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As more and more citizens today bemoan globalization, we take a step back and ask why
it does not seem to be working as anticipated for such large numbers. Our central finding is that
trade and economic openness is good for the majority if and when governments can tax and
redistribute to those who are falling behind. Somewhat paradoxically, citizens of democracies in
the developing world suffer precisely because countervailing political pressures impede the
government’s ability to tax and redistribute under the auspices of globalization. Essentially, as
these democracies open up, they are ill equipped to address some of the distributional

consequences that threaten to make free trade less palatable to the masses.

THE PROBLEM

Is globalization—or a side effect of it—triggering a largely unrecognized revenue crisis in
a substantial portion of the developing world? The heart of the issue lies in how the governments
of developing economies that joined the third wave of globalization, or the ‘late liberalizing’
countries, raised their money prior to the 1990s.! Revenues were collected, in large part, from

taxes on imports and exports. Specifically, tariffs on consumer goods, particularly luxury goods

1 Scholars and policymakers have identified three waves of globalization (via reduction in trade
barriers and large flows of trade, capital, and migration): (1) 1870-1914, (2) 1945-1979, and (3)
1980-today (Collier and Dollar 2002). Collar and Dollar (2002) use the term ‘new globalizers’ to

signify integration of developing countries in the 3™ wave.



and intermediate goods produced domestically, as well as agricultural exports, led to high trade
tax revenues. These tax revenues accounted for, on average, 40 percent of all total tax receipts in
low-income economies, and 35 percent in lower-middle income countries.? Altogether, they
comprised almost one-third of tax revenues in the full sample of developing economies (see
Figure 1).

Figure 1. Tax Composition of Developing Countries - Early Liberalization Begins (1990)
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Reliance on trade taxes persisted through the early nineties, in large part because they are
‘easy to collect.” This class of taxes includes import duties, export duties, profits of export or
import monopolies, exchange profits, and exchange taxes. They are straightforward to monitor
and solicit at a centralized location, such as border areas, and do not require a complex
administration to manage. However, there are many arguments- some grounded in sound

economic theory and others in market fundamentalism- against the extensive use of trade taxes.

2 Khattry and Rao 2002.
3 All tax revenue data taken from the World Bank in this analysis refers to central government tax

revenue.



From the late eighties and into the nineties, after the Latin American debt crisis, there was
a shift toward more open international markets. The substantial lowering of tariffs was the critical
component of this opening of markets, including membership in the World Trade Organization
(WTO) and the provision of structural adjustment packages. With a general adoption of a more
liberal stance towards trade, these ‘late liberalizers’ ostensibly lost permanent access to a primary
source of tax revenue.*

In effect, liberalizing trade translated into a large and rapid loss of money—i.e., trade tax
revenues—for governments across the developing world. We label this a ‘revenue shock’ because
it is an event, often triggered in large part by exogenous factors, that produces a relatively sudden
drop in government revenues. The repercussions are significant. Overall revenue levels in
developing economies have always been far below that of advanced industrialized countries, and
in spite of frequent, and sometimes extensive deficit spending, the provision of public goods is
inadequate in many late liberalizing countries.

Developing nations thus must urgently replace almost a third of their already low tax
revenue base with ‘hard to collect’ domestic taxes. This is no easy undertaking. These reforms
include increasing income taxes on individual and corporate entities, as well as implementing the
value added tax (VAT). Goods taxes such as the VAT are complicated, involving fees at various
levels of production. Broadening income taxes is no less arduous a task, given that a large
percentage of citizens (and firms) in poor economies are logistically difficult to tax. Weak

bureaucracies, staff, and technologies amplify these problems.® In addition, with liberalization,

4 Import taxes constituted 85 percent of trade tax revenues in 1990.

5 IMF 2011; Tanzi and Zee 2001.



governments are in a conundrum: they face rising political pressures to keep domestic taxes low
so that less-productive firms can survive in the face of international market competition and, at
the same time, more-productive exporting firms are demanding even lower tariffs. Tax reform in
the liberalizing environment is a challenge for all of these reasons—both in passage and

implementation.

