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INTRODUCTION

THE PAST TWO DECADES HAVE SEEN AN ENORMOUS PROLIFERATION IN WRITINGS
on economic development, planning, and programming. Equipped with the aggrega-
tive tools of economic analysis acquired since the Thirties, economists have searched
for methods and policy measures by which to further economic development. In many
developing countries the government has assumed the responsibility of pursuing a
deliberate, rational, and consistent economic policy in achieving the objectives of de-
velopment, in accordance with established priorities, by direct and /or indirect inter-
ventions into the performance of the economy. With this expanded role of the pub-
lic sector, the budget has come to acquire an important role as a policy instrument,
since it reflects the qualitative and quantitative aspects of public policy, and puts into
effect public policy measures influencing economic activity.

The purpose of the present paper is to survey the research and writing on the
role of the public sector, and hence of the budget, in promoting economic develop-
ment in an area referred to as the Greater Caribbean, Basically the region is that
bordered by the shores of the Caribbean Sea. It includes all the islands comprising the
Greater' and the Smaller Antilles, the three Guyanas, Venezuela, and Colombia, and
countries of Central America.

The inclusion of the Guyanas needs no specific justification. Historically they
have been considered part of the Catibbean region, as the Caribbean colonies of the
metropolitan powers. Geographically and economically, though not necessarily his-
torically, Colombia and Venezuela can be considered part of the region. Econom-
ically they have commitments to the Latin American continent in that in 1961 and
1966, respectively, they opted to join the Latin American Free Trade Association
(LAFTA). Recently, however, there has been great interest both on their part as
well as on the part of the Caribbean countries in having closer economic ties and ex-
tending commercial interrelations. Colombia has extended its shipping routes to
the Caribbean and Central America, and made overtures to participate in the Carib-
bean Regional Development Bank. The Dominican Republic has weighed the pros
and cons of participation in LAFTA, especially in its Andean Community (a sub-

* Research was carried out with funds provided by the Ford Foundation. The authors
thank Mr. Ramén Cao for his assistance in gathering a great portion of the basic material.

97

https://doi.org/10.1017/50023879100020458 Published online by Cambridge University Press


https://doi.org/10.1017/S0023879100020458

Latin American Research Review

group composed of the lesser developed members of the Association), as well as in
the Central American Common Market (CACM).2 Moreover, the Economic Com-
mission for Latin America, through its regional office in Port-of-Spain, has taken a
vital interest in Caribbean affairs, especially in the Caribbean Free Trade Association
(CARIFTA), organizing joint area conferences, conducting economic surveys, and
providing technical assistance (UN/ECLA, 1969a,b).

Again, historically, Central America has been a world of its own, but today an
attitude of economic complementarity with the Caribbean islands is gaining strength.
Undoubtedly there are similarities between the economies as measured by global indi-
cators such as per capita income, industrial structure, and degree of openness. Dif-
ferences also exist which create, in many instances, conflicting interests; yet there
are sufficient options to allow for constructive economic cooperation.

In short, by following the shoreline of the Caribbean Sea we are in fact con-
sidering an area in which individual members, in one way or another and to varying
degrees of success, have collaborated with one another in the past (see UK., 1955,
1956, 1962, 1963; Trinidad & Tobago, 1960) and are expected to collaborate in the
future in an increasing degree in the many facets of economic, political, and social
development.3

The definition of the public sector also needs to be specified and confined within
certain limits. The concept of public sector, in its implications for economic activity
and resource allocation, can be a very wide one. It can include the budgets of the cen-
tral and local governments on administrative setvices and refer to the measures taken
within this limited scope. It can also include a series of autonomous agencies whose
number, nature, scope, function, organization, and title vary considerably from coun-
try to country. Among such agencies are, to give but a few examples, the administra-
tion of insurance funds, highway authorities, industrial development corporations,
public housing authorities, agencies that serve the consumer’s welfare, and land au-
thorities. One must also consider the public corporations in areas which are usually,
though not necessarily, conceived as pertaining to the functional sphere of govern-
ments, such as public utilities, bus lines, development banks, and industrial banks.
Finally one can cite trading services, such as postal services, which differ from public
corporations in that the latter are defined as possessing financial independence from
the government with respect to keeping reserves, borrowing, and day-to-day control.

A survey of research and writings on the role of the public sector based on a con-
cept so wide as to include all these ramifications for a relatively large number of
countries can never be condensed into an article of this length. A limitation is in
order. Thus the survey is limited to research and writings on the following aspects
of the public sector: general surveys of the fiscal system relating to public revenues
and expenditures of the central and local governments in their relation to economic
development; proposals of general and specific fiscal reforms, again in the restricted
sense—reforming, rearranging, reorganizing the government budget essentially,
though not strictly, for purposes of economic development; fiscal incentive schemes
and the analysis of their impact on economic development; and finally schemes of
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fiscal harmonization and their function in promoting regional cooperation through
a more equitable regional fiscal system of taxes and expenditures.

The scope of the present survey is restricted in another sense. No attempt is
made to review in detail the numerous specific proposals for fiscal change. Rather,
the emphasis is on the major issues raised and the manner in which such issues are
treated within the frame of reference of development objectives. Only in this ana-
lytical fashion can a survey of past writings be constructive and effective in indicating
the rationale of possible future policy actions and the areas which require greater at-
tention and emphasis.

This survey covers basically the writings of approximately the past two decades.
On rare occasions eatlier works are also referred to. An extensive bibliography is
given in the Appendix.

SURVEYS OF FISCAL SYSTEMS AND REFORM PROPOSALS

The extensive literature on problems of economic development includes a grow-
ing number of studies of the systems of public finance in developing countries. With
very few exceptions, the published work, however, seems to be divorced from the
mainstream of thinking about the analysis of development. In particular, it is not
always easy to appraise the practical recommendations for reform which the litera-
ture contains, because the specific development strategy and the underlying economic
model are not clearly spelled out and the relationship is not brought out, quantita-
tively at least, of the proposed fiscal changes to the achievement of aims.

Fiscal reform schemes ideally should suggest a set of optimal proposals of eco-
nomic aggregates which specify the size and the structure of the government budget.
This procedure is in compliance with the aim of any development policy, which is
an optimal system in which the budgetary structure, together with the private sector,
is to achieve the maximization of the various objectives envisaged. These objectives
may be a specific annual rate of growth in aggregate output, a given level of em-
ployment, private investment, an acceptable distribution of income, reduction and/or
elimination of the deficit in the balance of payments, price stability, etc. . . . The re-
lationships between the objectives and the instruments of policy must be expressed
within a given frame of reference and the policy action to satisfy the optimal con-
ditions must be determined on the basis of these relationships; for the choice of the
instruments and their value cannot be considered in isolation from the objectives.
Naturally, the feasibility of the implied fiscal reform will have to be assessed within
the political reality of the country for which the survey is being carried out.

The survey would then yield a budget showing the size and structure of all gov-
ernment transactions within the social accounts. A comparison of this optimal budget
with one that would exist if no changes were made in the existing tax and expendi-
ture pattern would then indicate the changes to be made to meet the objectives, and
the priorities in the use of fiscal instruments. For instance, if the analysis were to
yield the result that public investment must grow and that there is a constraint on the
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size of the budget, because of limited taxable capacity or considerations of price
stability, then care should be exercised in taking measures which will encourage pri-
vate investment; for ultimately it has to be insured that demand on available re-
sources—public and private—be neither too great nor too small in relation to the
capacity of the economy. The implied budgetary changes may then indicate more
clearly the required institutional and administrative changes.

If the objectives and the instrument variables in achieving them are not speci-
fied, then the danger may exist of not being able to assign priorities and of not being
able to detect where and how the policy measures proposed with respect to one ob-
jective may be in conflict with the attainment of another. Specifically, if an increase
in the tax burden is recommended, for example, to ward off inflationary pressures,
consideration has to be given to the possibility of taxation being an impediment to
growth, especially where unemployed resources exist, and stability may not be wanted
at the expense of stagnation. Looked at in the proper perspective, the question be-
comes one of the level and type of taxation and public expenditure to maintain the
rate of growth while controlling inflationary pressure under conditions of unemploy-
ment and perhaps deficit in balance of payments.

