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“Taxation may be so high as to defeat its object, and that, given time to gather the fruits, a reduction of 

taxation will run a better chance than an increase of balancing the budget”
1
 

John Maynard Keynes 

 

For decades, the topic of economic growth and its prosperity has been the heart of debate all over the 

world. Without any doubt, technology, investment (in both human and physical capital) and new techniques of 

production are the growth fundamentals. Due to its power to affect investment and profitability, taxation plays a 

fundamental role in choices made and ultimately, the pace of development and growth. In nations of the world, 

the rate of taxation has risen consistently through the course of the last century. Such huge increments in tax 

collection bring up significant issues about the impact they have upon the growth of the economy. 

 

Individuals including researchers, economists, and some politicians, at different places and times, find it 

difficult to come to a consensus regarding two fundamental tax issues. 

 

First, the effects of taxation on economic growth and secondly, the rate of taxes (high or low) to maximise 

the tax revenue. Some argue that governments collecting high tax rates could collect more tax revenues if they 

bring the tax rate down. The rationale behind lower tax rates argument is that lowered rates could change the 

economic incentives and lead to higher economic activity hence generating more revenue as compared to high 

tax rates. This is a testable hypothesis that could be proved on the empirical and analytical ground, however, 

that is seldom what happens. This knowledge brief plans to look at the literature for understanding the relation 

between growth and taxation and the impact of tax rates on the economy, but before we do that, we will revisit 

some basics of economics and its lost concepts.  

 

The Lost Concepts of Economics  

The truth often is not difficult to comprehend. As Thomas Sowell says, “The facts are unmistakably plain, 

for those who bother to check the facts”
2
. Two basic economic concepts are frequently lost in the shuffle. The 

first concept is the concept of cost. The more something costs, the less of it you get. Pricier cars sell less than 

                                                           
1
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low-cost cars to a great extent on account of cost. A similar idea applies to employment. The more jobs cost, the 

less of them we get as the general public (Ample evidence is available on the negative effect of minimum wage 

laws on employment). Examples would be organisations declining to hire because of those higher costs.  

Important but not understood largely, is that the same concept applies to income as well. The higher the 

income costs, (for example, the higher the income and corporate tax rates) the less income you see. History is 

full of examples of individuals who have done numerous things to keep away from taxes including move, deal, 

defer and hide investments and face less risk, as they choose not to attempt to make more cash. To put it plainly, 

as Chief Justice John Marshall said, “The Power to Tax Is the Power to Destroy”. 

 

The second concept is that if the administration takes your 

money, you do not have it. By the day's end, what makes a 

difference is the amount the money the government removes 

from the general economy and when. If the government's chunk 

is excessively huge in forms of taxes, duties, and regulatory fees, 

the investment and purchasing power decreases for people and 

organisations. Consequently, the economy decreases and 

becomes smaller. The government exacerbates these issues when 

it burdens the economy with high taxes intending to collect greater revenues in a damaged economy. The 

administration seems to forget the fact that individuals who make countless decisions each day for their benefit 

and ultimately benefiting society drive the economy. Micromanaging and regularising these decisions can bring 

more harm than benefit. Keynes needed others to comprehend that taxation policy ought to be guided to the 

right level to not demoralise income but rather support in boosting incomes and eventually revenues.  

 

A Review of the Recent Literature 

This section explores the literature on taxation and growth conducted based on both national and 

international studies.  

 

Evidence from Cross-sectional Studies  

Analysing the cross-sectional and time-series data for 1970-1197, 

Lea and Gordon (2005) visualise the effect of taxation on growth and 

concluded that corporate tax was negatively related to growth for all 

seventeen nations. In case the tax was reduced by ten per cent, it could 

increase the growth rate by 1.1 percent. A study by Pami, et al. (2000) 

identifies the negative effect of income tax on GDP where exports 

taxes were also identified as negative and significant. Dackehag and 

Hansson (2012) used fixed-effect regression for 25 OECD countries 

from 1970 to 2010, finding that both income and corporate taxes were 

negatively affecting economic growth in the OECD region. Abdioglu et al. (2016) examines the relationship 

between corporate income taxes and foreign direct investment level in OECD countries and found that FDI 

increases significantly followed by tax rate reductions in the region. The study concludes that countries that 

reduced their tax rates attracted higher levels of FDIs. Djankov et al. (2011) in an investigation of 85 countries 

discovered a large negative effect of corporate income tax on aggregate investment, FDI and entrepreneurship. 

The finding quotes “For example, a 10 percent increase in the effective corporate tax rate reduces aggregate 

investment to GDP ratio by 2 percentage points”. 

 

“At a beginning of a dynasty, taxation 

yields a large revenue on small 

assessments. At the end of the dynasty, 

taxation yields a small revenue from a 

large assessment.” 

Ibn-Khuldun 

 

“There’s only one way to kill 

capitalism—by taxes, taxes, and 

more taxes.” 

