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FOREWORD

Protecting people’s health, income, and jobs from the worst of the pandemic
has required substantive increases in public expenditures. As levels of debt in
lower- and middle-income countries continue along the upward trajectory that
began well before the pandemic, fiscal space for development spending is
shrinking. Hence, strengthening domestic resource mobilization has become
an urgent priority in the political and economic agendas of governments
everywhere.

Yet empirical evidence shows that tax reforms have not always yielded
higher revenue. How governments go about collecting tax is integral to how the
state is financed. But it also determines how taxpayers view state institutions,
because paying tax is a major point of interaction between citizens and the
state. Although the need to simply raise more revenue is clear, the need to raise
revenue in a better way is important as well. Efforts to raise revenue should be
strengthened to address the biases of tax systems that exacerbate inequality.
Accelerating the move to a digital revenue administration will underlie this
undertaking.

At the Bill & Melinda Gates Foundation and the World Bank, we believe tax
systems should be equitable and deliver for all citizens. To that end, this report
develops a new avenue for delivering country tax reform by setting out a novel,
integrated framework for strengthening tax compliance and reform, especially in
low-income countries. In the past, tax reform leaned heavily toward strengthen-
ing tax enforcement and facilitating tax compliance. However, as this report
demonstrates, improving the trustworthiness of the tax system is equally import-
ant to strengthening tax compliance. It is also key to building the political sustain-
ability of reform and the social contract more broadly. Building trust also helps
mobilize political support for tax reform, prompting initially skeptical citizens to
demand the changes to the tax system needed to ensure that everyone pays their
fair share.

Substantial evidence across countries and regions indicates that the willing-
ness to pay taxes and support reform is higher when trust in the state is strong.
For example, a recent World Bank survey found that both anticorruption and
participatory budgeting measures led to improvements in tax compliance. It also



found that improving service provision—a sign that governments are holding up
their end of the social contract—predicts more positive attitudes toward compli-
ance. It should not be a surprise that citizens are more willing to pay taxes when
they know that their money is being well spent on services they want. What is
surprising is that more tax authorities have not made building citizens’ trust a
central plank of their compliance strategies. Building trust and boosting account-
ability are fundamental to providing countries with a stable, predictable, and
sustainable fiscal environment and to promoting inclusive growth.

As highlighted in this report, tax reform could benefit from this broader per-
spective on the drivers of tax compliance and reform. Governments face conse-
quences from how well citizens believe their taxes are being spent, from whether
they feel they are treated fairly by tax officials, from how well tax laws and deci-
sions are communicated, and from how equitable the tax system is. The key is to
recognize both the importance of more effective engagement between the state
and citizens and the pivotal role played by the tax system in this relationship.
More holistic approaches to reform that consider both politics and ways to
enhance trust could achieve more sustainable improvements in revenue raising
that are fair and equitable and translate into benefits for citizens.

By unpacking trust into four drivers—fairness, equity, reciprocity, and
accountability—this report offers readers clear-cut paths to operationalizing
trust-building in the tax system in practice. More important, it urges reformers
to focus on how to more effectively tailor reform strategies to local contexts and
constraints, reflecting the distinctive technical capacity and political challenges
policy makers face when building trust with taxpayers.

We hope this report will serve as an essential reference for the tax policy
makers, administrators, and practitioners who will lead the way in shifting the
paradigm from taxing more to taxing better. It is our hope that the framework is
adopted and used across the World Bank country network, building on the suc-
cessful pilots conducted in Albania, Georgia, Nigeria, Pakistan, and Tajikistan.
But adoption of this framework should not stop there. Through actions such as
the Addis Tax Initiative, international partners have pledged to increase their
capacity-building programs to continue to spur tax reform. As they work to
mobilize extra resources, they can use the framework laid out in this report to
guide their own advice and interventions. Doing so will not only provide sustain-
able finance for vital public services, but also build trust in the very institutions
that we all are attempting to support. We extend our thanks to our partners, the
Global Tax Program and the International Centre for Tax and Development, for
their crucial support of this important endeavor.

Marcello Estevio Kalpana Kochhar
Global Director, Macroeconomics, Director, Development
Trade, and Investment Policy and Finance
Equitable Growth, Finance, and Institutions Bill & Melinda Gates
The World Bank Foundation

Edward Olowo-Okere

Global Director, Governance

Equitable Growth, Finance, and Institutions
The World Bank
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CHAPTER 1

Introduction

Tax Compliance: A Persistent Challenge

Questions of how to effectively reform and strengthen tax systems have moved to
the center of development debates. On the one hand, recent successes present
opportunities for emulation and further progress. In many low- and middle-
income countries, governments have achieved significant administrative and pol-
icy modernization as well as meaningful improvements in revenue mobilization.
On the other hand, successes have been uneven, and major challenges remain. Tax
revenue in many countries continues to be well below the level needed to finance
achievement of the United Nations’ Sustainable Development Goals (figure 1.1)—
15 percent of the gross domestic product (GDP) is often cited as a rough minimum
annual target (Gaspar, Jaramillo, and Wingender 2016). Meanwhile, revenue col-
lection is frequently characterized by much unfairness and inequity, with espe-
cially weak compliance and enforcement among the rich and significant, though
overlooked, formal and informal burdens on lower-income groups. There is a
growing consensus that these persistent challenges reflect not only technical chal-
lenges, but also persistent political barriers to reform (Moore and Prichard 2017).

Observers have likewise questioned whether recent improvements in reve-
nue collection have contributed adequately to the construction of broader social
contracts.! Revenue collection is not an end in itself. It only becomes socially
desirable if it results in efficient, productive spending. Extensive research now
documents the ways in which the expansion of taxation may spur greater

Introduction



FIGURE 1.1 Total Tax Collection as a Share of GDP, by Region, 1990-2018
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Source: Government Revenue Dataset of the International Centre for Tax and Development, United Nations
University World Institute for Development Economics Research (UNU-WIDER), https:/www.wider.unu.edu
/project/government-revenue-dataset.

Note: “North America” follows the World Bank regional definition, comprising Bermuda, Canada, and the
United States.

accountability and contribute to state-building. Yet that research makes clear
that, despite success stories, strong connections among taxation, responsive-
ness, accountability, and state-building are far from guaranteed (PCT 2017;
Prichard 2015). This uncertainty has, in part, motivated creation of medium-
termrevenue strategies (MTRSs)—that is,amedium-term, whole-of-government
approach to tax reform. Meanwhile, questions remain about whether current
reform efforts are sufficiently aimed at fostering broader development gains
(Prichard 2010, 2015, 2016b).

