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Tax Reforms and Economic Growth with
Reference to SAARC Countries: A Study Note
Bishnu Pokharel1

ABSTRACT
This research work is an empirical analysis of Taxation and economic growth
SAARC five countries, covering the period 1990-2012. Taxation was
disaggregated into: goods and service tax, Personal Income Tax, the other tax,
the revenue tax, the Government savings, FDI, Export and Import and they were
used independent variables while the GDP per capita income growth was used
as dependent variables for measuring economic growth in SAARC. In order to
establish interconnection between taxation and economic growth, secondary
data were collected from the World Fact Book, SAARC Statistical Bulletin and
IMF statistical data. The data collected were analyzed using the Panel Data
Regression Analysis and the fixed effect and random effect model regression
were used while hypotheses were tested using T-Statistics and Housman Test.
The results of the analysis reveal that a significant Negative relationship exists
between Taxation and economic growth in SAARC.
Keywords: tax revenue, per-capita income growth, panel data regression,
Hausman test, five SAARC countries

1. Introduction
Economic growth is the basis of quarrel destiny of the different economic
variables. The implementation of new production procedures and the overview of
new products are the fundamentals of growth process. Through the effect of
taxation on the return to the investment or the expected profitability of examination
and development taxation can affect what choices are made and ultimately the
economic growth.
Lucas (1988)2 argued that taxation is levied in money, the method of measurement
of taxation and the raised taxes of government expenditure are often highly debated
in politics and economics. According to tax forecaster, the weight arranged upon
individuals or property owners to support the government expense are exacted by
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governmental authority. It is a deliberate expense or contribution, but an enforced
contribution, exacted pursuant to government authority.
The first tax involves ownership of the assets of a firm and often defined as the
acquisition of percent of the assets of foreign endeavor then it’s absorb the choice
of a host country for these assets. The assessment of where to invest will depend on
asking price circumstances and the extent to which speculation gives special access
to the local market and both of these deliberations depend on trade restrictions and
other policies in the host country.
The economic growth and taxation are two major aspects for the development of a
country. Even though the taxation is the broadband for the progress of a country; it
has negative and positive effect for the development of a country. The results of
most the researchers in taxation have negative effect in the economic growth in
undeveloped countries. However, in some cases, it has positive effect. Basically,
the tax has a positive effect in rich countries because there is high per capita
income and GDP. So, the research shows the positive effect in rich countries. On
the contrary, the SAARC countries with a lower living standard, underdeveloped
industrial base, and low HDI3 have negative effect in the economic growth.
The SAARC economy has raised two major questions. First, do the taxation is the
cause of underdeveloped? Second, is the high tax rate of a country is the main
problem for the development of a country? The research approaches in these
questions directly or indirectly by linking taxes to the economic growth using
micro and macro data. The Growth rates of SAARC countries are higher during
periods when public infrastructure increases relative to other factor 4 inputs. In
addition, if tax policy used to respond in business-cycle fluctuations, the economic
growth could also induce a short-run correlation between tax rates and the growth
rate. It tries to avoid any short-run business-cycle and focus on the links between
tax rates and average growth rates over a long run.
The researcher tries to find out that the effect of taxes on aggregate economic
activity is one of the least contested areas in theoretical macro-economics, neoclassical and Keynesian theoretical models e.g. predict has been seen the higher
taxes reduce economic activity. Even though there is less agreement on the exact
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mechanisms of generating this result. However, the imperfect, the issue has not
been pursued empirically with anything like the dedication that has characterized
the much more vigorously debated effects of taxation policy. The most recent
important exception has been studied by Romer and Romer (2007)5, who construct
a novel measure of exogenous.6 Because of the negative effect of the taxation in the
GDP growth; the undeveloped countries have not given satisfactory results on
development. Of course, within a neo-classical7framework, in Solow (1970), the
growth simply depends on the accumulation of capital and labor, so that the
existing empirical work studying tax effects in investment and labor supply does
not capture the relevant effects on growth. In this framework, however, there
would be no effects of changes in the development of total factor productivity. The
more recent literature on endogenous growth, however, suggests that positive
externalities omitted from the traditional neo-classical framework.
SAARC countries’ governments collect their revenues through different sources
(Nawaz & Muhammad, 2010) out of these; taxes contribute a significant amount in
the public revenues. The government mobilizes its revenues through budget in
development activities for the public welfare and interests. People in this region
have low per capita income and more than one-third are living under the poverty
line in this area. The economic development and prosperity is very low. Foreign
dependency and internal leakages have made government think for another option,
which is expected to increase the revenue in the countries. Moreover, fiscal deficit
has been increasing due to the continuously growing expenditure and the low
revenue performance in the least development countries like SAARC countries.
Most of SAARC countries budget have highly resource gap. The expenditure is
higher than revenue and foreign aid. The gap is being fulfilled by internal and
external loans, which is the main economic problem. The tax and non-tax revenue
