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Presentation Notes
The process of transformation of public finance institutions, or the emergence of fiscal states, is a fundamental part of becoming an effective state. How can developing economies build fiscal states that are capable of collecting revenues from a broad tax base, as well as effectively spending public funds on a range of goods and services that will benefit households and firms?



UNU-WIDER’s Fiscal States project 
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Presentation Notes
The project combines country case studies, cross-country econometric analysis and comparative historical analysis. Contributors with diverse disciplinary, regional, and thematic expertise (contributions on states in sub-Saharan Africa, Latin America and Asia, as well as cross-country analyses).Special issue of the Journal of Institutional Economics. Most research on advanced European economies. Less clear how fiscal states emerge in less advanced economies. Historically, this emergence of fiscal states was pivotal to the transformation of the nowadays-advanced European economies, leading to the development of states capable of collecting revenues from a broad tax base, borrowing on domestic and internal markets, and capable of effectively spending public funds on a range of good and services benefitting households and firms. However, it is less clear why we have not seen the same trajectory in less advanced economies, where states are much less effective and often taxation yields only a fraction of the revenues compared to rich countries.



Project background 

• Modern states: complex organizations, have an important 
role in economic and human development 
– Provide crucial public goods and services (universal education, 

public health systems, and an effective administration of  justice).

• But how do we finance state activities? 
• Understanding the process of  transformation of  public 

finance institutions, or the emergence of  fiscal states, a 
fundamental part of  becoming an effective state.

• Not only an academic question…
– SDG 17.1, ‘strengthening domestic resource mobilisation’ to 

finance development goals.
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Revival of interest in the role of states in economic development.Fiscal state: ability of the state to finance its activity through revenues (coming from reliable tax bases) and borrowing (at commercial rates, because of the debt repayment capacity from tax revenues) on the national/international markets (bonds).We borrow the term fiscal states from the economic history literature studying the evolution of public finance  (e.g., Yun Casalilla and O’Brien 2011; He 2013). It refers to the nature and type of public finance institutions and to their transformation, leading from more ‘primitive’ forms of public finance to ‘modern’ ones. For example, the process of institutional transition from a domain state to a tax state, which can be see as the 'polar cases' (as in Schumpeter 1918), is part of becoming a fiscal state. This process includes acquiring fiscal capacity, i.e., the coercive aspects of taxation (e.g., efficiency of revenue administration), plus the contractual aspects of taxation. In the broader literature, however, the expression fiscal state has also been used as synonymous of fiscal capacity.SDG 17.1 - Mobilize resources to improve domestic revenue collection: strengthen domestic resource mobilization, including through international support to developing countries to improve domestic capacity for tax and other revenue collection.



The relevance of  the fiscal question

• Consider taxation: central to finance state activities. Yet…
• Stylised facts suggest that developing economies collect, on 

average, a significantly smaller share of  taxes compared to 
advanced market economies.

• What explains this? 
– Is it (only) the organisational performance of  national revenue 

administrations? 
– Or should we instead also look at the economic, political and 

historical conditions that help consolidate taxation?



Total revenues/GDP, 1995-2020  

Figure 1 - Total non-resource taxes/GDP, by level of  
economic development,  1995-2020
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Source: UNU-WIDER Government Revenue Dataset’. Version 2022. https://doi.org/10.35188/UNU-WIDER/GRD-
2022.

Figure 2 - Total non-resource taxes/GDP, by region, 
1995-2020
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Stylised facts:High-income countries collect, on average, more than double the share of total revenues than low-income countries and almost double the same share compared to lower-middle income countries. How does Sub-Saharan Africa fare? It collects, on average, half the share of taxes compared to OECD countries. But it does well considering its level of economic development. SSA has the same share of revenues as richer South Asia and is just a few points below the much richer Latin America.This gap in “tax performance” is stable over time. This suggests that we should look at the “deeper” determinants that may keep this gap in fiscal development unchanged over time (rather than focusing exclusively on technical fixes of revenue administrations performance). This prompts us to ask at the least two broad questions:What explain this gap? Is it (only) the organisational performance of national revenue administrations? Or should we instead also look at the economic, political and historical conditions that help consolidate taxation?Structural versus contemporaneous factors: what implications for policy?What are the developmental implications of this gap?



The relevance of  the fiscal question, ctd.

• And what are the developmental consequences? 
• Three reasons why the emergence of  fiscal capacity matters 

for economic and social development… 
1. Governments that are able to obtain more tax revenues are more 

likely to spend more on both education and health.
2. Fiscal capacity may provide developing countries with access to 

tax and spending instruments with significant distributional 
impacts (e.g., progressive tax systems, income taxation).

3. The rise of  taxation should come with a ‘governance dividend’: 
the quality of  government should improve, as a result greater 
government accountability, because the taxpaying citizenry will 
subject the ruler to increased scrutiny.



Gov. Expenditure on Health, 2000-2021
Government Expenditure on Health as a percentage of  GDP, 2000-2021

Source: World Bank, World Governance Indicators 2022, https://info.worldbank.org/governance/wgi/.
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As Figure 3 shows, government spending on education and health mirrors the patterns in taxation capacity which we observed in Figure 2, with governments in regions such as North America and Europe and Central Asia that are able to obtain more tax revenue (as share of GDP) are more likely to spend more on both education and health.