The limited attention paid to building social contracts is evident in, among
other things, the scant fiscal redistribution in many low-income countries,
reflecting, in part, the weakness of both progressive taxation and redistributive
public spending (Lustig 2017). Although the impact of taxes on poverty reduc-
tion may look more encouraging when the in-kind value of all government-funded
services is considered, there is ample evidence that service delivery targeting the
poor is frequently ineffective (Hirvonen, Mascagni, and Roelen 2018). In fact,
perception surveys indicate that many citizens of lower-income countries, par-
ticularly across Africa, think the taxes they pay do not improve public services
(Bratton and Gyimah-Boadi 2016; Isbell 2017).

It is not surprising that inequitable tax burdens, questionable interactions
with tax officials, and the poor translation of revenue into services are
reflected in the limited trust that much of the low-income world has in tax
systems. In the majority of African countries, less than half of taxpayers trust
their tax administration, with levels of trust falling below 30 percent in some
countries (Isbell 2017). Across Latin America and the Caribbean, trust in
government can be as low as 26 percent (Argentina) and 17 percent (Brazil)—
see OECD (2020).
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This analysis suggests that the central challenge facing reformers lies in both
identifying innovative technical strategies to strengthen revenue mobilization
and improving trust to enhance compliance, build political support for reform,
and reinforce stronger social contracts. Recent research points to possible ele-
ments of a strategy, including strengthening the morale of taxpayers, paying
more attention to the political challenges of reform, tailoring reform to local
contexts and needs, and empowering taxpayers. However, these strands of
research have yet to be consistently applied in practice or translated into an
overarching vision for reform.

This report develops an integrated framework for strengthening tax compli-
ance and tax reform, especially in lower-income countries. The framework
combines three related dimensions of reform: enforcement, facilitation, and
trust. This is best understood not as an effort to fundamentally rethink what is
known about tax reform, but rather as an attempt to provide policy makers, prac-
titioners, and researchers with a coherent framework to guide reform efforts. By
bringing together recent research and lessons from the field about the drivers of
tax compliance, this report aims to guide thinking in holistic ways about how to
overcome persistent barriers to successful reform. It reviews the main technical
and political challenges of reform and outlines approaches to overcoming them—
all while emphasizing the importance of solutions tailored to specific national
and subnational contexts. Central to the framework is an emphasis on strength-
ening social contracts as a way to improve tax compliance, but also as a way to
build political support for sustainable reform.

The remainder of this chapter reviews traditional approaches to tax reform
and summarizes the conceptual framework that underpins this report. In the
chapters that follow, this conceptual framework is applied in greater detail
toreform challenges related to specific tax instruments and to taxpayer segments.
The aim is not to be exhaustive in either the topics covered or in the treatment of
those topics. Instead, each chapter applies the framework to specific tax chal-
lenges to highlight the value of the overall framework and identify specific
opportunities and strategies to strengthen tax compliance and reform.

Traditional Approaches to Tax Reform

Traditionally, approaches to tax reform have stressed the importance of techni-
cal measures to strengthen enforcement and, more recently, facilitate tax
compliance. This view of reform reflects early models of tax compliance in
which the decision to comply took the form of a rational economic calculus:
a taxpayer’s perceived probability of an audit, exposure to penalties, and risk
aversion. Stronger enforcement—increased detection and higher penalties—was
thus the key to inducing compliance (Cummings et al. 2009). Over time, these
models were complemented by a greater emphasis on facilitating tax compli-
ance, recognizing that taxpayers were more likely to comply when doing so was
straightforward and low-cost, thereby shifting the rational economic calculus in
favor of compliance (Alm et al. 2010; Alm and Torgler 2011).

The corresponding logic of reform has been relatively straightforward:
(D) identify contexts where political support for reform appears to exist; (2) invest
in strengthening enforcement and facilitation, often heavily informed by inter-
national experience (Fjeldstad and Moore 2008; Sanchez 2006); and (3) trust

Introduction



FIGURE 1.2 Traditional Theory of Change for Tax Reform
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Source: World Bank.

that expanded revenue collection will ultimately translate into broader public
benefits. This stylized, and admittedly highly simplified, traditional model of
reform is illustrated in figure 1.2.

This dual focus on enforcement and facilitation has underpinned a range of
desirable reforms in low- and middle-income countries along with modest, but
consistent, revenue gains. Efforts to strengthen enforcement have included
investments to expand assessment and audit capacities, new information tech-
nology (IT) systems designed to reduce the scope for avoidance, improved
collection methods, expanded access to third-party information, and policy
changes to reduce the scope for evasion (Slemrod 2018).

Meanwhile, efforts to facilitate compliance—and emphasize “customer
service”—have sought, among other things, to simplify reporting requirements;
provide easy access to information, support, and advice; offer simple ways to
make tax payments, including online, at banks, and via mobile phones; and
reduce face-to-face interactions with tax collectors (Fjeldstad and Moore 2008).

Finally, reform efforts have not only targeted taxpayers but also sought to
improve the efforts and performance of tax officials to emphasize a customer-
oriented approach and reduce collusion, corruption, and simple shirking. These
reforms have included pay increases and better career paths, performance-based
contracts, increased monitoring of results, efforts to reduce opportunities for
corruption and collusion, and a broad emphasis on strengthening the customer
orientation of tax administrations (Fjeldstad 2003; Mookherjee 1998; Raballand
et al. 2017).

Reform: Progress and Challenges

Despite important successes, efforts to strengthen enforcement and facilitation
have not been sufficient to consistently deliver more effective, equitable, and
accountable tax systems. In general, taxation of the wealthy remains highly inef-
fective in many low- and middle-income countries, where the share of revenue
from personal income taxes (PIT) is less than half of the share of PIT revenue in
high-income countries—one of the largest gaps in revenue mobilization between
the two groups of countries (figure 1.3). Subnational tax systems generally fail to
generate significant revenues, especially from property taxes, while in areas of
weak governance there is mounting evidence of heavy burdens that user fees and
demands for informal payments are placing on lower-income groups (Bird 2011;
Franzsen and McCluskey 2017; van den Boogaard, Prichard, and Jibao 2019).
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FIGURE 1.3 Composition of Tax Revenue, by Country Income Group, 1990-2018
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University World Institute for Development Economics Research (UNU-WIDER), https:/www.wider.unu.edu

/project/government-revenue-dataset.