is the major source of the internal revenue where tax revenue is playing more vital
role than non-tax revenue. Tax revenue refers to compulsory transfers to the central
government for public purposes. Certain compulsory transfers’ fines, penalties, and
most social security contributions are excluded.
The experiences of the developed countries clearly indicate that income tax may be one
of the major elements for the increment of internal revenue but in developing countries,
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its contribution has not increased significantly during the long period. It is mentioned
above that there is significant resource gap in this area. The gap between income and
expenditure is increasing steady state. Even though the governments try to tight in the
taxes, the gap has not been changed. The serious problem is same in the process of
economic development, it is very necessary to raise its resource of revenue. On the
other hand, most of SAARC Countries taxation rate is high then the per capita income,
so the economic growth is also low.
The paper is focused on the taxes and its effect in the economic growth either
positive or negative. The conclusion of the paper is that the tax is negative effect in
the economic growth in poor countries like SAARC countries which has been seen
in the results that the income tax and other taxes are not significant at 0.05% level
of economic growth rates but adverse relation with the GDP capita growth rate.
The introduction of the paper is followed by the literature review, models and
method, the data analysis and the paper is concluded with concluding remarks and
the references.
2. The Literature Review
The consequence of taxes in GDP has been a widely debated topic over the long
antiquity of economic thought specially applied to this theoretical and empirical
question. The econometrics analysis has delivered that the result of the taxation in
economic growth is differentiate the economy. Most of the world economists show
their negative impact in the economy such as SAARC countries.Rest of the world
like African countries there is no fact result whether positive or negative.
Claudio et al. (1983) in his article “The impact of taxes on growth and distribution
in developed capitalist countries – a cross-national study” published in American
Political Science Review, found out that taxes reduce saving but not growth or
investment, the scope of public planning in contemporary capitalist economies
promoted or hindered economic growth and income distribution. It explores by
assessing the impact of various mechanisms for raising government revenues on
investment, growth, and income distribution in 22 developed market economy
countries. The article considers whether growth and distribution are affected
differently by governments' relative reliance on personal and corporate income
taxes, social security contributions, property taxes, and value added taxes, or by the
relative progressivity of tax mechanisms.
In the Taxation and Economic Growth in Latin America, Canavire-Bacarreza,
Jorge Martinez-Vazquez & Vulovic (2013) concluded that the taxation is among
the most common and relevant instruments of policy-makers when thinking about
promoting growth, yet there is not compelling evidence regarding its effect in Latin
American countries. The findings suggest that the neo-classical growth model
describes well the relationship between output and the tax rate in these countries.
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Zahir (2013) in his article “The Economic Performance of SAARC Countries”
attempted to examine the impact of trade liberalization over the macro-economic
structure of four SAARC member countries Pakistan, India, Bangladesh and Sri
Lanka during1985 to 2006. The data set consists of a 21 years (1985-2006) of trade
variables. The data provides the substantial evidence, which shows the benefits of
intra-regional trade expansion: larger markets and fuller utilization of production
capabilities, transfer of suitable production technologies, comparative advantage
and complementarities. In addition to that, such an arrangement is also expected to
foster closer economic ties among member countries and enhance their bargaining
power with respect to other countries and economic blocs.
David and Christina (2010) study examined the relationship of taxes and economic
growth using broad measures, calculating the overall federal tax burden in the United
States as a share of GDP. They carefully examined the narrative of taxation in the
United States, and used a methodology designed to avoid the possibility of mistaking
cause for effect. The Romers’ study found that a tax increase of one percent of GDP
reduces real GDP by about three percent within as little as two years.
Again, the Myles (2000) in his article “Taxation and Economic Growth Past
research” has enumerated a wide variety of ways in which the tax structure can
affect observed economic growth rates. In this section, Myles summarizes these
effects, focusing in turn on particular subsets of this literature. Since the objective
here is to motivate the empirical work, they focus on those effects that can be
measured given the limited information about tax structures in a large panel data
set of countries. The implication is that a similar relation would hold in the area of
taxation, with raw numbers of tax burdens exaggerating cross-country differences.
According to Åsa Johansson 8 , he has been a persistent and largely unbroken
upward trend in the ratio of tax to GDP, across the OECD area. Increasing on
average in the over six percentage points of GDP followed by some more recent
signs of stabilization in the tax revenue in the OECD as a whole. Several countries
deviate from this trend. Iceland, Italy, Portugal and Spain all increased their tax to
GDP ratios by more than ten percentage points over the period (although all
starting from lower than average tax levels), while the increase for the United
States was less than three percentage points and the Netherlands experienced a fall
in the ratio of over one percentage point. In addition, the Czech Republic, Hungary
and the Slovak Republic have reduced their ratios since joining the OECD.
Lee and Roger young Gordon9 in “The tax policies affect a country’s growth rate,
using cross-country data (1970–1997)” found out that statutory corporate tax rates
8
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are significantly negative correlated with cross-sectional differences in average
