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Developing countries use taxes to generate involuntary saving in support of develop-
ment programs, As a foci of life, this is almost universally accepted, But, in sharp contrast
to the analysis of taxes in advanced countries /6/, this use of the coercive power of the state
for growth in po»or couniries hos received little theoretical justification, This paper is intended
as < step ir.  direction,

It is usefe! to start with the fomiliar Lewis model because it does not depend on tax
generated saving, [t depends, instead, on income redistribution and the existence of
different relationships between voluntary saving and consumption in different economic classes
or other identifiable groups within a societ.y.] Growth is achieved through an increase in
voluntary saving brought about by income redistribution == by increasing either the proportion
of incom;e flowing through the sociaty’s high saving gr;)ups or by increasing income ineguality,

perse.  Recent extensions of the model == caution on the saving=reducing effects of minimum

-
-t Ememe

wage and other "equitable” redistribution policies -~ serve to emphasize that this is a
mechanism that increases saving through income distribution=induced voluntarism -= a "rigged
laissez faire,"

Since Heller's 1953 article /3/, it has been increasingly acceptable to suggest that
a government current account surplus is an alternative to redistribution of income as a source

of increased saving, While Heller's further admonitions in favor of neo-classical neutrality

W ewis' model has the additionol virtue that high saving groups are also those most
likely to know of profifable investment opportunitics == copital market functions are
internalized in the entreprencurs of the modern sector /2/,

Since a less charitable == and perhaps more accurate - interpretation of the
. phenomenon s that the greaier the inequality of the distribution of any given income, the
greater is the proportion saved voluntarily,



in taxation have been challenged of late /4/, his advocacy of taxes to generate "involuntary
saving" is widely accepted as a legitimate function of a developing country's government .

So tax generated increases in _ip_volunto;y soving are a potential alternative to income
redistribution when this later is considered noxious on equity grounds, Further, this use of
taxation for saving has focused attention on the way that specific tax measures feed back to

| influence the level of voluntary saving since the net saving effect of a tox == voluntary and
involuntary ~= becomes important, One of the most significant claims, for instance, made in
behalf of Kaldor's expenditure tax was that it should tend to increase the flow of voluntary
saving when compared ‘with an income tax of equal yield /7/,

This recent orthodoxy has become widely accepted., But we might have expected that
the idea that the government should use its coercive power of taxation as a source of the
saving required for economic development would have been more hotly debated, It is a basic
and fundamental issue in the theory of public finance of advanced countries to ask on what
grounds a government is justified in interferring with an economy /6/, Yet, curiously, the
question has not been systemmatically considered as an aspect of involuntary saving in under-

developed countries,

When dealing with taxation in underdeveloped countries, the general question,

“"Why should the government intervene in the economy and why in this way?" becomes "Why
isn't voluntary saving enough for economic growth since it does express extant preferences for
future consumption?" The issue, in other words, is whether there exists a legical justification
for government toxation increasing involuntarily for economic development? The most
importont reason for raiSing the issue is thot alternative justifications for such government

infervention imply both unique policies and, extrapolating from the theory and experience of



jpub!uc finance in cdvanced countrncs, umque behavior, side effects and repercussnons. We
2 :should expect very dlffcrcnt economlc, political and administrative problens to arise, for
inst_onc‘e., dependingson whether merit wants or political pragmatism justified such govern-

| "'r‘n"e‘u‘t activities, So this paper asks what alternative iustifiéations exist for government |
use of taxation for involuntary saving to finence economic development and suggests some
of their implications,

On the most cynical level, the answer to "why growth through taxation" is simply that
economic growth, since it is necessary to keep the masses somewhat content in the modern
world of rapid communication, is an essential requisite to retention of political po"wer° And
since power is worth the candle always, an; government with an instinet for survival will do
whatever it can and must to generate some growth, Death and taxes ore accepted in a tradional
society, so taxaticn is one of the obvious methods availabie to increase the rate of growth 3
Taxes for saving for growth then are used pregmatically to forestall revolution,

On the next level, economic growth via government saving can be justified as a

merit want, "Merit want" describes an economic good (i.e, one that has positive cost) that

~an individual would not choose to buy voluntarily but one that he will appreciate having been

forced to buy, once he's savored its virtues and satisfactions /6, ch, 1/, The rcason the

" individual does not, at the outset, make what will be the ultimately correct choice, is simply
that he does not know enough about the product until he has been forced to consume it; only
then can he realize what his vltimate preferences will be, So on grounds of temporal

omniscience the government is justified in supplying the good despite the current obsence of

3
: In order to concenirate on savings | have assumed throughout that there are no limits
*;_'to absorbitive capaucity.



an expressed preference for it, In our context, of course, the economic good is development
and ifs cost is the loss of present censumption,