Voice and Accountability, 1996-2021

Voice and Accountability, High- versus Low-Income Countries, 1996-2021

Source: World Bank, World Governance Indicators 2022, https://info.worldbank.org/governance/wgi/.
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As Figure 5 shows, the Voice and Accountability measure derived from the World Bank’s World Governance Indicators (see Kaufmann et al. 2020) for Low-Income countries remains at a low level relative to the High-Income countries over 1996-2021. This suggests the lack of a governance dividend for Low-Income countries due to the inability of the governments in these countries to raise tax revenues from their citizens. 



What are the origins of fiscal capacity?

Political determinants 
• Executive constraints are a structural condition for fiscal development, as well as the 

emergence of  broad-based taxation (Savoia, Sen and Tagem)
• Role of  legislatures in non-democratic states: institutional oversight through legislature is 

positively related to the adoption and expansion of  income taxes in non-democratic regimes 
(Andersson)

Institutional determinants
• Complementarity between formalisation of  property rights on land and taxation (Nistoskaya

and D’Arcy).
• States’ ability of  gather salient information on the territory they administer (information 

capacity) as a necessary condition for fiscal capacity (vom Hau, Peres Cajias and Soifer).
• Non-tax revenues and vertical accountability associated with higher tax capacity (Tagem and 

Morrissey)
Historical origins
• Pre-colonial centralization (Ali and Fjelstad), long-run effects of  pre-colonial institutions on 

tax compliance norms in Uganda.
• Using Rwanda as a case-study, Heldring and Robinson argue that local political institutions 

predating the establishment of  African states were based on a social contract that did not 
allow the emergence of  centralised tax systems.
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This set of articles draws on a variety of methodological approaches, ranging from case studies (at state and regional level), to comparative historical analysis and to macro-quantitative (country and cross-country level) perspectives. The overarching message from such a diverse set of studies is that historical conditions, political institutions and the presence of complementary institutions matter when it comes to developing tax systems and creating state-society relations conducive to compliance with taxation. This appears to be the case especially with reference to the sub-Saharan Africa context. 



Lessons for development policy

1. Rome wasn’t built in a day. 
– Developing fiscal states is a long-term process. Countries do not 

go straight from old to new forms of  public finance. There are 
intermediate steps to becoming a modern fiscal state. 

2. History matters. 
– Historical conditions cast a long shadow and shape today’s 

possibilities. Understanding of  how such mechanisms work 
explains why tax reforms work in some contexts, but not others.
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Based on the experience of the West, the construction of fiscal states takes time and is inextricably linked to historical processes of state-building. Therefore, donors have to stay the course in facilitating fiscal capacity in Africa and should not expect short-term solutions or quick fixes. Developing fiscal states is a long-term process. Countries do not go straight from old to new forms of public finance. There are intermediate steps to becoming a modern fiscal state. Developing broad-based taxation is a sign of fiscal modernization of the highest form. At the same time, states in the developing world can finance their activities through non-tax revenues (for example, aid and development assistance or natural resource revenues), and by borrowing from private and international financial institutions. Policymakers should be mindful that financing state activities requires both developing modern taxation and managing other sources of public finance. If, and how fast, a developing economy can successfully develop effective taxation and tax systems depends on specific historical conditions, which cast a long shadow and shape today’s possibilities. For example, pre-colonial institutions can still affect tax compliance in sub-Saharan Africa, as a case study on Uganda shows. An understanding of how such mechanisms work explains why tax reforms work better in some contexts, but not others.



Lessons for development policy, ctd.

3. Politics matters.
– Developing effective and accountable political institutions is key 

to the emergence of  fiscal states. This implies that there are 
significant interlinkages between SDG 17 and SDG 16. 

4. Do not look at fiscal capacity in isolation. 
– Invest in other dimensions of  state capacity that support tax 

system development, such as information capacity and property 
rights protection. Developing fiscal capacity hinges on 
simultaneous institutional reforms in other areas. 
Complementarities are important. 
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Developing fiscal capacity is not only a technocratic exercise. We often read of technical solutions to more efficient tax administration, including, for example, new IT solutions to tax collection and administration. This is important, but it is even more important to understand the politics which builds the fiscal contract between a state and its citizens. The process of long-run development of fiscal states hinges on developing specific types of political institutions. Developing effective and accountable political institutions is key to the emergence of fiscal states. Donors need to support the augmentation of state capacity in Africa, as well as of horizontal and vertical accountability. This implies that there are significant interlinkages between SDG 17 and SDG 16. The goal of promoting inclusive and accountable institutions works in synergy with that of generating the national resources to finance development goals.Do not look at fiscal capacity in isolation: invest in other dimensions of state capacity that support tax system development, such as information capacity and property rights protection. Developing fiscal capacity hinges on simultaneous institutional reforms in other areas.  Developing legal institutions protecting property rights may facilitate the emergence of tax systems in sub-Saharan Africa by expanding the taxable base. Similarly, the emergence of states’ ability to collect information over their territory provides a base to improve tax revenues collection in Argentina and Chile. Complementarities are important.
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