Although the value added tax (VAT) has been hailed as a relative success, in
lower-income countries its performance has lagged expectations (Baunsgaard
and Keen 2010). Corporate tax collection continues to be plagued by extensive
and poorly managed exemptions, despite decades of international pressure for
better transparency. Meanwhile, recent estimates suggest that revenue losses
from international tax avoidance and evasion? are larger (as a share of GDP)
in low- and middle-income countries than in Organisation for Economic
Co-operation and Development (OECD) member states (Cobham and Jansky
2017). In turn, institutional reforms aimed at strengthening IT systems, limit-
ing political interference, reducing corruption, improving transparency, and
expanding engagement have frequently underperformed (Ahlerup, Baskaran,
and Bigsten 2015; Bird and Zolt 2008; Dom 2019; Moore 2014).

Considerations in Developing Reform Strategies

For those seeking strategies to strengthen reform efforts, four sets of consider-
ations are particularly important: (1) proactively navigating the political challenges
of reform; (2) fostering quasi-voluntary tax compliance through trust-building;
(3) strengthening social contracts; and (4) tailoring reform strategies to local
contexts and constraints. The conceptual framework developed in this report
addresses these broad challenges.

Political support. Ample evidence now suggests that, consistent with its role
in other aspects of public sector performance, political support is most often
the critical factor in the success of tax reform—see box 1.1 (Andrews 2013;
McCulloch and Piron 2019; Prichard 2019; World Bank 2017). Many opportuni-
ties for reform in low- and middle-income countries have been consis-
tently frustrated, despite being both relatively low-cost and technically
straightforward. Although in some cases failures may have been driven by a lack
of understanding, particularly among the senior officials who need to sign off on
reforms, in most cases lack of political will is the most compelling explanation.
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BOX 1.1
World Development Report 2017

Recognition of the growing importance of politics to tax reform is consis-
tent with the role of politics in other aspects of public sector performance.
World Development Report 2017: Governance and the Law (WDR 2017)
(World Bank 2017) argues that the asymmetries of power that lead to
exclusion, capture, and clientelism are at the root of a wide range of
development challenges. Tax reform inevitably creates winners and losers
and confronts strong vested interests, but it cannot succeed without
political support. Even so, broad-based political support is frequently
absent owing to perceptions that the system is unfair and to the lack of
clear reciprocity and benefits from expanded tax collection. WDR 2017
proposes that it is possible to make progress by

¢ Transforming incentive structures to enable commitment in the policy
arena

* Shifting the preferences and beliefs of those with power

* Enhancing the contestability of the decision-making process.

As in the framework developed here, WDR 2017 ascribes a central role
to building trust and expanding fairness: “delivering on commitments
feeds. .. backinto building trust in institutions and strengthening outcome
legitimacy.” This is most likely where government actions “resonat[e] with
peoples’ needs and perceptions of fairness.” Operationally, more effec-
tively navigating the political barriers to reform by explicitly considering
power a relevant factor is likely to involve a combination of opportunism
in identifying political opportunities for reform, strategies designed to
build a sustainable political foundation for reform, and more effective
approaches to assessing the extent of political commitments to reform.

For example, many governments fail to engage in even basic data sharing within
tax administrations to identify the most obvious and egregious examples of tax
evasion by elite groups, despite clear evidence that such data sharing can yield
immediate gains (Kangave et al. 2016, 2018). In other contexts, tax policies have
been written in ways that provide obvious opportunities for avoidance and
evasion, or that generate poorly justified tax exemptions for certain firms or
individuals (Prichard and Moore 2018).

Tax reform inevitably creates winners and losers. It also often threatens the
interests of political leaders or tax administrators who may benefit from weak
systems that allow for evasion, politicization, and various forms of informality,
collusion, and corruption. Because losses tend to be concentrated among a rela-
tively few stakeholders and gains tend to be dispersed across many, it is usually
easier for the losers to mobilize against reform, despite the aggregate gains from
reform outweighing the losses. Mobilizing the winners of reform to generate
broad-based political support is further complicated because of perceptions that
the tax system is unfair, without clear reciprocity and benefits from expanded
tax collection (Hassan and Prichard 2016; Moore 2017). Mobilizing pro-reform
coalitions among taxpayers and within government to overcome staunch
political opposition is thus central to successful reform. Yet traditional models of
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change largely treat political support as exogenous instead of seeking concrete
strategies for building support.

Despite the centrality of politics to successful reform, reform strategies have
historically been relatively silent on how to identify politically viable reform
opportunities, align reform to local political constraints, and build targeted
political support for reform. In each area, recent research has provided useful
guidance. First, identifying genuine political support for reform can be difficult
because governments may express support for reform, but in practice be unable
or unwilling to confront vested interests. Recent research suggests that relatively
low-cost, technically straightforward but politically costly reform measures,
such as improving data sharing, increasing transparency, pursuing existing tax
arrears, or tackling obvious sites of tax abuses, may indicate a genuine commit-
ment to reform. The willingness of reformers to tackle such politically costly
challenges can be a strong signal of a commitment to reform—and vice versa
(Jibao and Prichard 2016). Second, even where broad political support for
reform exists, reform must be tailored to the particular constraints that exist in
particular contexts, reflecting specific policies, institutions, and power dynamics
(Hassan and Prichard 2016). Finally, it is important to identify potential support-
ers of reform and specific strategies for building their engagement in the reform
processes, which, too, are likely to differ across contexts (Fairfield 2010, 2013).

Trust and quasi-voluntary compliance. A growing body of research has high-
lighted the potential for investments in strengthening trust to foster both
quasi-voluntary compliance and broader political support for reform. Yet in
practice efforts to build trust have been relatively ad hoc and low priority within
many reform programs. In thinking about the drivers of tax compliance, a useful
distinction can be drawn between “enforced compliance,” which results from
the state’s enforcement power, and “voluntary” (or “quasi-voluntary”) compli-
ance, which is driven by values, social norms, and levels of trust in the fairness,
equity, reciprocity, and accountability of tax systems (often collectively referred
to as tax morale). The “slippery slope” framework developed by Kirchler, Hoelzl,
and Wahl (2008) predicts that compliance will be highest when both enforce-
ment power and trust are high. At the same time, compliance may decline rapidly
when either trust or enforcement declines to very low levels. This dynamic
reflects the deep interdependence of the two. Trust and voluntary compliance
are unlikely in the absence of complementary investments in enforcement, while
stronger enforcement is less likely to be politically feasible in the absence of
trust, especially in the medium to long term.