 —Karl Marx 
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Evidence from Panel Studies  

An investigation of taxation in Canada by Ergete and Bev (2012) 

signifies that a higher income tax is related to lower private 

investment and slower economic development. They suggest that to 

increase federal tax revenue, corporate and personal income tax rates 

have to decrease. Jules (2008), using regression analysis for states for 

data from 1964 to 2004, confirms a similar result of a significant 

negative impact of marginal tax rates on economic growth. Feldstein 

(2006) confirms the distortion of factor prices and efficiency loss in 

resource allocation caused by taxes. Taxes affect total factor 

productivity induced by efficiency loss. Other ways taxes affect the 

total factor productivity is its negative effect on entrepreneurship. 

Entrepreneurship leads to new ideas for higher productivity. Higher 

taxes discourage entrepreneurial activities, which is indicated in 

several studies including Gentry and Hubbard (2000) and Cullen and 

Gordon (2007). Jaimovich and Rebelo (2015) find the effect of 

taxation on growth non-linear and that low or moderate tax rate have a 

small impact on the long-run growth rate, however, as the tax rate 

rises, the negative impact of taxation on growth increases 

dramatically.  

 

Evidence from Pakistan 

Saqib et al. (2014), Azeem et al. (2013), Atif et al. (2013) and 

Siddiqui (2010) confirm the negative effect of taxation on real per 

capita GDP. Madni (2014) discovers that both direct and indirect taxes 

were causing inflation to increase in the country. Ahmed et al. (2010) 

run a micro-simulation analysis for tax reform in the country and 

conclude that almost simulations of increasing the tax rate in the 

country result in a decrease in investment levels, reduced 

consumption, and an increase in poverty. Ahmad et al. (2018) analyses 

the impact on indirect taxation in the country for time series data 

(1974-2010) and confirms the negative effect of indirect taxation on 

growth. The study declares that one percent increase in indirect taxes 

reduces growth by 1.68 percent. 

 

Pakistan and Taxes 

Time after time, the people of Pakistan are often called “Tax Cheats” by their government and are 

embarrassed by donors at various forums. The depressing stats that only one per cent of the population pays 

income tax is mentioned whenever taxation revenue of this country is discussed but is it true? Do we only pay 

such minimal taxes? The country has no tax-free goods or services. The Federal Board of Revenue (FBR) in its 

pre-COVID19 time was celebrating higher tax revenue collection but all without generating new income. 

Instead, the taxes on utilities like energy prices went up by 20-30 percent, further tightening the grip on the 

income of the country, which was already struggling with double-digit inflation. The list of indirect taxes in the 

Chapter 57 of the Tao Te Ching, 

written in approximately the fifth 

century BC, reads:  

Run the country by doing what’s 

expected.  

Win the war by doing the 

unexpected.  

Control the world by doing 

nothing.  

How do I know this? 

 By this.  

 

The more restrictions and 

prohibitions in the world 

the poorer the people get.  

The more experts a country has 

the more of a mess it’s in.  

The more ingenious the skillful are 

 the more monstrous their 

inventions  

The louder the call for law and 

order 

 the more the thieves and con men 

multiply.  
 

So a wise leader might say:  

I practice inaction, and the people 

look after themselves. 

I love to be quiet, and the people 

themselves find justice.  

I don’t do business, and the people 

prosper on their own. 

 I don’t have wants, and the people 

themselves are uncut wood 

[naturally virtuous] 
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country is long. According to a recent article
3
, the country’s 96 million mobile phone users and 82 million 

internet users are paying advance, adjustable income taxes of 12.5 percent, all without the data that how many 

of them are eligible for taxable income. The solution everyone seems to suggest is “Progressive taxation”, but 

one enlightening example of progressive taxation in South Africa, where the progressive taxation rate is the 

highest in the world and is still the country with highest income inequality
4
. The question remains, is it solely 

the problem of tax evasion (which is true for Pakistan to some extent like rest of the world) or the issue of 

incompetent and complicated tax policy, public trust issues, frequently changing SROs, poor taxation education 

and lack of research and development in the tax department? 

 

The table below concludes the results of taxation and growth from studies mentioned in the literature 

review and more. 

 

Table 1 Relationship between Taxation and Growth 

Sr. 