The logical implication of this short methodological introduction to the anal-
ysis of fiscal surveys is the consideration of the budget in its entirety within the con-
text of development requirements. Taxation cannot be separated from public ex-
penditure programs; the size and composition of public expenditures as well as of
revenues affect the level of income, employment, foreign trade, and income distri-
bution. Economic as well as meta-economic reactions of both tax and expenditure
policies will have to be considered simultaneously. The marginal changes reflected
in the budgetary structure can only be successfully pursued if there is co-ordination
of tax expenditure policies; and that tax-expenditure combination can be selected
which would further the achievement of economic and social objectives more than
other combinations.*

The objection could be made that this kind of approach is overly elaborate and
too difficult to implement in all its facets. Therefore, it has been maintained that one
should concentrate one’s efforts almost entirely on increasing revenue yields and in
so doing assign priority to reform of tax administration (Kaldor, 1964). Granted,
improving tax yields are a necessary condition for achieving the commonly accepted
aims of developing countries; however, the investigator is thereby not absolved from
having to justify his concentration on the tax side of the budget and from quanti-
fying the results of administrative and /or institutional reforms so that their budgetary
implications are clearly shown.

Obviously, within the general analytical framework of optimization for de-
velopment, the distinction is made between surveys of global fiscal systems and impli-
cations of their change as opposed to the treatment of specific aspects of the budget,
say a property tax reform. In practice, this may appear to be equivalent to the dis-
tinction between carrying out a drastic fiscal reform on a large scale and one of piece-
meal remedies. In fact both distinctions are deceptive and unreal as seen from the
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view of the optimization process. For whether one adheres to the concept of large-
scale reform or accepts a more practical view that many developing nations, for one
reason or another, are incapable of carrying out drastic overall changes, or whether
one considers that the fiscal ills of developing nations can be solved with one single
‘coup,’ so to speak, or changes can be made only in piecemeal fashion, each type of re-
form will have to be implemented within the constraints represented by the structure
of the economy and the actual or potential efficacy of the fiscal instruments in order to
attain the optimum desired. No fiscal system can remain optimal if it is not revised
in accordance with changes in circumstances, and if it is not devised to bring about
the changes as reflected in the objectives of the society.

Any reform is simply a consequence of the objective function, on the assump-
tion that the public authorities are serious in seeking to maximize this function. A
consistent fiscal reform may throw up the necessity for radical change. Once the na-
ture of the changes is known, the public authorities may realize that they have left
out of the objective function some important elements. Once it is recognized and
accepted that these elements have to be embodied in the objective function, the scope
of the fiscal instruments becomes circumscribed and large scale reform is carried out,
to be followed by piecemeal changes.

All this requires—whichever kind of change is contemplated at a given time—
studies of the implications of the overall budgetary size and structure as well as of
its particular aspects. Such studies are indispensable to the understanding of the ulti-
mate role of the budget in the structural overhaul of the allocation of resources and as
the mechanism through which this allocation works in order to assure the cotrespond-
ence of the public sector to a given or desired socio-economic frame of reference.

Most of the sutveys of the fiscal systems of some of the countries that fall
within our specified region are the direct outcome of requests by specific govern-
ments and/or international agencies. Those undertaken out of scholarly curiosity
are very few (Andic & Andic, 1965, 1968; Bird, 1970c). The remainder have either
been commissioned by the specific metropolitan governments in question (Hicks &
Hicks, 1955; Prest, 1957; Lieftnick & Goedhard, 1959, 1962), or by the governments
of the particular nations (Wallich, 1951; Adler, 1952; Shoup, 1959, 1960; Mus-
grave, 1968, 1969; Cosciani, 1962; St. Vincent, 1967; Trinidad and Tobago, 1969),°
or by international agencies (OAS/IDB, 1964a, 1965b; Freyre, 1965), or have been
undertaken by the international agencies themselves (UN/ECLA, 1957; IBRD—all
country surveys include a chapter on public finances).

The principal reason for the surveys is an interest in taking stock, as it were,
of the existing fiscal structure, to fill the gap in general information, and thereafter
to take remedial action wherever necessary, given the economic and social values and
aims. The determination of the steps to be taken requires providing answers to a
check list of questions such as: what are the characteristics of the fiscal system; who
pays which taxes; what is the effect of the system on resource allocation and distri-
bution of income; is the tax system elastic; what do public expenditures consist of
and how important are they, and so on.
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There are two pioneering works at the beginning of the period of the past two
decades—Wallich, 1951; Adler, 1952. These are followed by the English-speaking
Caribbean by Hicks & Hicks (1955) and Prest (1957), and in the Spanish-speaking
Caribbean by Shere (1953), UN/ECLA (1956), Phillips (1958), and Shoup
(1959). The Alliance for Progress gave rise to a series of purely stock-taking studies
of the tax systems (OAS/IDB, 1964b, 1965d, 1966a, and numerous pamphlets by
ROCAP) as well as increasing the awareness among governments of many nations
and international agencies of the importance of a development-oriented tax reform.

The two OAS/IDB reports on Panama and Colombia embody the official ac-
ceptance of this very idea which has formed, albeit on the surface, the frame of ref-
erence of some of the later surveys. With few exceptions all surveys concentrate on
the tax side, documenting the taxes and their shortcomings and making appropriate
recommendations, general and/or specific, designed to achieve a more desirable
revenue system. The prime purpose is to find substantially higher revenue in order
to meet the future expansion in public expenditures, whether or not this expansion
is derived from a development plan. The tax system is, therefore, judged by its abil-
ity to produce revenue, to improve the distribution of income, to encourage private
savings and investment, and to promote efficiency in tax administration. In the main
these goals are to be attained by structural changes in the tax system and in rate
adjustments.

However, rarely is there any systematic elaboration of the quantitative implica-
tion of these goals of development policy on budgetary and tax structures. Nor is
there an analysis of the effect of the tax system, far less the fiscal system, on invest-
ment and economic development. This is particularly true of the Panama and Co-
lombia reports mentioned previously, of Freyre (1965), Shere (1953 and 1961),
Phillips (1958), Andic & Andic (1965), UN/ECLA (1965), Trinidad and Tobago
(1969) and British Virgin Islands (1967).% It is also true of development plans
which fail to make a calculus of the specific and quantitative implications for revenue
adjustments of their budgeted expenditures and of evaluating the economic effects
of such changes on the expenditure as well as revenue side.

EXCEPTIONS TO THE FISCAL SURVEY PATTERN

There are, however, exceptions. For instance, the fiscal survey of Venezuela
(Shoup, 1959) proposes in Chapter 14 the integration of the government’s budgetary
totals with those of the economy’s national budget” and in Chapter 15 forecasts the
cost of the elementary school education program and estimates the changes in in-
come tax rates necessary to implement it. Other exceptions are the cases of Guatemala
(Adler, 1952, Hinrichs, 1971), and El Salvador (Wallich, 1951). The studies by
Adler and Wallich contain analyses of the impact of the budget as a whole upon the
economy, specifically upon balance of payments, capital formation, and the size of
the domestic output. Hinrichs takes into account the constraints introduced by fiscal
harmonization requirements and CACM tariff uniformization, and develops reform
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proposals and budget projections for the attainment of the development objectives
within the realities of administrative difficulties. A further interesting exception is a
neat analysis of a little group of islands in the Caribbean, namely the Turks and
Caicos (1970). In a report entitled “Property and Tourist Development in the Turks
and Caicos Islands,” the working party chaired by Sir Derek Jakeway translate their
proposed capital program into its expenditure and revenue components and come
up with a system of land taxations and valuation.® The three volume development
plan for Surinam (Suriname, 1965) contains an elaborate public expenditure budget
whose impact on the economy is, however, measured only globally as a per capita
growth rate in output through the simple device of the incremental capital-output
ratio, despite an extensive and quantitative introductory chapter on the various de-
velopment objectives, their interrelationship, and the variables that affect them. It
also estimates the revenue savings that would occur as a result of various efficiency
measures to be taken and changes to be made in tax structure, and comes up with
estimates of budgetary deficits. Again in the area of the Dutch cultural influence, not
to say the political, the reports of the Advisory Council (Suriname. Adviesraad,
1959) and of Lieftinck & Goedhard (1959) provide quantitative estimates of the
possible inflationary impact of the public and private investments.® Last but not least,
although not directly related to the impact of the public sector on economic growth,
UK (1955, 1963) develop a rigorous methodology in working out the financial im-
plications of a plan for a British Caribbean Federation (defunct in 1962) and for a
Federation of Eastern Caribbean Territories (which never got under way) respec-
tively, separating out expenditures and their revenue requirements and providing
proposals to meet these requirements.