There is a good deal of paternalism implicit in the merit want justification for govern-
ment intervention, As a third ulternative, involuntcvry' saving by toxation can be justified on
the ground that scmeone =~ even in a purely demociatic setting == must act as proxy for those
as=yet-unborn voters who, if they were given a chance to vote today, yvoulld clearly opt for
lower present consumption, more economic growth and higher future incomes than do those who
actually live, consume-, vote -~ and are being askad io save == today. If the government
performs such a guardian role for future genfraﬁons, it can (in fact, must) override people’s
current preferences,

Different though these last two suggestions are, note that each involves the government

in a violation of existing voters' preferences, Were the issue of tax financed growih -= in excess

of the rate allowed by voluntary saving =~ put to a democratic vote it would soundly be
defeated, This lack of popular ‘éupporf for development and its costs, then, would define
the (hostile) administrative circumstances of the government’s development program, Of course,
if growth were a merit want, there would be a popular desire for more of it after forced
"consumption of growth" had changed preferences, But this change in preferences would then
be reflected in increased voluniary saving so that ex post the change in preferences could not
be offered as a justification for continued involuntary tox saving, Interestingly, of the three
considered so far, only the justification resting on cynical retention of political power leads
to a policy that reflects (or is compatible with) popular democratic preferences,

Fortunately, A K, Sen hos shown that none of these justifications for involuntary saving is

necessory /10/, His argument is quite significant, Existing members of society may be willing



to contribute to increasing the income of future generations (which may or may not include
;ome or all of present individuals) by more than that which would be accomplished by present
voluntary saving == the motives may range from pure social compassion fo the familiar one of
wanfing a better life for one's offspring, A single inciividucl, acting alone, of course, is

unable discernably to affect income levels in the future except at very high cost to himself,

But if he acts in assured concert with his fellow citizens, the cost to lim for any given increase

in future generation income becomes less because the total cost is shared, It is perfectly
reasonable, then, that the individual who, considered in isolation, refuses to increase his
own saving volunterily in order to increase. future incomes, may quite rationally and consistent-

ly vote to have himself and his fellow citizens forced to increase saving =~ to do that which

he would not choose te do alonc, Scn called this "the isolation paredox,” By voting in its
favor, the inidvidual votes to coerce cthers, thereby geiting the "product” he desires ~= growth
of future income ~= at a lower cost to himself, It follows, too, that voluntary saving decisions
taken for personal motives and .considercd in isolation will yield less saving (= growth) than
. I

the community would chcose to have when individual decisions vrere made with assurance of
concerted action,

An illustration may be helpful, It may be v.lorih one dollar to a particular individual to
have some future gencration enjoy an extra five doilers of incom=, if the return on saving
(= investment) is such that a present payment of two dollars is necessary to assure that much
future income, the individual will quitc sensibly choose not to pay his dollar voluntarily,
This is his rational decision when he considers his own actions in isolation, [f, however, he

considers himself as part of, say, a {ifty mon seciciy, and he has the opportunity to vote on

the question of whether each of them should be taxed four cents in order to give five dollars




of future income, he will, entircly rationally, vote in favor of the tax, By giving up four
cents -~ along with other meabers of society =~ he receives something for which he would pay
one dollar voluntarily,

Tax supported involuntary saving for economic growth, then, need not be justified as a
dubiously paternal merit want nor as the result of a government's generational omniscicnce.‘
Economic growth is clearly a public good /8/, It hos the two characteristics of a public
good: (1) if people have a preference for higher future-gencration incomes, then growth is
communally consumed since each individual gets the satisfaction of expecting higher future
incomes == one man's satisfaction from anticipated economic growth need not reduce another
man's satisfaction from the same growth =~ and (2) its purchase involves an inherent contradiction
between an individual's social and personal incentives;

In showing that socially desirable growth can be a public good that is paid for by texes,
we have raised the specter of social coersion in contrast to voluntary payments because it is
always in the inferests of a mtiénul individual to avoid making his own payment once such a
good is to be provided, If others will pay for this collectively consumed good, his own
contribution is so insignificant that he can still have it without having to sacrifice any of his
own resources, When the public good is growth, he will vote for society to levy taxes to
generate involuntary saving =~ becouse his preferences are such that he is willing to pay the
tax (if he has to) to assure higher future incomes, Yet his rationality will also lead him to try

4

fo avoid paying his own taxes =~ making his own contribution to involuniary saving,

4Exccpt for the numbers involved, this-is in many ways analogous to the problem of
oligopolistic price collusion == that it always pays an individual firm to support muinienance
‘of monopoly price at the same time that its own price is set below == this to increase the
firm' shaie of the mailiet,



" S.o‘a‘ rate of ccoﬁomic growth above that supported by voluntory saving (with or without
ihcohe redistribution) may be trul; desired by a truly democratic community knowingly express-
ing its preferences, Yet regardless of their exprcsséd preferences in support of the community
decision, individuals (and groups) will alv;/oys have an Incentive to act so as to subvert that
decision, It is this paradox which, in a number of forms, creates many of the "administrative
problems” of economic growth and which lies at the base of some of the more perplexing issues
connected with growth,