No. 
Studies Years Negative Positive Inconclusive 

1 Engen and Skinner NBER, 1996 NEGATIVE - - 

2 Johansson et. al OECD,2008 NEGATIVE - - 

3 Gerald W. Scull Eco.Review, 

(1996) 

NEGATIVE - - 

4 Rudolf Macek OECD,2015 NEGATIVE - - 

5 Pami et al. IEJ, 2000 NEGATIVE - - 

6 Djankov et al. NBER, 2011 NEGATIVE - - 

7 Martin Feldstein  NBER, 2006 NEGATIVE - - 

8 Dackehag & Hansson OCED,2015 NEGATIVE - - 

9 Ferede & Dahlby National Tax 

Journal, 2012 

NEGATIVE - - 

10 Jean Andrei et al. MDPI, 1990 NEGATIVE - - 

11 Gustavo et. al AIDB, 2013 NEGATIVE - - 

12 Liu Rongcang SSC, 2002 NEGATIVE - - 

13 Toshihiro Ihori Elsevire,1998 NEGATIVE - - 

14 Van Sinderen Elsevire,1993 NEGATIVE - - 

15 Lee & Gorden Elsevire, 2005 NEGATIVE - - 

16 Gbewopo Attila SSRN, 2008 NEGATIVE - - 

17 Yahya JREIF, 2013  - POSITIVE - 

18 Babatunde AESS, 2016 NEGATIVE - - 

19 Kopczewska et al Springer, 2015 NEGATIVE - - 

20 Branson & Lovell Springer, 2000 NEGATIVE - - 

21 Vito Tanzi Springer,1989 NEGATIVE - - 

22 Gentry & Hubbard American Eco. 

Review, 2000 

NEGATIVE - - 

23 Musaga, Brian 2011 NEGATIVE - - 

24 Leibfritz et. al OECD, 1997 NEGATIVE - - 

25 Gregorio Elsevire,1993 NEGATIVE - - 

26 Saima et al. Research Gate,  NEGATIVE - - 

27 Hakim et al. JBRMR, 2016 NEGATIVE - - 

                                                           
3
Dr. Ikramul Haq- Huzaima Bukhari, “Finance Act 2020: Lack of initiatives and innovations,” Business Recorder. 

4
Max Ehrenfreund, “The country with the world’s most progressive taxes has the world’s highest income inequality, 

Washington Post. 
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Sr. 

No. 
Studies Years Negative Positive Inconclusive 

28 Holocombe & Lacombe Public Finance 

review, 2004 

NEGATIVE - - 

29  Futagami & Doi  Springer, 2004 NEGATIVE - - 

30 Mendozza at el. Elsevire,1998 NEGATIVE - - 

31 Abdioglu et al. OECD, 2016 NEGATIVE - - 

32 Barry and Jules 2008 NEGATIVE - - 

33 Miller & William Elsevire,1994 NEGATIVE - - 

34 Miller & Russek EI, 1997 NEGATIVE - - 

35 Koester & Kormendi EI, 1989 NEGATIVE - - 

36 Saqib et al.  2014 NEGATIVE - - 

37 Azeem et al.  2013 NEGATIVE - - 

38 Atif et al.  2013 NEGATIVE - - 

39 Siddiqui  2010 NEGATIVE - - 

40 Madni  2014 NEGATIVE - - 

41 Ahmed et al.  2010 NEGATIVE - - 

42 Anastassiou & Dritsaki JJSS, 2005 NEGATIVE - - 

43 Padovano & Galli OECD, 2001 NEGATIVE - - 

44 Stephen 2009 NEGATIVE - - 

45 Ahmad et al.   2018 NEGATIVE - - 

46 Fölster, & Henrekson OECD, 2001 NEGATIVE - - 

47 Islahi Mad.Confernce 

2006 

NEGATIVE - - 

48 Essoh 2011 NEGATIVE - INCONCLUSIVE 

49 Bonu & Pedro 2009 NEGATIVE - - 

50 Edame and Okoi  2014 NEGATIVE - - 

 

 

Taxes for growth and citizenship? 

Frequently Pakistan is advised from donors to increase taxation for two basic reasons.  

(1) To allow for more resource collection for the government to finance development. 

 

(2) The citizenship and ownership in the country would increase if we adopt a western welfare model 

with social security nets. 

While on the face of it these objectives are laudable, however, these arguments miss some fundamental 

points.  

 First, Pakistan does not have a competent state that will use the increased revenues wisely. Some, 

including Haque (2017 and 2020), argue that the state is wasteful and incompetent. The state keeps 

wasting resources on poorly thought projects, building official housing and other low return or 

negative return projects (Haque et al. 2020).  

 Second, high taxation is required to return the debt accumulated by the government. Instead of 

building checks on the government’s capacity to acquire debt and sign poorly planned contracts such 

as Reko Diq and Karke cases, the people of Pakistan are told these mistakes have to be paid by more 

taxes.  

 Third, Pakistan is asked to copy the western social safety nets and welfare state while it stands at the 

stage of development without growth. This “isomorphic mimicry” merely stretches our already poor 
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administration capacity to reduce growth and require more and more taxes – a vicious cycle. Rather 

than following the Haque proposition and reforming the state for efficiency, we are told to finance the 

inefficient state (Haque, 2017 and 2020). Our top priority in a series of IMF programs has been to 

increase taxation.  

This survey shows that international and national evidence points out that taxation and growth are 

negatively correlated. It is time Pakistan took this seriously and changed the adjustment and growth model. If 

Pakistan thinks it through and can develop a good policy, the country can negotiate better with its international 

partners. Our growth is our responsibility and we should not follow anyone else’s model.  
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