Social contracts. A legitimate, responsive state is an essential precondition for
raising adequate revenue (Bird, Martinez-Vazquez, and Torgler 2006). Yet it
cannot be assumed that tax revenue will be used for public purposes. Ideally,
then, strategies to strengthen accountability should be part of tax reform efforts.
A broad literature highlights the potential for expanded taxation to spur greater
accountability by prompting taxpayers to demand results and generating
incentives for governments to make concessions to encourage quasi-voluntary
compliance (Dom 2018; Prichard 2015). This process may, in turn, provide the
basis for the construction of durable fiscal contracts, which contribute in
important ways to social outcomes, strengthening the overall social contract
(which includes more than just taxation). However, such positive outcomes are
not guaranteed. Although tax authorities will never have direct control over the
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extent of government reciprocity and accountability, there may be specific
aspects of tax reform design that could enhance accountability by empowering
popular engagement and demand making. Recent research has referred to these
aspects as a “governance-focused tax reform agenda.” It would place greater
weight on increasing the political salience of taxation (including through direct
taxation), increasing horizontal equity in tax enforcement, expanding meaning-
ful transparency around taxation and budgets, and directly supporting popular
engagement by giving people more opportunities to have a voice in tax reform
(Prichard 2016b).

Contextually appropriate reform strategies. Finally, reform strategies have his-
torically been heavily guided by international best practices, leading researchers
to refer to a “global tax reform agenda” (Fjeldstad and Moore 2008). Although
this approach has had important benefits, there is growing recognition of the
need to also tailor solutions to local needs, capacities, and constraints (Dom and
Miller 2018). A growing body of research has highlighted a disconnect between
international reform models and the local capacity constraints in lower-income
countries, as well as the need to offer simplified reform strategies tailored to
local capacities (see, for example, Best et al. 2015; Jibao and Prichard 2015;
Prichard and Moore 2018). Similarly, a focus on politics, trust, and social con-
tracts requires strategies for understanding the unique political barriers to
reform and the unique drivers of (mis)trust in different contexts.

Toward a Holistic Tax Reform Framework: Integrating
Tax Morale and Trust

The main value of the tax reform framework lies in the way it coalesces relatively
siloed and fragmented strands of research and practical insight into a coherent
approach to tax reform. In recognition of the need for a more holistic way to think
about the design of tax reforms, the framework places politics, quasi-voluntary com-
pliance, and the construction of stronger social contracts front and center (figure 1.4).
No individual component of this framework is particularly novel or transformative.
The best reform programs already do much of what is proposed here, though often
in more ad hoc ways. By translating research insights into operational guidance and

FIGURE 1.4 Theory of Change for Innovations in Tax Compliance
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tools, the framework provides a holistic platform for reform and for conducting sys-
tematic research on the effectiveness of these approaches for improving reform out-
comes (for a more detailed presentation of the framework and the research that
informs it, see Prichard et al. 2019).

The framework is centered on a belief that the effectiveness of reform
efforts can be strengthened by emphasizing trust-building alongside a more
conventional focus on enforcement and facilitation. By combining comple-
mentary investments in enforcement, facilitation, and trust, reformers not
only strengthen enforced compliance but also (1) encourage quasi-voluntary
compliance; (2) create conditions conducive to strengthening social contracts;
and (3) generate sustained political support for reform.

The box in the center of the model in figure 1.4 captures the interconnected
nature of investments in enforcement, facilitation, and trust. A key component
of trust in the tax system is a belief that everyone pays their fair share and is
punished fairly if they do not. This belief depends on adequate enforcement
(Touchton, Wampler, and Peixoto 2019). Meanwhile, where there is little trust,
it may be impossible to mobilize the necessary political commitment to
strengthen enforcement capacity. Investing in measures to strengthen trust
is thus also about creating a supportive political environment for expanded
enforcement. Ideally, these interconnected investments can set the stage
for virtuous circles of reform: successful investments in building trust provide
the political capital needed to pursue further reform, while translation of
the resulting revenue into public benefits further builds trust and compliance
among taxpayers.

Historically, reform programs have often treated political support for reform
as largely exogenous, whereas investments in building trust are a concrete
strategy for building political support for sustaining and advancing reform.
Making political support endogenous through trust-building can occur through
two broad channels, reflecting the different dimensions of trust. First, reformers
may seek to emphasize the fairness and equity of tax systems (“tax system
outcomes”). Second, reformers may seek to strengthen the extent of reciprocity
and accountability (“tax governance outcomes”). When taxpayers see visible
gains in both dimensions, they will be more willing to support future reform,
thus potentially ensuring a virtuous circle of reform. Although such trust-
building strategies are not a substitute for the need for committed political
leadership, they can reinforce that political support and make it more sustain-
able over time so that reform reversals are less likely.

Meanwhile, trust-building measures are likely to improve the quality of
governance in two broad ways. First, increasing trust in the tax system often
goes together with improvements in equity, reciprocity, and accountability—that
is, focusing on building trust makes strengthening public benefits an explicit
part of reform design. Second, investments in building trust—particularly efforts
to introduce meaningful transparency and consultation, to increase the political
salience of taxation, to ensure more equitable tax policy and enforcement, and
to strengthen taxpayer engagement—can empower taxpayers to successfully
demand public benefits from tax revenues.

Although trust has the potential to expand quasi-voluntary compliance,
mobilize additional political support for reform, and strengthen the social
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contract, it also introduces new points of potential resistance to reform. A push
for greater fairness in tax implementation may be resisted by tax officials who
fear fewer opportunities for collusion and corruption. An expanded emphasis on
equity is also likely to be met by resistance from wealthy taxpayers, who often
escape their full tax liabilities. Finally, governments themselves may be support-
ive of increasing revenue collection but resistant to constraints on their spend-
ing or to demands for accountability. More narrow technocratic approaches to
reform have often been adopted because they have been expedient in the short
term. However, both research and experience increasingly indicate that tackling
many of the most important reform challenges requires a more holistic approach
to shifting the existing political constraints on reform. Reflecting that reality, the
model in figure 1.4 is underpinned by broader strategies for navigating political
resistance to reform and tailoring reform to specific contexts.