In view of what has been said in the preceding paragraphs, the outstanding
features of the survey of Surinam and the Netherlands Antilles (Andic & Andic,
1968), of the Musgrave Report on Colombia (Musgrave, 1969), and of the tax-
and-development study again on Colombia (Bird, 1970c), are that they adhere to
what we consider a proper methodology to measure and evaluate the impact of the
public sector on economic development, although it may not be possible to carry out
fully such an evaluation at a given time. Thus, Andic & Andic make a thorough re-
view of the existing budgetary structure, but because of various limitations indicate
only globally the impact of alternative budgetary structures. The Musgrave Report
views the tax system as one of the important tools in the hands of public authorities
to be used to attain prescribed economic and social objectives, and translates these
objectives into concrete proposals for tax reform. Bird’s study (1970c) embodies
the same approach with the level of discussion directed more to academicians than to
politicians. He is also cautious of the desirability of overall reforms as opposed to
piecemeal changes.

LITERATURE ON SPECIFIC DEVELOPMENT OB JECTIVES

The comments made so far refer to overall surveys of fiscal systems and reform
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proposals, with special emphasis on methodology. We now turn to review a host of
other writings from the point of view of specific objectives of development. In doing
so we will refer to the overall surveys as well as writings of more limited scope. Our
remarks are bound to be of a general nature, reflecting the tone of the writings them-
selves. We shall leave one sphere of fiscal policy—incentive legislation—to a subse-
quent section, because of its extensive use and special importance in the fiscal systems
of the countries reviewed.

The need for more fiscal revenue is prevalent in all the writings, but as was
argued earlier, as such it is unsatisfactory as the sole goal of the fiscal system. This,
most writings recognize. But there is no doubt that the tremendously rapid rate of
growth in development expenditures has faced governments with a situation in which
they have observed a ‘traditionally’ surplus budget gradually convert into a hugely
deficitary one under pressures emanating from changed ethical, social, and economic
outlooks of societies. What has been less recognized is the relation of this increased
requirement of revenue to, for instance, the balance of payments, or the rate of
economic growth and employment, stability in real national income, and its distribu-
tion.

All the countries that fall within the scope of the present survey are open
economies, some more so than others, where the ratio of imports to GDP can be as
high as 0.9, when the same ratio for exports stands at around 0.2. All have deficits
in their balance of payments.1® All suffer from high levels of unemployment, which
are estimated in some to be as high as 30 per cent. With few exceptions, all have
had not too insignificant rates of growth in real income per capita, and for various
reasons income stability, conceived as lack of inflationary pressure, has also not been
too significant, with the exception of the past few years and of the continental—as
opposed to island—members of the selected group. Finally, in all countries on which
information exists income is unequally distributed.

The attention to the objective of reducing, if not eliminating, the disequilibrium
in the balance of payments is, at least for the British Commonwealth islands, not new
and has accelerated with their gradual separation from the sterling bloc towards
more export and import trading with the United States. Prest (1957) in his fiscal sur-
vey of the British Caribbean has very aptly and profoundly analyzed, in general
terms and under the circumstances of the times, when political and economic patterns
were very different, how cyclical fiscal policy could not be separated from balance of
payments difficulties and maintained that it should aim at stabilizing the fluctuations
in real income caused by slumps in exports. A later work, an analysis of public ex-
penditure for growth, still remaining within the boundaries of the British Caribbean,
emphasized the point further by maintaining that for plans to be economically viable,
growth of the Eastern Caribbean had to be based on export industries to earn the
foreign exchange required in the other branches of the economy (Tripartite Eco-
nomic Survey, 1966), if one had to have growth at all. The balance of payments was
a subject of serious consideration for the Committee to review the fiscal policy of
Trinidad and Tobago (1969), which argued for reduced emphasis on direct tax-
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ation and deliberate use of indirect taxes not only as a means of raising more revenue
but also to discourage luxury imports and to slow down the rapid growth of con-
sumption. This argument has been basically accepted by the Third Five-Year-Plan
(Trinidad and Tobago, 1970).

For the remaining countries, where the balance of payments problem has also
been endemic, writings have emphasized increased domestic savings rather than the
importance of increased foreign exchange. The distinction between the two, i.e. the
contrast between the savings-investment gap and the foreign exchange gap is a
newcomer to development theory in reference to today’s less developed countries,
and this may partly explain why statements recommending agricultural taxation to
expand imports and condemning specific customs duties (Froomkin & Lidstone,
1954), because they provide little protection for domestic products, can be found
only widely dispersed in earlier works (OAS/IDB, 1964a, 1956b) and why sales and
agricultural taxation issues are gaining strength in later studies (Bird, 1968a, c,
1970b, 1971; Sheahan, 1968), for failure to increase foreign exchange earnings
could increase unemployment and reduce the rate of growth, if growth depends on
imported investment.'* The fiscal survey of Venezuela (Shoup, 1959) maintains that
reduction in imports via indiscriminately set up protective tariff walls could lead into
a shortage of capital, which could slow down investment and create acute unemploy-
ment. The argument for the need for policies to improve the availability and alloca-
tion of foreign exchange is taken up later on by Bird (1968b, ¢; 1970a, b, ¢) in con-
nection with the objective of income redistribution, to which we now turn.

BUDGETARY REDISTRIBUTIVE EFFECTS

Taxes and public expenditures alter the allocation of resoutces not only among
alternative uses but also among individuals and families. That the tax-expenditure
mix should deliberately be used to increase the resoutces of those who have the least
is accepted by all as a ‘sacred’ tenet, the extent of the redistribution being a question
of the social judgment of the particular time. But, before any steps are taken in the
direction of a change for a given purpose, it is essential to know what the present
system of distribution actually is and how it is affected by the allocation of present
taxes and expenditures.

Studies on the redistributive effects of the budget are not numerous in the Carib-
bean, nor in other less-developed countries for that matter. Granted, any such calcu-
lations are necessarily arbitrary in the extreme and give only the crudest indication of
the probable effects on the distribution of income of the operation of the fiscal sys-
tem. Moreover, the end results depend upon the assumptions made by shifting of
various taxes and in the allocation of expenditures. Nevertheless, of the few that are
available, some indicate that the allocation of taxes to the appropriate income brack-
ets improves the distribution of income (Andic, 1963, 1964; Bhatia, 1964a), while
others arrive at the conclusion that taxes do not alter the distribution of income
(Shoup, 1959; OAS/IDB, 1965b). For Puerto Rico it can be indicated that excises
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are progressive in the lower income groups, but become regressive in the middle and
upper income groups (Andic, 1964; Bhatia, 1960). In Colombia the indirect tax
structure is regressive on the whole, but the impact of total taxes is regressive on low
and somewhat progressive on middle and upper income brackets. The overall mild
progression in the tax system contributes only insignificantly to income redistribu-
tion (Mclure, in Musgrave, 1971). In Jamaica the tax structure appears to be some-
what regressive at the lower end of income distribution, proportional in the middle
ranges, and distinctly progressive at the upper end (Lovejoy, 1963). That the bud-
get as a whole tends to have a distinctively redistributive effect in favor of lower in-
come brackets is corroborated by most related studies, except in Colombia where it
is argued that the relative regressiveness of the tax system does not appear to be sig-
nificantly off set by the incidence of expenditures (Bird, 1970a).12

These exercises in the calculus of redistribution are immensely valuable, de-
spite the conflicting conclusions they may reach concerning the operation of the same
fiscal system, because of the differences in the underlying assumptions.’3 But two
points should be kept in mind. One is that even if one is limited to the evaluation of
the impact of the tax structure alone on the distribution of incomes, it is also neces-
sary to obtain some idea of the pattern of the income distribution which would result
from the potential application of the recommendations made concerning tax changes.
More important still is the need to evaluate the redistributive effects of the proposed
budgetary changes as a whole, since tax incidence, assuming that it can be meaured,
is concerned only with changes in the distribution of burdens arising from develop-
ment. Growth must also provide benefits which accrue in different amounts to dif-
ferent recipients of income, since the size and type of budgetary expenditures affect
the composition of output by industrial sectors and, therefore, influence functional
and occupational distributions of income which in turn change the size distribution of
incomes. An added factor is the possibility of a budget policy discriminating in favor
of lower income groups and against higher, and thus the additional presumption of
adverse effects on growth produced by disincentive effects on investment, or the
abandoning of other development objectives, such as price stability or equilibrium
in the balance of payments. There is no quantitative evaluation of these aspects of
budgetary structure in any of the studies, simply because, we presume, such exerciess
require more sophisticated statistical information than is usually available in develop-
ing countries. One relative exception is Colombia where some (Bird, 1970a; Sheahan,
1968) argue that the savings and growth case against increased progressive taxation
is not supported by the available data; that increased taxation of the upper income
groups will not add to an already crushing tax burden, as is sometimes claimed; and
that in this context one is relatively free in selecting the set of tax policies most ap-
propriate for development. We would like to enlarge somewhat upon this point.