economic growth rates, controlling for various other determinants of economic
growth, and other standard tax variables. In fixed-effect regressions, they again
find that increases in corporate tax rates lead to lower future growth rates within
countries. Their results show that the coefficient estimates suggest that if cut in the
corporate tax rate by ten percentage points will raise the annual growth rate by one
to two percentage points.
Furceri (2008) in his paper “Tax changes and economic growth: empirical evidence
for a panel of OECD countries” investigated the effects of changes in taxes on
economic growth. By using annual data (1965 to 2007) for a panel of twenty-six
economies, the results show that the effect of an increase in taxes on real GDP per
capita is negative and persistent.
3. The Methodology
3.1. The Basic Model
Gross domestic product (GDP) is an aggregate measure of production equal to the
sum of the gross values added of all resident institutional units engaged in
production (plus any taxes, and minus any subsidies), on products not included in
the value of their outputs ~ OECD. GDP becomes the main tool for measuring a
country's economy. At that time (GNP) is the preferred estimate, which differed
from GDP in that it measured production by a country's citizens at home and
abroad rather than its 'resident institutional units'. The switch to GDP came in the
1990s.The history of the concept of GDP could be distinguished from the history of
changes in ways of estimating it. The value added by firms is relatively easy to
calculate from their accounts, but the value added by the public sector, by financial
industries, and by intangible asset creation is more complex. These activities are
increasingly important in developed economies, and the international conventions
governing their estimation and their inclusion or exclusion in GDP regularly
change in an attempt to keep up within a country. Now the GDP is fluency in the
measurement of development.
The total numbers of data are 990. The study is concerned with past phenomena both
depend upon quality and quantity as well as descriptive and analytical. GDP is defined
as the final value of all finished goods and services produced between countries
borders during a specific time. It calculates investment and net exports at market prices
in an open economy. The equation for GDP has been seen in below equation.
................................................................. (1)
Where Y means the total output, C means the Private consumption, I means the
investment of all spending on capital, G means the sum of Government spending,
and NX is net exports, which mostly negative. Economic growth is the basis of
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future standards of living and prosperity among different nations. As stated earlier,
small differences in growth, rates can lead to a substantial difference level of per
capita GDP, or standards of living. By using these terms, interchangeably of GDP
per capita is the common measure to compare standards of living across countries.
In the economic observations, there were various model of growth. The Solow
starts with Cobb Douglas 10 production in a closed economy (1956) is the first
model of exogenous technological growth theory. It has shown that taxation is an
effect on the level of GDP.
By Cobb Douglas equation
................................................................................... (2)
The Zagler and Durnecker (2003) the model of the taxation and economic growth
likewise
................................................................................ (3)
Where, denotes the aggregate quantity of a composite intermediate input. This
aggregate is composed of a set of n specialized intermediate inputs by the defining
relation.
, Where
is the quantity of intermediate input in i. The
input levels minimum cost of production then,
.................................. (4)
Where, are the tax on labor and
the tax on intermediate goods. Defining an
aggregate price index and a corresponding aggregate tax the cost of production
function can be written
The necessary conditions for
cost minimization are solved to show that
................................ (5)
.................................................................... (6)
Each intermediate goods in produced by a different monopolistic firm that
maximize profit subject to the demand function (6) this leads to the optimal price.
............................................................................................. (7)
This implies the aggregate price when all intermediate taxes are equal is
10
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................................................................. (8)
A concept of physical capital can be defined by
................................................................... (9)
This allows output to be expressed as
..................................................................... (10)
The Equilibrium capital stock can be shown to be
........................................................................... (11)
This implies that the growth rate is given by
.................................................................... (12)
A constant fraction, s, of disposable income is saved and used to finance the
activities of R&D firms. Denoting the tax saving by and that on R&D by
the
expenditure on labor for R&D satisfies.
...................................................... (13)
Innovations arrive at the rate
..................................................................................... (14)
Where, is publicly provided human capital, using these results the per capita
growth rate can be found to be
...................... (15)
Where, is the profit tax on the producers of intermediate goods. The first term
captures the positive effect that taxation has on growth through the financing of the
public input. The second term captures tax effects that operate through changes in
the level of innovation. Both the tax on R&D and the tax on saving reduce the
growth rate. The tax on R&D reduces innovation and the tax on saving reduces
capital accumulation. The other taxes have an ambiguous effect on growth with the
outcome depending on the value of the savings rate, s, relative to the value
of
.
3.2 The Hypothesis Testing
The estimated hypothesis test11 of this paper is
1) A Null hypothesis is
=c Where C is Constant
11