Elements of the Tax Reform Framework: Enforcement,

Facilitation, and Trust

This section develops the elements of the conceptual framework—and the role of
trust-building, in particular—in greater detail. First, it reviews recent research and
evidence on the roles of enforcement and facilitation in strengthening tax systems.
It then expands on the role of trust-building as part of strategies for strengthening
tax compliance and tax reform. The goal is to highlight potential directions for
reform and to provide a framework for prioritizing different reform strategies in
different contexts.

The discussion aims to move beyond a singular focus on technical effective-
ness. Instead, any approach to reform should be technically effective, politically
feasible, and socially desirable. Technical effectiveness implies that each
intervention—whether related to enforcement, facilitation, or building trust—
should be shown to be an effective strategy for improving compliance. Political
feasibility implies that the reform strategy must either enjoy political support or
include a clear strategy for mobilizing it in a sustainable way. Social desirability
implies that any tax reform should be designed not only to increase revenue but
also to do so in a way that is equitable, engages and empowers taxpayers, and
creates conditions favorable to the construction of stronger social contracts.

Enforcement

Dominant models of tax compliance have long taken enforcement as the starting
point, with research progressively expanding understanding of enforcement
tools available to governments. The benchmark model of individual tax compli-
ance developed by Allingham and Sandmo (1972) treats taxpayers as welfare-
maximizing economic actors, with their compliance decisions reflecting both the
likelihood that noncompliance will be detected and the extent of penalties. Their
original model assumed that individual taxpayers would declare their own income,
subject to audit, and predicted levels of compliance far lower than those observed
in OECD countries (Cummings et al. 2009). Subsequent research has begun to
explain this higher-than-expected compliance, focusing especially on the ways in
which (third-party) information and tax withholding can dramatically improve
enforcement outcomes (Pomeranz 2015). Given this potential, effective and
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equitable enforcement is likely to remain the bedrock of any successful reform
strategy.

Two elements are common among efforts to strengthen enforcement:
(1) measures to increase monitoring of taxpayers and (2) measures to improve
tax collectors’ performance. Most models of tax compliance, particularly in OECD
contexts, have focused on strategies to improve the monitoring of taxpayers.
This reflects an assumption that tax collectors are committed to enforcing tax
compliance but lack the necessary tools. However, in low- and middle-income
country settings some tax collectors may not be fully committed to enforcement,
reflecting some combination of shirking behavior, collusion, corruption, or polit-
ical interference. Networks based on collusion and corruption are often deeply
embedded in tax administrations, with rents flowing upward or, in some cases,
helping to finance broader state patronage (Hassan and Prichard 2016; Khan,
Khwaja, and Olken 2016; Piracha and Moore 2015). In these contexts, improve-
ments in enforced compliance may depend not only on deploying new tools to
monitor taxpayers, but also on strengthening rules-based enforcement efforts by
tax collectors.

In response to persistent challenges, including capacity constraints in lower-
income countries, some researchers and practitioners have advocated simplifi-
cation to strengthen enforcement, such as streamlining excessively complex
business processes (Prichard and Moore 2018). Moreover, simplification could
benefit taxpayers by making it easier for them to comply with their tax obliga-
tions, facilitating quasi-voluntary tax compliance. Simplifying approaches to
taxing income may also reduce the scope for abuse. For example, based on
research in Pakistan, Best et al. (2015) present evidence that shifting corporate
income taxation away from profits (which are more easily manipulated) in favor
of turnover taxes may reduce evasion by 70 percent or more while creating
relatively little economic distortion.

Facilitation
Although enforcement remains the bedrock of most reform strategies, efforts to
facilitate compliance have become a standard feature of reform programs over the
past couple of decades. Reforms aimed at facilitation recognize the role of the tax
administration as a provider of services and information that should make compli-
ance as easy as possible. Noncompliance is not solely a function of purposeful
evasion (intent). It also may result from taxpayer ignorance, inability to pay, or
transaction costs that tip the scales against compliance. Facilitation is often pre-
sented as making tax administrations customer friendly, with taxpayers treated as
clients rather than potential criminals. The intuition is clear: at the margin, a tax-
payer is more likely to comply if the government does not erect hurdles to doing so.
Initially, facilitation efforts were viewed in primarily technical terms. While
enforcement efforts sought to raise the cost of noncompliance, facilitation mea-
sures aimed to reduce the cost of complying. These kinds of reforms had several
key elements, including improving access to information (so that taxpayers
understand what is required); cost reduction (via simplification of policies
and filing requirements); and reduction of interaction with tax officials (to help
reduce compliance time, but also to reduce corruption). Reforms aimed at sim-
plification have reduced unnecessary regulations and the (sometimes large)
number of taxes businesses must pay (especially small businesses). In most
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cases, national governments now collect a relatively small number of taxes
(income taxes, VAT, and customs duties, most notably) for which the discretion
of tax collectors is comparatively limited and payments can be made in a variety
of ways.

Although much remains to be done, in general the costs of compliance have
fallen, and the scope for day-to-day corruption and collusion has similarly
declined. Globally, the average time required for companies to comply with
their tax obligations fell from 324 hours in 2006 to 205 hours in 2019, while the
average number of required payments dropped from 34 to 24. However, signifi-
cant regional differences remain (World Bank 2019). A partial exception to this
progress seems to be at the subnational level in many lower-income countries,
where revenue systems frequently continue to be characterized by significant
complexity, extensive face-to-face interactions between tax collectors and tax-
payers, and a wide range of “nuisance taxes” and informal payments. That said,
there, too, reforms to simplify tax systems and facilitate compliance appear to
be taking root.2

Although these facilitation reforms have enjoyed significant success, their
impact on compliance is less clear. At some level, there is no doubt that facilita-
tion reforms have led to concrete gains in tax receipts: psychological research
makes clear that reducing costs virtually guarantees increased compliance
(Alm et al. 2010). In addition, there is some evidence that, for example, the
introduction of “one-stop shops” for small-business registration has aided
formalization and compliance (Devas and Kelly 2001). Yet there have been few
systematic efforts to study the magnitude of these effects, especially in low- and
middle-income countries. Additional evidence could help tax agencies allocate
resources and confront institutional inertia—or the vested interests slowing
implementation of useful reforms.