I have concentrated on taxation since it is the method of meeting the public goods paradox
that is clearly most important and most often used in advanced countries, But if the problem
is seen more generally as one of securing pcyménf for a public good when there are individual
incentives to. escap? that payment, it is worth going beyond taxation in the narrow sense
of a government surplus for ecenomic growth, Taxation (in this limited sense) is only one of
the possible methods of taxation (in the broader sense), The public goods conflict between social
and individual motives == the extraction of individuals' payments == has traditionally been
dealt with not only through taxes but alsu through extra=legal social force and through decep-
tion,

While it .is not the purpose of this paper to discuss in detail these alternative methods of
approaching the public goods problem, it should be noted that these -are , in fact, all means
of accomplishing the same end of extracting an involuntary payment from individuals whose
best cconomic interests recommend that they do what they can to avoid that payment, Taxes,
of course, are the best understood, most casily and often suggested solution, as well as the
‘most direct and most casily recognized =~ they depend on the legal coercive power of the

state to force payment,



Social pressure is far enough out of the ken of economists that it gets only occasional
explicit attention (as when a well known specialist in planning suggested that no recent cose of
successiul cievelopment can.be found except among countries facing an external national
threat that fostered this social cohesion),s yet it clear ly may act as a substitute for taxation
both in encouraging voluntary payments and in punishing those who would otherwise evade
toxation, Social coercion operates by making it too costly in non-economic terms for an
individual to follow his otherwise ecoromically rational individualism,

The third device, deception, works primarily through price inflation which reduces real
incomes, If the deception is to be successfully practiced, money illusion must mask the foll
in real income /11/, Note that each of these devices for real income reduction is applicable,
t00, to auestions of external baiance when this rather than aggregate soving is an effective
constraint to development /11/,

Finally, a recent proposition about economic growth should be mentioned bfzcouse it
appears to be an alfernative justification for government intervention for growth (if not for
involuntary saving) and because it has been widely, if informally, discussed of late, If
national investment programs embody significant economies of scale (pecuniary externalities)
and if saving constrains investment (rather than, say, Balance of Paymcn}s), then the present
price of future goods will be "too high" and, essuming a positive saving function, levels of
present saving and investment vould both be increased if savers faced more accurate relative
pricds (interest rates), In other words , if interest rates were made higher than they are there
would be more ﬁaving forthcoming. This would allow a higher level of investment which
" would, in turn, gencrate scale economies that would justify the higher interest -~ a sort of

dynamic Say's Law, This, of course, is another example of the kind of failure described by



:‘S‘cvitov;‘k){"'\g.lggré.i.the'price system cannot reflect what will be but only what is /%/. Then
= dh;.‘cv:nﬁ"relyvf'\.n.al'unt‘ary re\s’po'nse by people facing appropriate relative present and future prices,
“vv"ouldvincre_cse the level of saving, investment and growth,

It would oppear, then, thot’this -~ the inappropriateness of aciual pr';ce -~ rather than
~ something more fundamental, could explain deficiencies in actual rates of growth, Furthermore,
there is no present institutional arrangement to correct relative prices as this implies == to raise
the interest rate or lower the prices of future goods, But such an arrangement rﬁight be
embodied in a reversed hire=purchase scheme (a "purchase~hire" scheme?) as suggested by
John Power through which people would be offefed a commodity (say a bicycle or a car) for
future delivery at a lower price than prese.r;ﬂy pre\)oils if they will make regular payments
(save) for a specified period, Then the expanded investment that these additional savings
make possible would allow the production of the promised commoditi'es at the proffered price,
And on the investment side, expanded capacity would be justified by these orders for future
delivery.

But, despite appearances, even if this were possible there would still exist a public goods
problem because (1) the capital productivity assumption must rest on unemployed complementary
resources (to capital investment) so there will be income and employment generated by this
process and these will occrue to people who don't pay (save) and (b) the Sen phenomenon may
still require a rate c;f growth even higher tho;1 that induced by this voluntary purchase~hire
scheme, Consideration of the reverse hire-purchase is worthwhile os a way tc; increase the
flow of voluntary saving, but it is not an adequate altemative to government taxation (social

6

pressure and deccption) as a primary source of saving,



10

In summary, if pcople want cconomic growth in excess of that supported by purely
voluntary saving, growth becomes a public good and some involuntary poyments measure,
like the use of a government budget surplus to generate involuntary saving through coercive
taxation, is necessary, As in the case of any other pubhc good, collective consumption
creates a conflict between social and individual motives wherein a rational individual will
always fry to‘ovoid his own contribution despite his preference for the-good registered through
voting, This is the reason for the ubiquitous problem of "tax administration" == the dirty
difficulties of real world tax coersion. Both social pressure and inflationary deception
can, perhaps critically, supplement the payment-extracting power of the fax system in
paying for public goods, Finally, those considerations that rest on an assumed scale economy
in investment may recommend involvement of the government in an information function -~
adjusting future 'prices to reflegt future shadow prices = so that present saving and

investment decisions can be made more rationally, But such considerations do not, in

themselves, resolve the public goods question or offer an alternative to toxes, nationalism

or deception,
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