The Basic Econometrics Mc. Gra Hill 2nd edition
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2) Alternative hypothesis is
Against
ii)

Rejecting the

iii)

that

,

Rejecting the Null hypothesis

3) The Test Statistic
T=

If the Null hypothesis is

is true then we can substitute c for

If the null hypothesis is not true then the t Statistic
4) Rejection Region
The large and small are determined by choosing a probability
significance of the test.
=0.01, 0.05,

called the level of

0.10

If we reject the null hypothesis when it is true then we commit what is called type 1
error.
If we don’t reject null hypothesis that is false then we have committed a type II
error.
5) Conclusion
Significant at 5 % level of the other economic indicator in the paper, so we
conclude that the taxation is the negative effect with the economic development.
4. Results and Discussion
The theoretical analysis is used to meet the specified objectives in the paper along
with rational of each step to be adopted by a researcher in studying the problem
with certain objectives in view. Czech Republic, Hungary and the Slovak Republic
have reduced their ratios since joining the OECD. Lee and Roger young
Gordon(1970–1997) explored how tax policies affect a country’s growth rate,
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using cross-country data which is based on the Panel data regression as like as the
fixed effect model, the random effect model, Housman test and BP-LM test. The
SAARC five countries data are proceeded from 1990 to 2012. Per capita growth
rate is the dependent variable and the different types of taxes and the economic
indicators are independent variables. Mostly four types of taxes are used: the tax
revenue, tax in goods and services, income taxes and other taxes. The notation for
the model deviations is .Formally, the model for multiple linear regressions 12 ,
given n observations, is
)
The values fit by the equation
are denoted I and the
residuals are equal to
i, the difference between the observed and fitted
values. The sum of the residuals is equal to zero. The variance may be estimated
by