THE PUZZLE

For many, it was expected that trade itself would be the solution. Despite its recent
unpopularity in some circles, free trade is frequently touted as one of the keys to economic
prosperity. Economists have long considered it a central component of growth and development.
As increased trade and capital flows spur growth, the loss in trade tax revenues should be easily
replaced with the taxes collected from a more dynamic private sector. Trade liberalization in the
developing world has thus been heralded as a necessary step in the path to development success.

Yet, despite this rosy view, many developing countries have been facing formidable
challenges recovering from the revenue shock and substituting their lost trade tax revenues with
domestic taxes. Cross-national data over the last twenty-two years shows that a great many
developing economies have experienced lackluster improvements in government tax revenues
particularly after adopting free trade policies, and revenues have even fallen over time in some
countries. Nevertheless, this is certainly not the case for all late liberalizing countries. Indeed, a
certain subset of countries appears to be performing just as conventional wisdom would expect;
government tax revenues are steadily expanding concomitant with trade liberalization.

What accounts for these differing patterns? Why are some governments able to

successfully increase domestic taxes and replace the lost trade tax revenue, while others clearly



are not? Academic studies up to this point have not been able to explain this divergence. IFIs
anticipated — at least initially- the domestic tax reforms they recommended would more or less
immediately follow liberalization. Perhaps the explanation lies more in politics than economics.
The question in this analysis is, then, whether and to what extent political factors can play a role,
either in making the situation better or worse. Why have only certain governments managed to
ensure that the early- to mid-nineties revenue shock did not have long lasting effects by raising—

and collecting—taxes on individuals and capital?

THE CHALLENGE FOR ‘LATE LIBERALIZING’ DEMOCRACIES

Revenue problems are turning out to be far more common in democracies than
nondemocracies. We argue that, while liberalization severely disrupted the ability of all late
liberalizing countries to gather tax revenue, only in the case of democracies has it resulted in a
lasting low-revenue trap. We differentiate late liberalizing democracies from advanced
industrialized democracies by focusing on countries that embrace political and civil freedoms, but
liberalized in the third phase of globalization with relatively low bureaucratic capacity. For a
country to recover from revenue shocks in the global economy, history has shown that
policymakers have two critical means to enact successful domestic tax reforms: compulsory and
voluntary (or quasi-voluntary) tax compliance. Compulsory compliance depends on a
governments willingness to use some form of force to impose its will on its own citizens, while
quasi-voluntary compliance derives from citizen perceptions that the tax system is ‘fair’, i.e., that
the state is providing sufficient public goods in exchange for tax payments. Late liberalizing

democracies fall short on both counts.



Institutional features of democracies limit the use of (extrajudicial) tools for compulsory
compliance. By design, democracies are constrained from imposing tax reforms by fiat, and from
soliciting tax payments from citizens through fear. The unfortunate result is that evasion is
comparatively easy and costless; and local businesses struggling to survive in a competitive
global economy are even more likely to take advantage of this institutional feature. At the same
time, quasi-voluntary compliance is being undermined, first by business hostility to higher taxes
as global competition intensifies, and second, by low voter confidence in the fairness of the new
tax proposals. Both groups lack confidence that the tax bargain under liberalization is beneficial,
not believing their contributions will help them or society at large. For instance, less productive
firms—particularly those linked to once-protected industries—Ilobby for lower domestic taxes as
they struggle to compete in national markets with imports. The most productive firms are
exporters, and they demand both lower taxes and lower tariffs, although they are more likely to
privilege the latter. This is perhaps why democracies tend to liberalize faster and have lower
domestic tax revenues. Fundamentally, hostility from voters and firms creates strong
impediments to tax reforms. Such resistance is a deal breaker in late liberalizing democracies,
where elected officials rely disproportionately on elite interest groups to stay in power.