The usual growth argument for an anti-redistributive tax policy is that given
the right incentives the rich will save and hence domestic savings will increase. The
counter argument coming to us via Latin America (UN/ECLA; Mendive, 1964) is
that the rich are not savers but spenders, hence a redistributive tax policy would be
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more efficient in inducing growth. The final extension of the controversy is when
growth is assumed to be foreign exchange limited and depends on imported invest-
ment. In this case, it is said that increased taxation of the wealthy, i.e. a redistributive
policy, might increase saving. The argument is: when increased savings must be
matched by increased imports of investment, increased savings alone with no change
in foreign exchange availabilities may lead to lower income and more unemployment.
This is well and good, but when combined with the argument that redistributive
tax policy might be the more efficient method in achieving this aim, there seems to
arise an inconsistency. For as a result of the redistributive policy (and assuming that
the rich are spenders anyway, following Prebisch) part of final demand will escape
into imported commodities, unless the assumption is made that the poor consume
only domestic and the rich consume only imported goods, which is not too heroic an
assumption, and unless the assumption is made that domestic goods are produced
with domestic capital, and this is an heroic assumption. The controversy is very il-
luminating in that it indicates the direction into which research has to go and the
necessity to have a vast amount of statistical information on consumption habits,
import contents, relationship of domestic sectors with imports, etc., before any def-
initive statement can be made on whether a redistributive policy is growth inducing or
not under the particular circumstances of a particular economy.

Another issue of concern is whether indirect taxation is a ‘superior’ policy solu-
tion, as opposed to progressive income taxation, or whether it contains inherent ele-
ments of regressivity. The sanctity of a decline in the indirect/direct tax ratio rule
as economic development takes place is being questioned more and more even in de-
veloped countries.’* And in developing countries sales taxation, if properly struc-
tured, could be in many respects very well suited for developmental achievements of
redistribution of incomes, increase in domestic savings, better allocation and in-
crease’® of scarce foreign exchange resources, and possibly of warding off inflationary
pressures (Mendive, 1964; Andic, 1972; Bitd, 1968c, 1970b, ¢; Musgrave, 1969;
Trinidad and Tobago, 1969). Bird, for instance, distinguishes between the short-term
effects of sales taxation (reduction in consumption and investment) in Colombia
and its long-term effects on income distribution, balance of payments, and produc-
tive structure. As it is, its incidence is moderately regressive, but it could be struc-
tured to have a progressive impact as well as providing sufficient funds to finance
larger investments in a non-inflationary way.

As a second example, the Tripartite Committee to Review Fiscal Policy for
Trinidad and Tobago emphasizes the need for reduced emphasis on direct taxation
and deliberate use of indirect taxes for the curtailment of the rapid rate of growth
in personal consumption in relation to that of GDP. Examples from Puerto Rico
and Latin America illustrate, however, the difficulty of implementing politically what
is considered logical economically. Contrary to the recommendations of the Gover-
nor’s Advisory Council (Puerto Rico, 1970) the Legislature reduced the progressi-
vity of the automobile tax and converted a progressive license plate fee structure into
a standard fee. In Latin America a systematic indirect taxation formula to increase the
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savings of the national exchequer, to redistribute income, etc., has never been applied
in an organized fashion; rather indirect taxation of this nature has been used to apply
certain principles of control (Mendive, 1964) or as emergency measures to counter
balance of payments crises (SIECA, 1968).

The case of the Bahamas is interesting in that there, given the structure of the
economy, the tax system relies almost entirely on indirect taxation, i.e. customs duties;
hence a more equitable distribution of the tax burden would require changes in their
rates, rather than introduction of direct taxation (Musgrave, 1968) .16

As has also been pointed out by Bird and Oldman (1968) for the case of Latin
America as a whole, inadequate attention appears to have been paid in the Caribbean
as well to the stabilization function of fiscal policy to offset short-run inflationary
pressures often related to the foreign trade cycle. This aspect is one of the many basic
pillars of the structuralist argument of inflation in Latin America, and has caught
the attention of economists only after its popularization through UNCTAD, although
related writings go back to earlier years.” In the Caribbean, Prest (1957, 1960) had
emphasized the importance of fiscal policy to mete out the effects of export fluctu-
ations on real incomes; Shoup (1959) had stressed its great relevance in Venezuela,
especially because of the overwhelming importance of the oil sector in the economy;
and Levin (1968b) emphasized the relevance of import cycles to public sector eco-
nomics in Colombia.

Fiscal policy to control inflation has not been a significant issue in the Carib-
bean except for the Spanish-speaking continental members of the region. The reason
lies in the fact that Puerto Rico is in monetary union with the United States; the
French Antilles, being overseas departments, have common currency with France;
and in the British Commonwealth Caribbean inflation caused by budget deficits could
not be a problem at the time, because of the monetaty system based on Currency
Boards, which allowed for such deficits—in the absence of loans or grants from
abroad—if there were sufficient reserves accumulated during prosperous years or if
foreign currency could be obtained by surrendering domestic currency to the Cut-
rency Board. This in fact explains the importance of budgeting for a surplus in time
of boom in economies of this type with severe restrictions on borrowing. It still re-
mains broadly true that the bulk of capital expenditure by the public sector is financed
by overseas grants and loans. The extreme case of fiscal dependence can be found in
the Leeward and Windward Islands where grants-in-aid form one-fourth of annual
recurrent expenditure, and the entire capital budget is financed from overseas (see the
country surveys of the British Development Division in the Caribbean of U.K. Min-
istry of Overseas Development).

In effect in the island territories of the Caribbean inflation has not been a serious
problem, with the exception of the past recent years. Up to then prices had increased
by 1-2 per cent annually in the Netherlands Antilles, Antigua, Barbados, and Haiti;
by 2-3 per cent in Trinidad and Tobago, Surinam, and Puerto Rico; and by 4 per
cent in the French Antilles. To a large extent local price increases were tied to price
developments of imported commodities. This is clearly the case of the Netherlands
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Antilles and the French Antilles. In the former, import prices were virtually stag-
nant; in the latter, imports from France had experienced sharp price increases due
to developments in the French economy. This today is the case of Puerto Rico as well.
Moreover, the monetary systems in all countries have been tied directly to inter-
national hard currencies which have prevented strong monetary pressutes. Following
the devaluation of the pound sterling in 1967, the British Caribbean currencies have
also been devalued (with the exception of the Bahamas). This has made imports
much more expensive in the British Commonwealth Caribbean, especially consider-
ing the shift of the geographic pattern of trade from the United Kingdom to the
United States. In addition, in 1968 Trinidad and Tobago freed their sterling bal-
ances, i.e. declared them to be foreign assets rather than sterling assets. This meant
that banks (mostly subsidiaries of British banks) were now in possession of liquid
foreign assets which could be lent; and the lending has expanded consumer credits
more than anything else. One result has been further pressure on prices and also
increases in imports, which explains the Tripartite Commission’s concern to curtail
the rapid rate of growth of personal consumption expenditures and to redress the
balance of payments.

