely factors are substitutable in the 
production of the same commodity. This argument seems correct as long 
as one confines oneself to a range of goods which would fit the argument. 
There are, however, goods with prohahly rather limited possihilities 
for factor-substitution and biased toward high capital content, which a 
low-income country produces , given its planning framework. Indeed, 
even very recent evidence by Rwegasira (1983) seems to point in that 
direction: "...quantitative increases in the factors of production-- 
specifically in the stock of capital, which is a relatively scarce 
factor in these economies--will be crucial to maintaining or raising 
rates of growth in the developing countries." (p. 20). 

In conclusion, one might say that the extent of factor-substitution 
possibilities in a developing economy depends on the pattern.of its 

c 



- 19 - 

production. During the 1950s and 196Os, when many of these countries 
achieved independence, a significant number of them went in for 
prestigious, capital-intensive projects in both the manufacturing and 
agricultural sectors. As a result, and in the absence of domestic 
technology, the difficulty with factor substitution was seen by many of 
them as structural leading, in turn, to foreign exchange as being the 
dominant gap in development, a consideration which we have addressed in 
a previous section. By the 19709, however, the often miniscule returns 
from these unsuccessful programs re-educated these countries regarding 
shifting techniques and production structures, even if through the 
endurement of stresses and strains. 

IV. Tax Policy in the Light of the Above 

If a comprehensive concept of development includes raising the 
rates of saving and investment in order to increase output, raising 
social investment in health, education and welfare, streamlining the 
rate of population growth with the rate of accumulation of capital 
stock, and safeguarding a reasonable terms of trade for the agricultural 
sector such that the latter's growth is assured, the role of tax policy 
is automatically extended from one of aiding the first criterion to all 
the others as well. Indeed, under appropriate assumptions, tax policy 
can theoretically be a powerful instrument in targeting all of the 
above factors of development. Whether such assumptions hold in many 
developing countries then becomes the question to ponder. Below we 
summarize the possibilities for and limitations of tax policy as a 
means to affect the above-mentioned components of development. 

Among the various means by which a developing economy may increase 
its investment rate is taxation. By taxation, the government reserves 
a portion of the national resources for itself, often for capital 
construction projects, or offers it to the private sector for similar 
purposes. The Union of Soviet Socialist Republics has used a sizable 
turnover tax to finance capital formation. Japan, in its early develop- 
ment, has used a land tax for the same reason. Several low-income and 
middle-income countries-- especially in South Asia and Latin America-- 
have attempted to raise domestic savings through payroll taxes or 
compulsory social security schemes. While these endeavors have mostly 
been mired by inflation in the case of Latin America, they have been 
significantly successful in Asia--Malaysia, the Philippines, Singapore, 
Sri Lanka--where provident and pension funds seem not only to not have 
affected voluntary savings (Datta and Shome, 19811, but have also made 
available to their governments long-term investment funds for develop- 
ment purposes, as the accumulated funds of these institutions have 
become the primary source of financing of public debt (Shome and Saito, 
1980). Theoretically, they.can also he used to maximize an economy's 
utility from consumption at an equilibrium factor proportion, that is, 
take. an economy to its "golden path," with appropriate financing methods 
(Shome and Squire, 1983). 
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Apart from direct quantitative controls, tax policy has been used 
in attempts by developing countries to close their foreign exchange 
gaps through import tariffs, free trade zones, income tax incentives 
for export diversification, such as in the case of light manufacturing 
goods, or contrarily, export duties in the case of traditional primary 
exports with low elasticities of supply. Indeed, theoretically, export 
subsidies and import taxes can have the same effects as those of exchange 
rate policies since a 10 percent ad valorem subsidy on all exports 
matched by a 10 percent ad valorem duty on all imports has similar 
economic implications as a 10 percent devaluation, with one difference: 
the devaluation affects all items of the balance of payments while the 
tax-subsidy mix affects only the mercantile items. Arguments that have 
been put forward in favor of a tax-subsidy mix are its selective nature 
and the lower inflationary pressure it generates. 