, also known as the mean-squared error (MSE) Mc Graw Hill 2nd

edition. The estimate of the standard error s is the square root of the MSE.
Table 1: Panel Data Regression Analysis in SAARC Countries
Variables
Coefficient
T values
Tax Revenues(% GDP)
-.1359
-1.61
Goods and services tax
.0406
1.26
Other taxes
.0445
0.73
Income taxes
-.0613*
-1.90
FDI
.6675**
2.37
Savings
.3199**
6.60
Imports
.1629**
4.32
Exports
-.1625**
-3.12
Constant
-2.6465**
-2.28
Total observations
115
115
Standard error are in Parentheses
*Significance at 1 % level ** Significance at 5 % level *** significance at 10 % level
=.4384 Adjust =0.3960 Prob > (F)=0.000

The (table 1) has seen the co-efficient of the variables are in negative, the intercept
value is -2.6465 and the tax variables slopes are 0.044 in other taxes and the 0.0323
in the goods and services. The
value is only about 0.4348 meaning that the
change by 43.48 percent and the adjusted value is 0.3960. The intercept of the
model is –2.665, the slope of other variables are revenue taxes .1359, FDI.6675,
the savings .3198 and the export and import .1628, -.1624 respectively. The
variables of other tax, goods and services tax, income tax and tax revenues are
12

In the least-squares model, the best-fitting line for the observed data is calculated by minimizing
the sum of the squares of the vertical deviations from each data pointto the line.
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significance in 10% level. and other variables are significant in 5% level. In the
model, the probability value is 0.0000, means the p value is less than five percent.
Table 2: Fixed and Random Effect Model in the SAARC Countries
Fixed effect model (Model 1)
Random Effect model (Model2)
Variables
Coefficient
T value
Coefficient
T value
Tax revenue
-.2400
-1.88
-.1359
-1.61*
(.127)
((.084)
Tax on Goods &
-.0152
-0.63
.0406
1.26
services
(.044)
(.032)
Other taxes
-.0377
-0.50
.0444
0.73
(.074)
(.061)
Income taxes
-.0174
-0.41
-.0613
-1.90*
(.042)
(.032)
FDI
.2307
0.70
.6675
2.37**
(.329)
(.281)
Savings
.3484**
4.80
.3198
6.60**
(072)
(.048)
Imports
.2107**
2.42
.1629
4.32**
(.086)
(.037)
Exports
-.2507**
-3.65
-.1625
-3.12**
(.068)
(.052)
Constant
.1198**
0.06
-2.6465
-2.28**
(2.076)
1.160
F(4,102)
3.45
Wald chi2(8)
82.75
Prob>F
0.0110
Corr(U_i,Xb)
-0.5857
Prob>chi2
0.0000
0.2862
between
between
0.8818
Standard error are in Parentheses
*Significance at 1 % level ** Significant at 5 % level *** significant at 10 % level