Trust

Recent research has increasingly stressed the importance of building trust to
strengthen tax morale and encourage tax compliance (Chang, Supriyadi, and
Torgler 2018). Tax morale is generally defined as capturing “nonpecuniary motiva-
tions for tax compliance” (Luttmer and Singhal 2014, 150)—that is, all of the fac-
tors other than enforcement and facilitation that may drive tax compliance. Tax
morale reflects individual ethics and values, social norms, and the extent of trust in
tax systems—and more broadly, fiscal systems. Some of these factors, such as eth-
ics, values, and social norms, vary across individuals and are relatively unrelated to
and unconditional on government performance. Trust, on the other hand, is more
conditional and depends on the extent to which taxpayers believe they are treated
fairly, tax systems are equitable, they receive services in return, and governments
are broadly accountable (Prichard, forthcoming). Improvements in trust can thus
improve tax morale and contribute to enhanced tax compliance, offering the most
immediate target for prospective reformers.

Less frequently emphasized is the importance of building trust to strengthen
political support for reform. The conventional view from research is that gov-
ernments should enhance trust to encourage individual taxpayers to comply
with taxes quasi-voluntarily. This narrow focus makes better sense in high-
income countries, where the core features of well-functioning tax systems are
already in place. By contrast, in most low- and middle-income countries a lack of
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political support for tax reform is the most immediate barrier to progress. There
is even some evidence that tax administrators themselves may be less committed
to enforcement where there is little trust in government (Prichard 2016a). In
most countries, political leaders have, for example, been unwilling to bear the
political costs of expanding revenue collection among elites via income or prop-
erty taxes. By increasing trust in the tax system, it may be possible to encourage
compliance by those elites and equally to mobilize the political support needed
for expanded enforcement more broadly. Building trust is thus not a substitute
for enforcement; it is a complement. Consistent with this view, research has
highlighted the political payoffs from crackdowns on illegal tax evasion (Casaburi
and Troiano 2016) and from linking public services more clearly to new revenue
collection (Jibao and Prichard 2015; Prichard 2015).

Finally, where governments invest in building trust in tax systems, such a step
can directly and indirectly help strengthen the broader social contract. Strategies
that focus exclusively on strengthening enforcement and facilitation run the risk
of ignoring the broader social objectives of tax systems because they offer no
mechanism for increasing the likelihood that revenue will be used to provide
public benefits. Strengthening trust implies improving fairness, equity, reciproc-
ity, and accountability. By making expanded trust central to reform, these
broader goals are given greater prominence as well. Meanwhile, investments in
trust-building—such as efforts to expand transparency or the space for account-
ability—can also empower taxpayers, increasing their ability over time to demand
responsiveness and accountability from governments (Prichard 2015).

Building trust as part of tax reform strategies seems likely to be especially
important in low- and middle-income countries, where trust in tax authorities
is limited, compliance is poor, and political support for taxation is low. Across
36 countries in 2014-15, Africans expressed more trust in informal institutions
such as religious leaders (72 percent) and traditional leaders (61 percent) than in
the tax department (on average, 44 percent). More than one-third of Africans
report believing that all or some people working for domestic tax agencies are
corrupt (Bratton and Gyimah-Boadi 2016; Isbell 2017).

One way to conceptualize the importance of trust-building in lower-income
countries is to view it as a strategy for escaping a low-level equilibrium in tax
collection. In theory, taxpayers would be willing to pay more taxes in exchange
for more effective government services. However, a lack of trust leads to non-
compliance and little support for expanded enforcement. Meanwhile, govern-
ments would like to collect more revenue, but they are unwilling to bear the
short-term political costs of increasing enforcement and do not trust that tax-
payers will reward them politically, even if new revenue translates into better
services. Neither side wants to move first. Building trust could help to break this
impasse by making tax reform more popular, thereby generating both short- and
long-term political payoffs to reform4

Conceptualizing Trust

Converting the growing interest in building trust into practice requires clearer
definitions, concepts, and strategies that lead to understanding what it means to
strengthen trust in tax systems and how that might be achieved. Definitions of
trust vary across disciplines, but they generally refer to whether governments
are behaving “in accordance with normative expectations” and whether they
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will continue to do so (Miller and Listhaug 1990). As important, an individual’s
degree of trust is consistently understood to be a learned behavior, shaped by
changing experiences and social norms, rather than a stable personality trait.
Levels of trust in government fluctuate in response to who is in power, which
policies are adopted, and how they are implemented. More simply, concrete
government action can drive greater trust, expanded compliance, and broader
support for tax reform.

Although research has conceptualized trust in diverse ways, the framework
described here deepens the “trust” component of the overarching conceptual
framework presented in figure 1.4 by breaking it down into four key drivers,
capturing the extent of perceived

e Fairness, whereby tax systems are fairly and competently designed and
administered

e Equity, whereby burdens are equitably distributed, and everyone pays their
share

e Reciprocity, whereby tax revenues are translated into reciprocal publicly
provided goods and services

e Accountability, whereby governments administering tax systems are account-
able to taxpayers.

This framework does not capture every possible dimension of trust, but it
does focus attention on elements that map naturally onto specific objectives of
tax reform efforts. As noted earlier, these components of trust can be usefully
divided into two broad types: (1) elements specifically related to the functioning
of the tax system (fairness and equity); and (2) elements related to the broader
use of tax revenue by the government (reciprocity and accountability). The first
set—tax system outcomes—fall within the traditional remit of tax reform efforts.
Those responsible for tax policy and administration can, with the political
license to do so, directly improve fairness and equity in both policy and adminis-
tration.

By contrast, the second set—tax governance outcomes—are not directly under
the control of tax authorities. Although tax administrations are accountable to
taxpayers (for example, by acting on their concerns), there is a broader element
of accountability involved in building trust with the government at large. In
these cases, tax governance outcomes depend on the broader actions of govern-
ment in delivering reciprocal services or expanding political accountability.
Even a politically empowered tax agency cannot guarantee improved reciprocity
in service delivery because it depends on the engagement of a broader set of
government actors.

When trust is expanded—which implies that governments have both the pos-
itive intent (integrity) and the technical competence to increase fairness, equity,
reciprocity, and accountability—this leads to expanded tax morale while also
shaping norms of compliance. Tax morale, in turn, drives two broad outcomes:
enhanced quasi-voluntary tax compliance and enhanced political support for
current and future reform.