Tax policy is utilized to encourage financial intermediation through 
special tax treatment of (1) dividends, to encourage the development 
of the stock market, (2) interest, including banks, governments, housing 
bodies, and insurance institutions, as well as (3) unit trusts and the 
like. The role of fiscal policy, in generai, as a complement to the 
development of the financial sector has already been dealt with above. 
Tax policy, to change factor proportions, is also used widely through 
incentive packages including accelerated depreciation, income tax 
holidays, labor-utilization relief, deductions for research and develop- 
ment, and so on. Almost all developing countries boast a complex 
system of tax incentives, the ramifications of which are often difficult 
to trace through the economic system. Corporate tax incentives which 
tend to reduce the cost of capital and subsidize capital use exist 
side by side with labor-utilization relief which should encourage labor 
intensity, the net effect of the two often being intractable. However, 
tax policy usually remains the main tool in a country's cache' of instru- 
ments in handling the factor-proportions problem. 

Tax policy can similarly be used to affect the other factors of 
development. China now uses a heavy tax on married couples who have 
more than one child. India and several other developing countries 
also experimented with the same type of tax in the early 1970s by 
offering higher personal income tax breaks for smaller families, or 
by reducing the number of children for which tax credits and allowances 
are given. Thus, tax rates can be manipulated to make the choice 

between having and not having children more dependent on an opportunity 
cost that reflects an economic rather than a social cost. 

The issue of a favorable treatment for agriculture in the liter- 
ature on agricultural taxation has been much debated. Indeed, in the 
early literature, several economists have argued that agricultural 
taxation is necessary in developing countries to extract the agri- 
cultural surplus or for reasons of inter-sectoral equity. Gandhi 
(19661, for example, quantifies the "undertaxation" of Indian agriculture 
relative to other sectors. According to the 1982 World Development 

8 



- 21 - 

Report, in the last two decades not only has the proportion of gross 
domestic product (GDP) accruing from the agricultural sector fallen 
sharply in developing countries, but so have the output per worker and 
the differentials in outputs per worker between agricultural and non- 
agricultural sectors. This type of reasoning has again brought about 
arguments for rehabilitating the agricultural sector with the aid of 
tax-subsidy policies, for example, export duty removal, and import 
duty exemptions for tractors, seeds, and fertilizers. It must be 
noted in this context that even the United States has long utilized 
direct subsidies for the farm sector for leaving land fallow or cows 
unmilked in order to assure a domestically acceptable terms of trade 
for this sector. 

Tax and expenditure policy is, of course, the primary vehicle 
through which human resource development--social security, social 
welfare, education, nutrition--has been attempted. Many developed 

- countries, especially from Europe, have very high social security 
expenditures in relation to GDP --nearly 20 percent--while, in general, 
in developing countries the ratio lies around 5 percent (Shame, 1981). 
Indeed, it has been argued that the huge deficits of European nations 
are now being caused primarily by social welfare coverage and that 
further taxation on this account is almost impossible (Mach, 1979). 
For developing countries, the use of tax policy to achieve the human 
welfare component of development is not yet exhausted. Countries such. 
as Sri Lanka have demonstrated what can he achieved in terms of 
literacy and longevity when government fiscal policy takes these up as 
focal points of development, while others such as India have yet a 
distance to traverse. 

Taxation has its limitations and difficulties, however. In general, 
the success of tax policy depends on four tenets: that everyone is 
covered by the tax regime, that the incidence of taxation is known, that 
the rate of the tax is high and not marginal, and that behavior is 
affected solely by price. If the first is not met, for example in most 
developing countries, where the rural sector hardly pays income tax, 
experimentation with higher marginal tax rates on families with large 
numbers of children could be expected to have rather limited results 
for the country as a whole since a high proportion of the population 
may be rural. If the second condition is not satisfied--tax incidence 
is difficult to determine with certainty --then the results of tax policy 
may locate far from its objective. For example, if the corporate tax 
is passed on to labor, then an increase in the corporate tax rate may 
not reduce capital-intensity. So the incidence question is quite 
important in issues of factor-substitution. Third, if the rate of tax 
is not high enough, its potency is reduced. For example, legislating 
an array of taxes with low rates may have a smaller overall impact 
than a single tax with a high rate where the objective is the same. 
Fourth, if behavior is price responsive but is also affected by other 
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less observable and noneconomic determinants, then the use of tax 
policy--by affecting price --to modify behavior may be vitiated. 
Sending children --especially female --to school to receive primary 
education may not depend on whether it is free but on whether society 
permits it. 