The fixed effect model, the independent variables are adjusted different economic
variables & the four kinds of taxes but the dependent variables is the GDP growth.
In this matter, it is possible to test whether sector specific characteristics are
relevant to explain. In the fixed effect model, we have the data from 1990 to 2012.
In model one F (4,102) is = 3.45 and the coefficients of independent variables are
in negative and the coefficients of the slope is 1198. So there is negative
relationship between all taxes variables and the GDP growth in SAARC countries.
In this model, the p-value is 0.0110, meaning that the p value is less than 5 %. The
prediction said if the p value is less than 5 % we reject the null hypothesis and
accept the alternative, so in this model, the fixed model is appropriate.
The model two is symbolized the five SAARC countries random effect model table
2 and numbers of observations are 230. Wald chi square at 5 % level amount and
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the coefficients of the intercept is -2.6465 and the slopes are 0.0406 have goods
and services. Other taxes have .044 and the
between 0.8818. In another way, we
have the two-tail test hypothesis that each coefficient is different from zero. The
probability chi – square is 0.0000, which is less than five percent.
Table 3: Hausman Test
Variables
Tax revenue
Tax on goods and services
Other taxes
Income taxes
FDI
Savings
Imports
Exports
(8)
Prob>

Hausman Test in SAARC
Square root of the (V_bCountries
V_B)
b-B
-.2400
.0958
-.0152
.0300
-.0377
.0432
-.0174
.0276
.2307
.1713
.3484
.0539
.2107
.0782
-.2507
.0448
18.99
0.0149

If we get the statistically significant in p-value, we shall use fixed effect model and
if not significant then we use appropriate random effect model. Table 3 model
shows the probability chi-square value is 0.0149 which is lower than 0.05%.
4. Concluding Remarks
The relationship between tax reforms and economic growth in SAARC countries
has been investigated element &compensate for poor infrastructure, limited access
to markets, or other weak investment conditions. The attention often focuses on
taxation which must be recognized in the study has been asymmetry in variables
stemming from countries applying exemption or credit to repatriated profits, the
incentive for tax competition should depend on the composition of investing
countries. The empirical finding has been seen the increase in tax rate has a
negative and persistent effect on GDP per capita growth. The estimates are much
closer to those of Furseri and Karras (1999) for a smaller OECD sample. The
findings imply that among nine variables, eight variables (Other tax, goods and
services tax, tax revenue, income tax, FDI, government savings, exports and
imports)are independent variables and GDP per capita growth rate is the dependent
variables. It has been concluded that a number of interesting extensions can be
pursued which would be useful to examine the effects of tax on variables goods
and services, which is related to the VAT evidence on consumption and
expenditure.
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There is an asymmetry in the impact of tax differentials on GDP growth, while
lower tax rates in the recipient countries fail significantly to attract foreign
investment; higher taxes tend to discourage new FDI inflows finally rolled to
decrease the GDP growth. Secondly, the impact of positive tax differentials is not
homogeneous regarding the double-taxation arrangement in operation in the
capital. Tax competition for GDP growth is a reality in today’s global environment.
Investors routinely compare tax burdens in different locations, as do policy makers,
with comparisons typically made across countries that are similar in terms of
location and market size. A widely held view is that taxes are likely to matter more
in choosing an investment location as non-tax barriers are removed and as national
economies converge, where a higher tax burden has matched by well-developed
infrastructure, public services and other host country attributes attractive to
business, including market size, tax competition from relatively low-tax countries
not offering similar advantages may not seriously affect location choice. It is also
clear that a low tax encumbrance cannot compensate for a generally weak in GDP
growth. Tax is one element and cannot compensate for poor infrastructure, limited
access to markets, or other weak investment conditions. In addition, while attention
often focuses on taxation, the importance of taxation must be recognized in the
study.
Thus, the other taxes, the goods and services taxes were negatively significant in
0.05% level of significant. However, the income tax was insignificantly negative
relationship to the economic growth in the result. The result of the tax variables
and non-tax variables in this area has been seen that all tax variables are negative
significant with GDP growth. The data analysis of the tax variables is not
significant but negative relationship between taxations and GDP growth. Only FDI
and exports are significant in the 0.05% level of significant. These results definitely
recommended that if the tax rates have been decreased, the GDP growth rate will
be increased in SAARC countries.
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