Innovations in Tax Compliance



Ultimately, it is important to understand the construction of trust around tax
compliance in active, reciprocal terms. Trust is not, in and of itself, socially ben-
eficial. Blind trust in government can undermine long-term reform by reducing
citizens’ demands for improved outcomes (Hardin 1999). Trust is, instead,
something built through reciprocal action by taxpayers and governments. In the
language of political science and sociology, the goal is not simply to foster
trust among citizens but to foster the trustworthiness of governments (Levi
and Stoker 2000).

The next subsections explore each component of trust in greater detail for
both individuals and businesses.

Fairness

Fairness captures the extent to which taxpayers believe the process for paying
taxes is fairly designed and administered. This includes taxpayers
understanding, among other things, the system itself, their treatment by tax
collectors, the fairness of penalties, and the availability of recourse in cases of
abuse. This component of trust broadly combines the categories of proce-
dural justice and retributive justice from economic psychology and is funda-
mentally about how individual taxpayers experience tax administrators and
the tax system. Taxpayers (either individuals or businesses) are more likely to
comply if they feel that they have been treated respectfully, honestly, and
impartially (Fjeldstad and Tungodden 2003; Picciotto 2007; Shapiro and
Slemrod 2003).

Limitations to taxpayer knowledge. One source of perceived unfairness
in many low- and middle-income countries is the limited understanding of
both individuals and some (particularly small) businesses of the taxes they
are required to pay and how to pay them. According to the Afrobarometer
surveys, over 55 percent of taxpayers reported that it was “difficult” or “very
difficult” to find out what taxes they are supposed to pay to the government.®

Arbitrary or abusive tax enforcement. Another source of unfairness is arbi-
trary or abusive enforcement, and extraction, by tax collectors. Surveys indicate
that tax agencies are frequently among the least-trusted institutions—and those
most likely to be involved in corruption—in many low- and middle-income coun-
tries (see, for example, Fjeldstad 2005).

Arbitrary or punitive penalties. Yet another source of unfairness is the arbi-
trary or highly punitive penalties related to some taxes, both formal and infor-
mal. In some low-income countries, enforcement can be highly punitive for
infractions related to smaller taxes (Fjeldstad and Semboja 2001; Fjeldstad and
Therkildsen 2008). Even for somewhat larger businesses, however, punitive
enforcement measures (such as closing businesses) can be a double-edged
sword. Here the reform goal is, in principle, simple: put in place penalties that
are sufficient to encourage compliance but not excessive and, critically, that are
consistently applied.

Tax uncertainty for businesses. Especially for businesses, the predictability of
tax enforcement likely figures centrally in compliance decisions. Research sug-
gests that predictability—and not only related to taxation (Campos, Lien, and
Pradhan 1999)—is important for businesses because it facilitates planning
and investment, while predictably equitable enforcement ensures a level
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competitive playing field (Hassan and Prichard 2016). Reflecting this logic, a
recent OECD study goes so far as to use measures of “tax certainty” as a direct
proxy for business tax morale because of the current absence of alternative
measures and survey data (OECD 2019).

Links with tax policy and forecasting. Inappropriate tax policies and problems
with revenue forecasting sometimes are at the root of unfair tax administration.
This may be true where tax policies offer significant subjectivity in the assess-
ment of tax liabilities—such as the “market value” systems of property tax assess-
ment or presumptive tax systems based on administrative estimation of turnover.
A different problem can arise at the level of revenue forecasting. In many if not
most cases, revenue forecasting is highly imprecise, which can expand incen-
tives for tax collectors to engage in arbitrary extraction to meet targets (Piracha
and Moore 2015).

Equity

Equity captures the extent to which the tax burden is believed to be fairly distrib-
uted across taxpayers. There is now considerable evidence that taxpayers are less
likely to comply—or to support higher taxes—when they feel that the distribution
is unfair. Put differently, although taxpayers may be willing to pay their “fair
share,” they are more likely to oppose taxation when they feel others are not pay-
ing enough. The term equity captures two distinct dimensions: horizontal and
vertical equity.

Horizontal equity. Horizontal equity asks whether there are large differences
in tax burdens among otherwise similar taxpayers owing to unequal tax policies
or unequal enforcement. The most conspicuous, and problematic, horizontal
inequity in most countries appears to result from unequal enforcement of many
taxes. If the enforcement efforts of tax administrations are selectively targeting,
or selectively ignoring, certain classes of taxpayers that otherwise have the same
income, the principle of horizontal equity will be violated. To some extent, this
violation is inevitable because risk management usually includes factors beyond
income believed to be associated with evasion and avoidance (Carfora, Pansini,
and Pisani 2017; Scotchmer 1987). More problematic, but more difficult to docu-
ment precisely, is the perception that those with strong connections within gov-
ernment and the administration are better able to minimize or avoid taxes (Lin
et al. 2018).

Vertical equity. Vertical equity asks whether the distribution of the tax burden
is equitable across the income and wealth spectrum. This depends to an import-
ant degree on societal beliefs about what a “fair” vertical distribution of the tax
burden looks like. In most countries, there is a broad belief that individual tax
burdens should be progressive—in other words, that the rich should pay more, as
a share of income or wealth, than those who are less well off. To achieve the goal
of vertical equity, most tax systems rely on a subset of progressive tax policies
such as income taxes with progressive rates. Whether tax systems as a whole are
vertically equitable will depend on the balance between progressive taxes and
other taxes and fees that may be less progressive or impose relatively heavier
burdens on lower-income groups. It will also depend on the effectiveness of the
tax administration, which can be a source of vertical inequities if administrative
efforts—or the government’s willingness to collect tax—vary along the income
distribution (Bachas, Jaef, and Jensen 2019).
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Reciprocity

Reciprocity, perhaps the most intuitive of the four elements underlying trust in tax
systems, lies at the core of the social contract. It is the idea that tax revenues will
contribute to the provision of valued public goods and services. This concept is
frequently at the heart of government outreach and education campaigns, which
stress the need for taxes to fund national development. The operational question
for governments is whether taxpayers believe that taxes are, in fact, used for
national development and, if not, how to build greater trust.

Taxpayers’ beliefs. Surveys in low- and middle-income countries suggest that
taxpayers are, at least in principle, strong believers in the importance of taxation
to fund government. Afrobarometer survey data find that two-thirds of respon-
dents on average believe that citizens should pay their taxes to support national
development (Aiko and Logan 2014). Accordingly, there is mounting empirical
evidence that the use of tax revenue for public goods is associated with higher
levels of tax morale and compliance (Ali, Fjeldstad, and Sjursen 2013; Ortega,
Ronconi, and Sanguinetti 2016). The core challenge facing governments is thus
to demonstrate to taxpayers that tax revenues are in fact being used to fund
national development.