Because of the special circumstances of each country, extensive attention is given
to control of inflationary pressure in Colombia and Venezuela. The Colombian econ-
omy has experienced a relatively strong inflationary trend (of more than 12 per cent
per annum) accompanied by trade imbalance, devaluation, and capital flights, all
aggravated by budget deficits financed by the central bank (OAS/IDB, 1965b;
Echevarria, 1967). This explains the great concern of most writings for adequate
budgetary resources to contain inflationary pressures, some accompanied by consider-
ations of growth (Bird, 1968c, 1970), as well as a more cyclically oriented invest-
ment program and prevention of revenue-sacrificing changes in good years and seek-
ing of new taxes in bad (Levin, 1968b). The Venezuelan economy is extremely vul-
nerable to changes in oil prices and output which are beyond its control. Hence taxes
are very sensitive to changes in prices and output (Malave, 1964). However, the
sensitivity of the tax system cannot be counted upon to be an appreciable counter-
cyclical influence in the case of fluctuations originating in the non-oil sectors. The
major concern of fiscal policy in the Dominican Republic in recent years has been to
reduce if not eliminate budgetary deficits in order to neutralize inflationary pressures.
At all levels of government—central government, decentralized agencies, autonomous
institutions, municipalities—deficits in current accounts are common. There has been
an attempt to increase the level of public consumption to correct the imbalance in
overall demand due to the growing private consumption as a result of wage adjust-
ments, inasmuch as concern over inflationary pressure had dwarfed all other develop-
ment objectives (see CIAP and IMF country reports).

The need for more fiscal revenue in the face of growing ex-post and ex-ante
budgetary deficits has tilted the discussion towards tax aspects. For the attempt has
been either to close the actual expenditure-revenue gap or it has been sacrosanctly
assumed that planned capital expenditures for growth will necessarily entail further
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increases in recurrent expenditures (Robinson, 1966). Almost resigning himself to
his fate, so to speak, the researcher has emphasized discussion in especially three
tax areas: new taxes; restructuring of the existing tax system; and introduction of
efficient tax administration to increase collections by eliminating evasions and ac-
tually enforcing the statutes.

There has been no corresponding analysis quantitatively assessing the cost-
effectiveness, for example, of public spending and inquiring into whether the same
service could have been provided at a lower cost, thus leading to a slower growth in
public expenditures. The only exception is perhaps the study of public enterprises,
whose inefficiency in some countries is notorious and whose operational deficits are
consequently large. This particular attention may partly be explained by the exis-
tence of accounting data on these enterprises, which reveal their revenues and ex-
penditures and their degree of profitability. However, the rapid rate of growth of
public expenditures is not usually due to the growth of the deficits of such enter-
prises, but rather to that of recurrent expenditure on various social services. The
analysis of public expenditures as such in global or partial surveys is a complicated
exercise, for the measurement of the benefits of public expenditures lies in nebulous
spheres where not only is it impossible to identify the output of the public sector,
but once identified, the measurement of the output itself is very difficult, as opposed
to manipulations in taxes and their economic repercussions. For example, what can be
said to be the product of health services? A cured patient? The number of patients
treated, cured or not? The number of hospital beds? What exactly is the output of
education? A diploma? The discounted value of a higher future income? The ques-
tions are numerous, but the answers not so conclusive.8

In contrast, given the spending on public services and any rate of increase
therein, changes in taxes are a tangible object, one that can almost be held in one’s
hand, so to speak, that can be dealt with qualitatively, as well as quantitatively, one
whose quantitative effects on private output and its distribution, spending, saving,
imports, exports, etc., can be indicated with some degree of accuracy, provided, of
course, relevant statistical information exists and the cost of obtaining and manipu-
lating such information are not astronomical.’® The Venezuelan Committee to Study
Public Expenditure (1967) is perhaps a leader in stressing the need for special and
in depth studies of cost-effectiveness of public expenditures and provides a wealth
of related information. This certainly is a welcome development.

The three tax areas mentioned above ultimately lead to the expansion of the
tax base, while considering at the same time problems of elasticity and equity. Rob-
inson explicitly states that fiscal reform is the enlargement of the tax base (accept-
ing the need for development incentives) through improving tax collection methods
and introducing new taxes. Best (1970) makes a similar point for Guatemala.

All writings relating to the region in question stress the inelasticity of the rev-
enue system in response to changes in money national income. This is due in all
countries mainly to four major reasons. One is the existence of incentive legislation
to attract and promote private investment (as will be dealt with in the subsequent

110

https://doi.org/10.1017/50023879100020458 Published online by Cambridge University Press


https://doi.org/10.1017/S0023879100020458

ROLE OF PUBLIC SECTOR IN DEVELOPMENT OF CARIBBEAN

section). The second is the shrinking of the tax base of certain taxes, such as import
duties (Levin, 1968a), because of import substitution policies which have not so
much succeeded in reducing imports but, again through incentive legislation, have
succeeded in reducing the base on which such taxes are levied. The third reason lies
in the nature of taxes collected that have no bearing on changes in national income.
The shining examples are the ‘centimes’ in the French Antilles (Andic, 1965; Cot-
teret, 1962), and they do constitute a relatively large share of total revenue of local
governments, i.e. departments; and property taxes in all areas, for the solution of the
rigidity of which index adjustments have been proposed and discussed (Hicks, 1955;
Bird, 1966a; Holland, 1966, 1970). A fourth factor can be found in the erosion of
the ‘net’ tax collection because of the innumerable taxes on hundreds of commodities
and services whose collection costs more than the revenue they yield (Cosciani, 1962
and Honduras. Banco Central, 1952; British Virgin Islands, 1967; OAS/IDB te-
ports, etc.).

A simple calculation of the rates of growth of tax collection in response to GNP
over a sufficiently long period of time obviously is indication enough of the inelas-
ticity of the tax system (see also survey reports by UN/ECLA and development plans
of the countries). The only extensive analysis that the authors are aware of, a com-
parison of income elasticity of income taxes between Puerto Rico and Jamaica, is
that of Tirado (1965), who finds that income taxes are somewhat elastic in both
countries, the elasticity being higher in Jamaica than in Puerto Rico. The difference
is explained by the higher corporation rates and less generous incentive legislation in
the former country.

The general concern with higher revenue needs has led some researchers into
the assessment of actual and potential tax performance of developing countries and
into discovering, through aggregative statistical analysis, the underlying economic
and other factors which presumably account for differences in tax ratios and tax
structures (Lotz & Morss, 1967; Chelliah, 1971). Indices of relative tax effort (rela-
tive in terms of a country’s standing within the group of less developed countries
selected) have been developed by which a country’s performance is judged to be
good or bad if the level of the index stands appreciably above or below unity. This
index combined with income elasticities of total tax revenue would provide an ap-
propriate evaluation of the tax performance. Thus, an above average tax effort index
combined with a high elasticity coefficient would account for a successful tax per-
formance. Accordingly, Guyana and Jamaica have a good ranking with an income
elasticity of the tax system of 1.5 and a performance index of unity, while Honduras,
Guatemala, Colombia, Trinidad and Tobago, and Costa Rica do not (Chelliah,
1971). These statistical exercises, although indicative of general areas of concern, are
too general to be of use for policy formulations for the achievement of development
objectives in an individual country. It is much mote preferable to examine the elas-
ticities of individual taxes, narrowing down the scope even further to the relation-
ship between tax yield and tax base (Hinrichs, 1971 and Best, 1970).

The general concern with higher revenue needs has also not overshadowed two
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aspects of principles of taxation. One is equity, the other is benefit taxation. In the
case of equity, the concern has been more with vertical equity—as has been examined
in paragraphs dealing with distribution and redistribution of resources—rather than
with horizontal. In this connection the criticism is made that schedular taxes are im-
personal and therefore do not treat equals equally (Freyre, 1965).20

A recommendation for the principle of benefit taxation is seen in the case of the
Bahamas (Musgrave, 1968) under the specific circumstances of the islands. Since
in the Bahamas a substantial share of customs receipts is spent on public services for
the tourist industry, the mainstay of the islands, a charge is recommended specifically
on the tourist industry, even though such charge may not match the expenditures
made on its behalf.?* Benefit taxation is also recommended for financing certain types
of expenditures, such as those on urban services where there is a tangible relationship
between the mean and the benefits (Rhoads & Bird, 1967).