Actual experience bears witness to all these concerns with respect 
to the exercise of tax policy. Taxes on the poor are limited by 
existing poverty. Taxes on the rich may affect savings adversely and 
are often a difficult political action. In primarily agricultural 
countries, tax collection is a major hurdle as farmers are difficult 
to tax and often, marketed surpluses may be small as a proportion of 
production. Similarly, the incidence of direct taxation is an issue 
that has remained unresolved through the decades. Finally, not much 
space needs to be devoted here to the issue of nonprice determinants 
of economic behavior since they comprise a -major part of the trades of 
sociologists and anthropologists. 

The limitations of tax policy may emerge from another direction: 
if marginal tax rates are prohibitive, they have been argued to have 
detrimental effects on the rate of growth, by truncating the rates of 
saving, investment, and labor supply. These concerns regarding the 
excessive use of tax policy have recently been revived under the banner 
of supply-side economics in which the idea, in a nutshell, comprises 
the relaxing of high marginal tax rates in order to release the forces 
of supply of savings, investment, and labor. As the supply of factors 
of production is purported to increase, output increases and so does 
the rate of growth. However, as Ta&i (1983) points out by citing the 
example of the United States, even if supply did respond to tax changes 
in the long run, tax policy by itself may not be able to yield supply- 
side effects in the face of noncomplementary changes in other policies, 
such as those relating to the monetary and financial sector. Also, 
whether or not tax policy affects marginal tax rates may be crucial to 
the success of tax policy from the supply-side point of view. Thus, 
while economists have to, and indeed, do assign a major role to tax 
policy in tackling development and growth, and sometimes successfully, 
it must be done with perspicacity. 

V. Concluding Remarks 

The above review, albeit selective, has attempted to put into 
perspective the role of the orthodox savings-investment strategy in the 
development process as a prior step to a study of the importance of 
fiscal policy since, traditionally, fiscal policy has been treated as 
an integral part of a composite orthodox strategy for development. In 
that endeavor, the paper has reviewed some of the seminal works in the 
growth literature based on the effects of savings on growth, and forming 
the major building blocks in their application to the early development 
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literature on surplus-labor economies. It then touched on the ensuing 
literature on thi+ limitations of this strategy such as the foreign 
exchange gap, the lack of an optimal financial structure as well as of 
economic and social infrastructure, the population explosion, the role 
of the agricultural as opposed to the industrial sector, and the 
difficulties with neoclassical assumptions of factor-substitution. 
Indeed, it is found that the literature has often treated financial 
development and infrastructure, as well as agricultural development, 
as alternative "technologies" to development at least as a first step. 
Some economists have also emphasized the complementary roles that they 
can and need to play during the development process* 

What emerges from this review for our ultimate purpose of the 
study of the effectiveness of tax policy is the following. Tax policy 
and, generally, fiscal policy form one component of the savings- 
investment strategy of development. There are ample views, however, 
in the literature-on which route to take for development, the savings- 
investment strategy being only one among several or, at most forming a 
complement with other factors. The role of tax and fiscal policy, 
therefore, should be seen in this perspective as an atomistic part of 
a much larger whole. Before beginning to worship at the alter of tax. 
and fiscal policy, therefore, it is educational to digest the relative 
position that tax and fiscal policy may be .expected to hold as a deter- 
minant of development. This is not to belittle the role of fiscal 
policy, however. Once tax and fiscal practitioners have a clearer 
impression of the limitations of their practice, they may be better 
able to form objectives and pursue goals to be addressed by tax and 
fiscal policy. 
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