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DETRIMENTAL EFFECTS OF DIRECT AND 

INDIRECT TAX SYSTEM ON DEVELOPING 

ECONOMIES 
 

AUTHORED BY - ADITI GAUTAM 

 

 

ABSTRACT 

Recap In any nation, taxes play a unique role in both policymaking and economic development. 

The impact of direct and indirect taxes on the economic growth of industrialized and emerging 

nations is examined in this study. Additionally, this essay will assist in elucidating the 

substantial inverse relationship between economic development and direct and indirect taxes, 

as well as the fact that tax structures in emerging nations do not contribute to economic growth. 

In contrast, direct taxation and economic progress have a strong positive correlation in 

industrialized nations. Additionally, this essay will enable us to examine the many negative 

consequences that the predominant tax system has on a number of developing nations. 

 

INTRODUCTION 

Taxes raise money for the government to perform important functions for Sustenance and 

maintenance of a country. However is tax really an effective tool to be able to fulfil the above 

mentioned objectives, studies show that direct taxation have a favorable impact on 

industrialized countries' economic growth while having a negative impact on developing 

countries' economic growth. Therefore, it is advised that developing country authorities review 

their tax systems if they wish to increase the beneficial effects of taxes on their nations' 

economic growth. By doing this, the decision-makers would be able to determine the most 

effective tax structure that will enable the nation to give the greatest services and infrastructure 

available to businesses and individuals based on the economic conditions prevalent in their 

country .There are two primary categories of taxes that are usually recognized are direct and 

indirect. Taxes imposed on income and activities carried out by taxpayers that are paid to the 

government directly are known as direct taxes. Indirect taxes are imposed on goods and 

services and each of which have different negative effects on a developing country and this 

paper will help explain and examise exactly that. 

http://www.whiteblacklegal.co.in/


www.whiteblacklegal.co.in 

Volume 3 Issue 1 | Feb 2025        ISSN: 2581-8503 

  

STATEMENT OF PROBLEM 

Developing economies frequently run into problems while constructing their tax structures. 

They need enough money, on the one hand, to pay for infrastructure and other necessities like 

public services. Conversely, policies that impede economic expansion and deepen already-

existing disparities must be avoided. Although indirect taxes appear like a good solution, they 

can present serious problems for poor countries. Among these difficulties are: 

Evasion: Either the unlawful non-payment or the unlawful underpayment of actual tax 

obligations is known as tax evasion. For example Bribery by paying an income tax official a 

bribe to officials to have their tax records lowered or remove therefore increasing the economic 

gap among various groups belonging to different economic conditions  

HIGH COST: The expense of collecting the tax may be more than the tax amount.this becomes 

a problem when a developing country with limited resources are prioritising important goals to 

be fulfilled and the tax system of direct and indirect tax poses a threat creating a significantly 

cost of collection which will have negative effects . 

INFLATIONARY PRESSURE: The escalation of indirect taxes may result in elevated costs 

for products and services, hence exerting inflationary pressure. Customers' buying power may 

be diminished as a result, which may lower overall demand and hinder economic expansion of 

a country. 

 

LITERATURE REVIEW 

According to the neoclassical growth theory, labor and capital accumulation are the primary 

long-term drivers of growth. If government imposes taxes then consumers producers, citizens 

in general wouldn’t be in a condition to accumulate capital needed for all forms of production 

activities to take place, an economy without production capacity would have devastating 

impact on the economic growth. According to economic theory, the pace of economic growth 

is impacted by all taxes. Therefore the more taxes charged on citizens the lesser pace at which 

the economic condition of a country grows. 

 

RESEARCH METHODOLOGY 

Policies have an impact on both economic development and growth. Reducing tax rates or 

raising public spending on healthcare and education are two examples of policies that can have 

a favorable impact on human capital stocks and promote both short- and long-term economic 

growth and development. Analyzing the connection between fiscal policy and economic 
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growth in industrialized and emerging nations. The need to increase the rate of economic 

growth and lower budget deficits caused by wasteful government spending ignited the interest. 

According to Arnold et al. (Citation2011), fiscal policy must be changed for the good of society 

in order to lessen inequality and poverty. 