Another interesting feature of proposals for tax change in the Caribbean is the
use of earmarked taxes (so vehemently abhorred in earlier literature) to attain de-
velopmental objective. One such example is given in Colombia (Musgrave, 1969)
where it is recommended that revenues from property taxation be earmarked for
financing elementary education. Underlying the proposal is the understanding that
the major factor for unequal distribution of incomes is an unequal distribution of
wealth. It is thereby suggested that through increased elementary education the un-
equal distribution of wealth will be remedied to a certain extent (assuming after all
that education is investment in human capital) and returns to capital will be more
equally allocated, leading to an improved distribution of income.

FISCAL INCENTIVES

Fiscal incentives have, in recent history, occupied an inexorable patt of the fiscal
programs of many developing countries. The reasons for granting such incentives
are twofold: either to reduce the cost of investment and thereby its risk, or to increase
the rate of return on the investment made, both of which amount to the same thing.
Two aims are expected to be realized thereby: added investment and/or expansion
of existing capacity; and the redirection of investment towards production priority
industries. Other than tariff protection the most widely used incentives are income
tax exemption, commonly known as tax holiday, accelerated depreciation, which can
be regarded as a variation on the tax holiday, and exemption from mainly import
duties.?2

Research in fiscal incentives has found a large response in practice. Whether
involving general considerations as to their form and effectiveness (Lent, 1967; Hel-
ler & Kauffman, 1963; Mendive, 1964, for instance) or providing detailed analysis
of a single country’s experience or relating to a comparative evaluation of the pro-
grams of a group of countries (Taylor, 1957; Ross, 1957; Chen Young, 1967; Prest,
1957; UN/ECLA, 1969a, etc.), most studies have concluded that such incentives
are ineffective (Mendive, 1964, for instance), incorporate elements which conflict
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with the requirements of development (Francis, 1968; Chen Young, 1970; Prest,
1957, 1960), and may be costly if put to the test of a cost-benefit calculus (Chen
Young, 1967, 1970; Francis, 1968; Lent, 1967; Heller & Kaufman, 1963; Taylor,
1954; Hinrichs, 1971).

The main argument for the ineffectiveness of fiscal incentives is that an enter-
prise which expects to obtain high profits in the absence of incentives would not
need additional stimulus for its establishment (Schreiberg, 1965). The provision of
incentives under such circumstances would constitute unfair tax discrimination. On
the other hand, if there are no profit prospects, they cannot be conjured up by tax
exemptions. For all practical purposes then the effectiveness of incentives would be
confined to activities with low profit prospects (Mendive, 1964).

Considerations of the elements conflicting with development requirements relate
to the effects of the incentive programs on employment creation, on the balance of
payments, on erosion of government revenues, and on limited contribution of pre-
ferentially treated industries to the economy as a whole.

A generalized system of incentives often does not reflect the particular require-
ments and industrial potential of the country and may be quite inappropriate and
ineffective in encouraging local factor utilization, especially labor. With the exception
of Surinam, where a comprehensive incentive system has been introduced (Andic &
Andic, 1968), none of the countries in question has an incentive program which is
explicitly and directly geared towards generating employment, i.e. greater use of
the surplus factor, by, for example, varying the investment allowance with labor
intensity. In 1957, Prest argued that when capital is scarce and labor plentiful the
right general principle is not the labor-saving but rather the capital saving one. He
questioned the rationale of provision for accelerated depreciation rates, which insofar
as they represent an interest-free loan to industrialists, encourage the use of capital
intensive methods for any one project and those industries which ate more than
normally capital intensive.?® Similarly Shoup (1959), while maintaining that pro-
tective tariff walls could lead into a shortage of capital, found a justification for
protection in the near-to-zero social opportunity cost of labor when capital was very
scarce; thus the need to give preference to labor intensive methods in manufacturing
industries competing with imports. (We should note that the OAS/IDB surveys on
Panama and Colombia do not dwell upon the employment creation aspect of develop-
ment objectives). Chen Young (1970) in his brief survey of Puerto Rico, Antigua,
Barbados, Trinidad and Tobago, Jamaica, and the Central American countries con-
cluded that because of changes in relative factor prices resulting from favorable dis-
crimination of capital both in the tariff structure and in the provisions for investment
allowances, accelerated depreciation allowances, and several types of tax exemptions,
there is a distinct bias in favor of greater use of capital relative to labor, notwith-
standing the fact that capital and labor may not be substitutable for various operations.
Granted, given the economic circumstances of the countries, incentives alone are not
sufficient for employment creation; however, one of the major criteria for providing
the most generous benefits ought to be employment in labor surplus economies if
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social and economic instability is to be avoided. Hence a restructuring of the incentives
policy to that end would at least set the proper framework. These considerations also
underly the arguments of UN/ECLA (1969a), which maintain that incentive policy
must directly articulate the relative supply position of various factors and seek to
secure maximum employment of the relatively abundant factors. The Tripartite Com-
mittee to Review the Fiscal Policy of Trinidad and Tobago (1969) also adhere to
the same position in recommending the discontinuation of investment allowances and
revision of accelerated depreciation allowances in accordance with the development
objective of promoting, where feasible, labor intensive industries. An interesting
variation in employment promotion is the case of the U. S. Virgin Islands (Oldman
& Taylor, 1970) where, because of the preponderance of aliens in the labor force,
incentive legislation is geared towards hiring local manpower.2*

The incentive programs of all the countries concerned contain provisions for
the promotion of exports in order to achieve growth and to redress the balance of
payments deficit which occur for reasons related as well as unrelated to such pro-
visions. Special incentives are offered not only to encourage home based industries to
venture into the export market but for the establishment of enclave industries which
manufacture exclusively for export. UN/ECLA (1969a) is in favor of such selec-
tivity (in addition to others) while Chen Young (1970) maintains that the require-
ment, in Barbados and Jamaica, for example, that total production be exported to be
eligible for benefits results in the foreign ownership of nearly all companies operating
under these laws, a view corroborated for the case of Guatemala (Pimentel, 1969).25
Increased dependence on foreign investment could then mean a continued or in-
creased level of outflow of factor payments and commit the governments to allow
free repatriation of the original capital; and corrections in the balance of payments
need not necessarily occur.

We know of only one study which attempts to indicate quantitatively the balance
of payments implications of incentive programs (Chen Young, 1967). The author
examines the economic contribution of some industries (as defined by SIC cate-
gories) and quantifies the social marginal product that corresponds to their operations.

Meaningful measurements of the incentive program are difficult to make. They
require an extensive appraisal of whether or not investment in some activity can be
or has been fostered either by reducing import duties on capital goods or by increas-
ing the level of protectionism on the final goods produced locally in order to encou-
age import substitution. They also require the assessment of the net effects of tax
holidays on the flow of funds to a specific sector or sectors.

Moreover, relevant and complete information to evaluate incentive programs in
terms of their costs and benefits, i.e. in terms of their impact on the public budget,
private investment, employment, value added, and balance of payments, does not
exist for all countries. Even if it did, it would have been impossible to determine con-
clusively the success or failure of any incentive program simply because we cannot
know what the record would have been in its absence.

Nevertheless, attempts have been made to indicate the magnitude of the costs
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and the benefits of such programs quantitatively as well as qualitatively. Quantitative
evaluations have distinguished between costs and benefits to the government (Chen
Young, 1967; Ross, 1957; Taylor, 1957) and those that accrue to the economy as a
whole (Chen Young, 1967; Taylor, 1957; Armstrong, 1967). The evidence is rather
inconclusive and varies from country to country. In Puerto Rico the overall impact is
one of success (Ross, 1957; Heller & Kaufman, 1963) which is regarded as being
primarily the result of its tax holiday (Barton, 1959; Moscoso, 1953) as well as of
the attraction offered by relatively low wages (Taylor, 1957). This success has re-
ceived qualified acceptance in that the experience is said to have been one of regional
rather than national development since Puerto Rico is economically integrated into the
U. S. market (Mendive, 1964), and there was a unique conjuncture of economic, po-
litical, and psychological circumstances (Taylor, 1954). Yet, Martinique and Guade-
loupe, which are more of a region of France than Puerto Rico is of the United States,
have not had the same success from their fiscal incentives program for industrial de-
velopment (Andic & Andic, 1965). In Central America tariff protection of import
substitutes and other factors have been found to be much more important than tax in-
centives in bringing about a favorable investment decision (Schreibetg, 1965). In
Jamaica costs to the government have been found to exceed benefits, while the reverse
was true for the economy as a whole (Chen Young, 1967). All this indicates that
there is no innate characteristic of a fiscal inventive program which assures its auto-
matic success; rather each country has to tailor a program, if necessary, according to
its special circumstances and requirements.