Authoritarian leaders, in contrast, are more easily able to generate government tax
revenues in response to the liberalization-induced revenue shock. They use different
combinations of institutionalized coercion and quasi-voluntary compliance to collect taxes that
can compensate for—and perhaps even surpass—the dramatic loss in trade taxes. Though all
authoritarian regimes are not the same, and various authoritarian subtypes use different strategies
to pursue unpopular tax reforms, they share certain traits. Reliance on a smaller subset of the

population (and firms) for support and the ability to use extrajudicial force to mobilize tax



revenues are two of the main commonalities. And both of these factors make tax reform in the
face of a revenue shock far easier to implement.

In order to be certain that it is indeed regime types that vary in their responses to
globalization and revenue mobilization, our study investigates whether other factors, such as
weak state capacity and low gross domestic income, are responsible for the difficulties of revenue
generation post-shock. But contrary to expectations, neither of these alternative explanations help
shed light on our puzzle. Instead, it appears the crux of the matter lies in the politics of
liberalizing and freer societies. This is why democracies may find it more challenging to harness

the benefits of free trade and globalization, while autocracies are forging ahead.

WHY SHOULD WE CARE?

In some parts of the world, then, the unintended consequence of globalization is
stubbornly low government revenues. But the real problem is not globalization; it is how the
political constraints of democracies are undermining the positive impacts of globalization. While
many assume that democratic governments improve the prosperity of their country and the health
and well-being of their citizens, none of these things are possible without the money to provide
them. The catch is that, as globalization and free trade expands, democracies are finding it harder
to raise money for the provision of critical public goods, such as adequate health care, clean
water, a working infrastructure, and a school system capable of educating the populace to take
advantage of the economic opportunities of the 21 century. Put simply, with globalization,
political support for liberalization and political resistance to taxation is building in much of the
developing world. This is a greater problem in democracies, where such opposition has more

power to influence the direction of the country. In essence, this study is about an unfolding



confrontation in the globalizing world; a battle between political freedoms and the ability of
governments and their people to prosper—a fight that, in the current circumstances, neither can
win.

This analysis is ultimately a reminder that it is time to get serious about understanding the
distributional impacts of globalization. As of late, academics, the media, and international
institutions have been grappling with an anti-globalization backlash. The unexpected success of
Brexit and Donald Trump, thousands protesting against the Trans Pacific Partnership across both
the developed and developing world, the rise of far-right nationalist-cum-protectionist movements
everywhere, growing global frustration with the rising gap between the haves and have-nots, and
increasingly violent anti-immigrant sentiments have set alarm bells ringing. In a great many
countries, the general public is beginning to question the benefits of a flatter, more interconnected
world. In effect, the voices of pro-globalization urban elites are progressively becoming faint
amidst the angry protests of the many who see themselves as ‘losers’ of globalization, despite the
very real improvements it may have brought to their lives. And, as a result, international
organizations are calling for “urgent action” to address the current discontents and perceived
problems of globalization, such as rising disparities in income and wealth.® Our analysis can help
inform the international community about a heretofore-overlooked reason why globalization may
not be working for the average citizen, especially in democratic regimes, and what can be done
about it.

India’s very real tax dilemmas, for example, are not what the architects of the post-war

multilateral trade system ever anticipated. Indeed, expanding trade has raised incomes around the

® Rowley 2017, Welle 2017.



world, and both academics and policy elites have been particularly sanguine about how much
citizens of developing countries (among others) benefit from the global economy. For these
capital-scarce economies, following the theory of comparative advantage is touted as the best way
to bring the much-needed influx of jobs, greater supply and diversity of affordable consumer
goods, access to cutting-edge technology, boosts in income, and the path to sustainable growth
that has been tried and tested by rich countries. Unfortunately, although this might be true, some
of the challenges of distributing such benefits of globalization more widely—especially in
developing countries—is still coming to light. This analysis focuses on one that has been grossly
overlooked: democracies are finding it much harder to overcome revenue shocks in a global
economy. Should the problem continue to be disregarded, it has the potential to both undermine
international markets and further weaken fragile democracies. The bottom line is that free trade
creates relative winners and losers, alongside the many improvements it brings; but the really big
question is if and how democracies can navigate current political labyrinths to help the latter. Pro-
globalization advocates and developing country policymakers should address this issue now,

while overall public support for free trade is still higher than it is in rich, industrialized countries.