 

Undoubtedly, the primary component of fiscal policy, taxes, has an impact on household 

income as well as financial results. The ability of a taxpayer to work is significantly reduced 

when taxation is high. Additionally, since their income would be drastically decreased by 

higher taxes, people could be reluctant to work longer hours. From a different angle, higher 

taxes have a detrimental effect on the distribution of income and subtly change the potential 

for production. Under some conditions, taxes can have an impact on how production is 

distributed and how much people earn. In the end, this case has important ramifications for 

social welfare. Governments should therefore take into account the social and economic effects 

of taxing citizens, especially when raising taxes will make them work more to keep their 

income levels balanced. This event will make their financial situation worse rather than 

improve it. 

 

A number of studies conducted in developing nations have discovered that taxes have an effect 

on economic growth. Canicio and Zachary (Citation 2014) examined the relationship between 

economic growth and government tax income growth in Zimbabwe between 1980 and 2012. 

They discovered a separate correlation between overall government tax revenue and economic 

growth, with a 30% short-run adjustment speed and a long-run equilibrium level. This result 

suggests that there is fiscal independence between growth and tax revenue. 

 

Ahmad and Sial (Citation 2016) investigated this interlink in Pakistan revenue and economic 

growth using 1974–2010 annual time series data. The long- and short-term relationships 

between the variables were estimated using the autoregressive distributed lag (ARDL) bounds 

testing approach for co-integration. The findings demonstrate that overall tax collections have 

a long-term, negative, and significant impact on economic growth. According to the research, 

a 1% increase in overall taxes would result in a 1.25% decrease in economic growth. (Thaçi & 

Gerxhaliu, Citation2018) offered data in support of the negative correlation between taxation 

and economic growth in their study on developing nations. In a similar way , Shahmoradi et al. 

(2019) came to the conclusion that the ratio of tax receipts to GDP in industrialized nations has 

a substantial and negative association. 
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In Turkey and Romania, 

In 2014, Göndör and Özpençe conducted a study on fiscal policy in times of crisis. The outcome 

just provides theories regarding the causes of fiscal policy's actions and how they affect 

macroeconomic production. 

 

LEGAL FRAMEWORK 

Developments in historical, cultural, and economic contexts have resulted in a wide range of 

legislative frameworks controlling indirect taxation. But typical components frequently consist 

of: 

• Constitutional Provisions: The authority of the government to impose taxes is outlined 

in the constitutions of many developing nations. These clauses could offer direction 

regarding the fundamentals and bounds of taxation. 

• Tax Laws: Certain tax laws control the imposition, assessment, and collection of 

indirect taxes. Examples of these laws include sales tax laws and value-added tax 

(VAT). Provisions pertaining to tax rates, exemptions, and administrative procedures 

may be included in these statutes. 

• International Treaties: Certain developing nations may be subject to international 

accords or treaties that control commerce or levies. The planning and execution of 

indirect tax systems may be impacted by these treaties. 

 

JUDICIAL RULINGS 

The adverse consequences of indirect and direct tax systems on developing economies have 

been examined in this study work. It has brought attention to the regressive character of indirect 

taxes, their potential to cause inflation, and their capacity to alter patterns of spending. The 

administrative costs of indirect taxation and their potential to impede economic development 

have also been discussed in the article. 

 

CONCLUSION 

The study comes to the conclusion that developed and developing nations have different effects 

from direct and indirect taxes on economic development. Based on the GDPPC of developing 

nations, the results demonstrate a substantial negative correlation between direct and indirect 

taxes and economic development .The results show that direct taxation has a favorable impact 

on the economic growth of established nations but a negative impact on the economic growth 
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of developing nations. This result adds more evidence and validation to the body of research 

that shows how various tax arrangements can have varying effects on a nation's economic 

growth. Therefore, it is advised that politicians review their nation's tax laws if they wish to 

increase the beneficial effects of taxes on economic development, specifically attracting greater 

investment help financially build a country. 

 

RECOMMENDATIONS 

The research's conclusions lead to the following suggestions, which are meant to lessen indirect 

taxation's detrimental effects on emerging economies: 

• Progressive Tax changes: To lessen the regressive impact of indirect taxes on lower-

income households, governments ought to think about enacting progressive tax 

changes. This can entail raising or instituting direct income and wealth taxes. 

• Targeted Tax Exemptions: These tax breaks can be utilized to reduce the indirect tax 

burden on necessities like food, medication, and education. 

• Better Tax Administration: To increase efficiency, lower compliance costs, and 

improve tax revenue collection, governments should invest in bolstering their tax 

administration capacities. 

• International Cooperation: To exchange best practices and address the issues at hand, 

developing nations should work with other nations and international organizations. 
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