Qualitative studies evaluating the impact of incentive programs may throw
much light on the general and particular aspects of the programs as well as on the
economies within which they operate. The information thus obtained, when com-
bined into an appropriate perspective, may succeed in designing the most appropriate
incentive system. Such qualitative studies, which take the form of surveys inquiring
into the views of businessmen, have been made in Puerto Rico (Taylor, 1957), Cen-
tral America (Schreiberg, 1965), and Trinidad and Tobago (Francis, 1968); they
would be extremely useful in future policy formulations for the achievement of
developmental aims,

Tax incentive schemes have proliferated and rivalry has increased among coun-
tries to attract foreign investment. There is much concern over the possible unde-
sirable consequences of such competition. Moreover, two economically integrated
blocs have been formed in the area: CARIFTA and CACM. The sustained develop-
ment of such blocs in harmony and without serious conflicts between opposing eco-
nomic interests requires efforts to harmonize the differences in fiscal systems and to
examine seriously the compatibility of several measures which are applied indis-
criminately in the member countries. We now turn to this last aspect of our survey
and commentary.

FISCAL HARMONIZATION
International economic theory and policy took a sharp turn in mid-twentieth cen-
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tury in laying great emphasis on the study of economic integration among nations.
Not only did a strong concentration of the tenets of the various branches of economic
theory upon a single aspect of the economic scene take place, but integration, as a
common action to eliminate barriers between nations, has come to be looked upon as
a politically powerful instrument in achieving various objectives in both the devel-
oped and the developing nations. The latter look upon it as a modus operandi of
overcoming poverty and ultimately breaking through their centuries-long economic
stagnation and dependence upon industrial countries.

The various regional groupings formed, among them CACM and CARIFTA,
have been searching for and have partially found solutions to a number of problems
which arise from the association of individual sovereign nations to achieve a har-
monious cooperation without actually giving up their sovereign rights. Among such
problems is that of a common fiscal policy and harmonization of budgetary measures
according to the form of integration agreed upon; but whatever the form, there are
bound to be differences in the public finances of the member countries, The relative
importance of public receipts and expenditures with respect to GNP may vary; the
taxable capacity of one member country may be larger than that of another; one coun-
try may rely more on indirect taxes than another; the nature of direct and indirect
taxes may differ; the public expenditures may reveal an entirely different pattern or
magnitude.

One would speak of fiscal harmonization in the public finances when a series of
tax and expenditure measures of the member countries create the same impact on
their economic activities. Fiscal harmonization is quite distinct from, and should not
be confused with, fiscal uniformization. The latter involves the same rates on the
same types of taxes and the same expenditure patterns and magnitudes, whose inci-
dence in the respective economies might be very different from one another, owing to
the differences in the structure of the economies. For instance, if it is asserted that the
tax system should not interfere with the best location of production and consumption
in an integrated area, fiscal harmonization implies that the effects of taxes or effective
rates must be equalized but 70# the formal rates. Or if the shifting possibilities are
different in the two member countries, in order to have an equal effect on cost and
profits, different taxes or the same tax with different rates (say a sales or a value
added tax) may be required. Again a number of examples can be given to show that
government expenditures in different member countries may be of different magni-
tudes as well as of different compositions in order to be able to achieve the same
impacts. All this implies a theory of public finance in pursuing policies which will
impede least the movement of goods and factors within the integrated atea, leave an
equal effect on similar economic activities carried out in different members, and pro-
mote economic growth by providing incentives where incentives are due. If the goals
of the regional grouping are to be realized, changes are required in the fiscal sphere
relating to domestic taxation, public expenditures, provision of fiscal incentives, and
sharing of cost of supra-national public expenditures among the member countries.

This approach is analogous to that sought for in fiscal surveys, in that given the
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objective function of the integrated community specifying the rate of economic growth
to be achieved, the acceptable degree of stability in incomes and prices, employment,
balance of payments, and equity considerations, the task to fulfill is the specification
of the budgetary changes required. If the changes turn out to be unacceptable, then at
least it will have been shown that the ultimate objectives of policy are inconsistent
with one another under the prevailing conditions.

The logical conclusion of the above comments is that meticulous research for
tax and expenditure harmonization is extremely difficult to carry out, which may, in
turn, explain the dearth of writings on the subject. An added factor is, of course, the
fact that such bloc formations are new. (Effectively, CACM dates from 1961 and
CARIFTA from 1968).

The members of CACM offer identical fiscal incentives for industrial develop-
ment by virtue of the San José Convention of 31 July 1962, which entered into effect
on 23 March 1969. They may not offer additional incentives over and above those
specified in the convention. The only exception is Honduras, which being the least
economically developed of the five is permitted to grant, for instance, longer periods
of exemption.?6 There are no rules for harmonizing income taxes, but the idea of a
common income tax policy is accepted and SIECA is carrying out work on the subject.

The CARIFTA agreement similarly stipulates (Art. 23) that no member may
introduce more generous tax concessions than the most generous already existing and
gives authorization to the CARIFTA council to recommend, on its own initiative,
proposals for the approximation of tax incentives with the free trade area. The long-
term objective is the harmonization of industrial incentives in the region on a rational
basis which could enhance increases as well as reduction in concessions already being
offered.

Research and writings on the subject matter do not go very much beyond general
considerations, the synopsis of which is given in the two previous paragraphs. CABEI
(1968) gives a general description of the scheme; Gillim (1967) emphasizes that
fiscal incentives need particular attention in relation to fiscal harmonization. Most of
the works are descriptive in nature. The most important piece of analysis is the report
by UN/ECLA (1969a) which proposes a general outline for a scheme of harmonized
fiscal incentives within CARIFTA, in analogy to the CACM Convention, Taking into
consideration the need for export promotion, labor intensive industries to generate
employment, and increased domestic savings, the report recommends differential
treatment of industries within a given member according to these three criteria, in
addition to differentiated treatment of the same industry among members according
to the level of economic development. It adds a third differentiation principle, to be
applied uniformly in the area, according to the proportion of value added locally by
a given operation. One further recommendation is the reduction of tax concessions to
lower the revenue-sacrifice cost of such programs, in view of the deficitary public
budgets prevailing in all member countries.

OAS/IDB has done studies with the specific purpose of proposing a tax har-
monization scheme for CACM and of analyzing each member’s tax system within the
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proposed framework. There is no writing yet on considerations of public expendi-
tures, nor on quantitative implications of tax and expenditure harmonization for
development requirements.

CONCLUSION

Research and writings reviewed in the present commentary on the role of the
public sector on economic development appear to be heterogeneous; however, com-
mon elements are discernible. There is a preponderance of research, mainly on taxa-
tion, financed and motivated by international and /or regional organizations. There is a
relative abundance of tax studies commissioned by individual governments, each with
an emphasis that depends upon the approach of the person or team in charge. But
there is a scarcity of research in global budgetary problems, whether independently
carried out or commissioned. The scarcity of independent research stems from various
reasons, but one reason alone overpowers the others: the costliness of research on a
scale to embrace all aspects of the budget. There is a good case to be made, therefore,
for further research in the field consistent with and complementary to a well-rounded
sphere of government action, fully integrated with development objectives.

Undoubtedly, research and writings of the past two decades have added con-
siderably to our knowledge, even though they may not have yielded as much in opera-
tional results. There are serious political difficulties and obstacles in implementing
reform proposals or changes. But part of the fault lies in the unfulfilled need for in-
depth studies, within the perspective of the objective function of development, rather
than in a vacuum. This is especially true of the field of public expenditure, which is
even more of a political thorn than taxation. But unless the cost-effectiveness of gov-
ernment expenditures on public services can be evaluated, there is no way of finding
out truly the effect of any tax changes on the economy. The definition of such expen-
ditures are wide enough to include tax-subsidies which have mushroomed in all
countries under the disguise of fiscal incentives. After many years of operation we
are still in the dark, as it were, on the overall efficacy of such schemes.

Finally, there is a newcomer to the field as well as to the region, but especially to
the island-Caribbean: fiscal harmonization, its understanding, evaluation, and imple-
mentation. It is indispensable that politicians and scholars alike look carefully into
the fiscal readiness of their public sector vis-i-vis common incentives, common cus-
toms duties, and harmonized taxes and expenditures. There is no doubt of the de-
sirability of immediate awakening of intellectual curiosity and interest in this respect.

NOTES

1. Research and writings on Cuba have been excluded from the present bibliographical survey.
The exclusion stems partly from Cuba’s political isolation in the region, in that Cuba adheres
to a different political system and organization in which the public sector has acquired a
distinct active role from that of the remaining countries. In consequence research and writ-
ings on the public sector of the pre-Castro period lose their relevance. Since the revolution
of 1958, research in Cuba on the subject matter, if any, is inaccessible, and outside Cuba
nonexistent.
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2. See, for instance, IDB/INTAL. Las alternativas de la Repiiblica Dominicana frente a la
integracion econdmica de América Latina. Informe preparado por Ramén Tamames Gomez.
Santo Domingo/Buenos Aires, 1967.

3. This regional definition of the Caribbean is identical with that of the Institute of Caribbean
Studies of the University of Puerto Rico.

4. Ideally, the differential impact of the budget upon private expenditure decisions should be
computed and considered. The sum of the direct and indirect impact of each tax, expendi-
ture, and transfer upon aggregate output would be the measure of the leverage exerted by the
fiscal system as a whole (Musgrave, 1964). This is a very difficult exercise, since such effects
cannot be estimated reliably and differ in the short and the long run.

5. The authors are aware of the existence of two fiscal surveys prepared by the firm Deloitte,
Robson, Morrow & Co. of London for the Governments of Antigua and Dominica. At the
time of writing copies of these could not be obtained, since official clearance had not yet
been given by the respective Governments.

6. The appropriate chapters of the various IBRD reports are sketchy, as are O'Loughlin (1968),
David (1969), Pierre-Charles (1965), and OAS/PAU/ICAP reports on external financing.
The case of the British Virgin Islands is to a certain extent justifiable. The development
potential is seen only in international finance & la Bahamas, tourism which already exists, and
in very light industries which have an extremely natrow base. Given this limited potential
for development, the emphasis necessarily becomes a planned fiscal structure so that recurrent
and eventually capital assistance can be dispensed with. Therefore, the Fiscal Review Com-
mittee examines the tax structure and makes recommendations to increase revenues.

7. There is much to learn from their analysis of the complete inadequacy of the country’s ac-
counting system in providing the information needed for planning and policy making.

8. Under assumptions of limited types of economic growth (because of the miniature size of
the islands), an aimed level of employment, a desired level of public capital programs, a
balanced budget, and inappropriateness of income taxation. (In fact, the Report recommends
that the Government declare the intent not to introduce direct taxation—excluding land
and property taxes.)

9. On the basis of assumed marginal propensities to consume and import content of investments.

10. We should note that the balance of payments for Puerto Rico and the French Antilles does
not have the same connotation as it does in other areas, since the former is, for all practical
purposes, a region of the economy of the United States, and the latter are departments of
France, and hence also internal regions.

1

—

. It is interesting to note, that in 1950 Wolfgang F. Stolper in an article entitled “Notes on
the Dollar Shortage” (AER, 40: 285-300) discussed the possibilities of an import multi-
plier in connection with postwar European circumstances. Still earlier in 1943, J. J. Polak
in his “Balance of Payments Problems of Countries Reconstructing with the Help of
Foreign Loans” (QJE, Vol. 57) fervently argued for export-oriented growth.

12. Our italics, for in the first case, according to the figures provided by the author, the arith-
metical effect is more of proportionate taxation, which according to vertical equity and ability
to pay principles may be considered regressive; and in the second case the difference in the
redistribution in favor of lower income groups is only of 3.6 percentage points.

13. The allocation of tax burdens and expenditure benefits to the appropriate income brackets is
a complicated exercise and provides only a rough indication of the direction of change
because of the inherent methodological and conceptual difficulties. An explanation of such
difficulties may be found in Andic (1964); in A. H. Conrad, “Redistribution through Gov-
ernment Budgets in the United States,” In: Income Redistribution and Social Policy, A. T.

119

https://doi.org/10.1017/50023879100020458 Published online by Cambridge University Press


https://doi.org/10.1017/S0023879100020458

Latin American Research Review

Peacock, ed. (London, 1954); and in A. R. Prest, “Statistical Calculations of Tax Burdens,”
Economica (Aug., 1955).

14. See Canada. Report of the Royal Commission on Taxation (Carter Report). (Ottawa: The
Queen’s Printer, 1966); also Richard M. Bird, “The Tax Kaleidoscope: Perspective on Tax
Reform in Canada,” Canadian Tax Journal (Sept./Oct. 1970), 455-456; and D. Dosser,
“Indirect Taxation and Economic Development,” In: Government Finance and Economic
Development, A. T. Peacock, ed. (Paris: OECD, 1965).

15. If especially high, excises on luxury commodities curtail importation of such products.

16. The Musgrave report actually proposes the introduction of an income tax, but does not enter
into its technicalities, since it does not find it feasible.

17. See R. Prebisch, “Commercial Policy in the Underdeveloped Countries” (AER, 49: 2), 251~
273; and idem, “Economic Development or Monetary Stability: The False Dilemma”
(EBLA, 6: 1), 1-25.

18. For interesting conceptual and statistical examinations, see the essays by Peacock, Contini,
and Hutton in Peacock (1969).

19. We should note that over time the theory of public finance has been able to develop quanti-
tative theories of taxes and tax behavior, whose contents naturally have changed according
to changing economic circumstances of the times. But the theory of public expenditure is
still in its making. And well-tested theories on the behavior of public expenditures, such as
Wagner’s law, do not seem to hold for the six Caribbean countries (Goffman & Mahar,
1971), although there are indications in individual countries of a certain degree of concen-
tration effect (Thomas, 1963).

20. Freyre argues that schedular and complementary taxes togetber make the tax burden more
equitable, although the statistical example to verify his contention (Table 15) is irrelevant
in that it assumes that the relative shares of the components of income (wages, professional
income, interest, etc.) remain constant as the level of income rises.

2

—_

. Uses of the benefit principle in certain types of indirect taxation are not rare, such as dis-
crimination between vehicles in terms of weight in determining their license plate fees, on
the assumption that a heavier vehicle uses up the road more than a lighter one. They have
also been recommended (Andic, 1971), though not necessarily implemented in all the
Caribbean countries. Surinam is one of the exceptions (Andic & Andic, 1968).

22. All the major surveys of fiscal systems of individual countries in question contain descriptions
of the fiscal incentive program existing at the time. These can also be found in: Chen Young
(1967, 1970), Pimentel (1969), Tonos (1969), UN/ECLA (1969a), Armstrong (1967),
Francis (1968), Taylor (1954, 1957), Heller & Kauffman (1963), Oldman & Taylor
(1970), SIECA (1963), Arango Londofio (1968). For a general and detailed examination
of the factors influencing investment incentives, their types and different provisions see Lent
(1967), Andic (1968), Heller & Kauffman (1963), and Mendive (1964).

23. Prest obviously recognizes exceptions to this general principle, especially when capital is
specific in character and when companies provide their own capital funds on condition that
they be allowed to use the production methods to which they are accustomed.

24. To benefit from tax and other advantages, enterprises must hire at least 75 per cent of their
workers from local residents.

25. One interesting aspect of foreign ownership is the onus it puts on capital exporting countries
to match reliefs granted at the place of investment. Unilateral action by a capital importing
country alone without the complementary action of the other is likely to be ineffective and
wasteful, since it would only be a device to transfer revenue from the treasury of the develop-
ing country to that of the country of origin of the investment (Andic, 1968; Francis, 1968).
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26. Extractive industries, fishing, agriculture, services, and manufacture of building materials
for low cost housing are excluded from the common incentive policies. The remainder are
divided into three groups with differentiated benefits given to them according to the im-
portance attached to such activities. Detailed description of the Fiscal Incentives Convention
can be found in, for example, Watkin (1967), Wardlaw (1966), Baca Mufioz (1968).
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