Increasing transparency. Assuming that governments are genuinely commit-
ted to improving services, increasing transparency is one strategy for achieving
improvements in public trust. At the local government level, this may mean pub-
lishing documents detailing revenue raised and public expenditure by project
and category. At the national level, a growing number of countries publish
(sometimes in newspapers) all public spending projects, thereby allowing more
targeted monitoring of public expenditures. In Kenya, for example, civil society
groups have sought to explicitly link citizens’ status as taxpayers to their expen-
diture tracking advocacy (Prichard 2015). However, there are important con-
cerns about the efficacy of transparency initiatives alone. The availability of
information is only likely to encourage trust if taxpayers can access, understand,
and use the information, and if it proves that the government’s performance is
indeed meeting popular expectations (van den Boogaard et al., forthcoming).
Transparency about poor performance may, in fact, reinforce a lack of trust in
public authorities.

Earmarking tax revenue. If transparency or communication-based initiatives
seem inadequate for increasing trust, earmarking revenues may be an option.
Earmarking is a way to link specific revenue collection more explicitly to specific
public expenditures, either formally or informally. Experiences from Norway
suggest that earmarking may significantly heighten political support for tax
increases (Saelen and Kallbekken 2011). Ghana has produced similar evidence as
well (Prichard 2015). However, there are important trade-offs in explicitly link-
ing taxes to services. Conceptually, taxes are generally intended to be unrequited
payments to government, and such earmarking risks creating expectations—par-
ticularly among the wealthy—that they should receive quite narrow and direct
benefits from tax payments. More pragmatically, the expansion of earmarks can
create problematic budget rigidity, while budget fungibility means that earmarks
can become political theater and complicate budget processes without actually
driving improvements in service delivery (Bird and Jun 2005). These risks are a
reminder that earmarking almost certainly should be used cautiously and with
clear justification.
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Accountability

While the desire for reciprocity captures taxpayers’ interest in receiving public
goods and services, a demand for accountability captures their desire for an insti-
tutionalized voice in shaping how tax and spending decisions are made. The goals
of reciprocity and accountability do, however, overlap: the goal of accountability is
often to provide an institutionalized way for taxpayers to demand and ensure rec-
iprocity. But the goals are also meaningfully distinct: whereas reciprocity implies
that governments are making potentially time-limited concessions to taxpayers,
institutionalized accountability is intended to ensure that reciprocity is sustained.
To an extent, ensuring accountability can help to address time inconsistencies in
promises to increase reciprocity in exchange for higher taxation (Aidt and Magris
2006). As important, accountability may have an independent value to those who
are granted a voice in shaping tax and spending decisions.

Citizen participation. Evidence suggests that lower corruption, as well as par-
ticipatory budgeting and other forms of direct democracy, are associated with
higher tax compliance. Two studies from Brazil support these ideas. One finds
that evidence of corruption reduces property tax receipts and increases demands
for participatory budgeting (Timmons and Garfias 2015). The other, a World
Bank study, demonstrates that the presence of participatory governance institu-
tions is closely associated with the ability of municipal governments to raise
local tax revenue (Touchton, Wampler, and Peixoto 2019).

Private sector engagement. The importance of accountability in shaping trust
and tax compliance among business taxpayers has been underresearched,
although some key messages have begun to emerge. In general, businesses
appear more involved than individuals in the creation of specific narrow forums
for participation in shaping government action because these forums may most
directly address their core interests and concerns.

Summary: Targeted Approaches to Building Trust

A critical challenge for reformers thus lies in identifying the right kinds of local
strategies for building trust among groups of taxpayers who are significant con-
tributors to revenue or political support for reform. There are likely to be distinct
drivers of (mis)trust among groups of taxpayers, and the taxpayers who are most
important to reform objectives will likewise vary, depending on reform objectives
and the dynamics of particular contexts. The best strategies will be able to identify
the specific concerns of targeted groups, as well as tailored solutions for address-
ing them. Taxpayers will increasingly trust the government if the government can
successfully deliver fairness, equity, reciprocity, and accountability. Governments
will increasingly trust taxpayers if taxpayers increase their tax compliance in
response to improved government performance and openness. Because of the lim-
ited public trust in public authorities, improvements are likely to be incremental.
The payoff for governments is clear: not only greater tax compliance but also
greater political support for continued reform and expanded enforcement.

Tailoring Reform: Combining Enforcement, Facilitation, and

Trust to Strengthen Social Contracts

A key challenge for governments lies in finding the right combination of enforce-
ment, facilitation, and trust-building measures to achieve both revenue gains
and broader development goals. Here, the research thus far has comparatively
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little to say. Although all of these factors clearly matter, it is less clear how to best
combine, prioritize, or sequence them. Most likely, the answer will depend on
identifying the specific objectives and constraints in various contexts, while
viewing enforcement, facilitation, and trust as complementary, rather than
distinct, strategies. This approach requires carefully defining local reform prior-
ities, analyzing the local politics of reform, identifying the binding constraints
to improved outcomes, and focusing on developing evidence-based paths to
trust-building.

Successful implementation of the framework laid out here is likely to depend
on tailoring reform to local contexts, but this report does not spell out specific
tax reform strategies or trajectories. Instead, it reviews key challenges and bar-
riers to tax reform and, drawing on discrete research findings, describes how
investments in enforcement, facilitation, and trust have been used in the past to
provide a more holistic framework for thinking about future reform. It also lays
the groundwork for developing tools to consistently transform research findings
into operational outcomes and provides a platform for conducting systematic
research on the effectiveness of these approaches to reform.

Reflecting this commitment to translating research evidence into practice,
an operational toolkit has been developed to complement this report. It is
designed to support assessments of challenges to tax compliance and tax
reform in particular contexts and to help identify contextually appropriate and
politically informed reform strategies. While beyond the scope of what is dis-
cussed here, the operational toolkit is built around a four-part analysis: (1) a
technical assessment; (2) an assessment of taxpayer trust; (3) a political econ-
omy analysis; and (4) a binding constraints analysis. The technical assessment
explores the underlying challenges of tax policy and administration that limit
progress on reform. The technical assessment is complemented by a taxpayer
survey intended to dive deeper into taxpayers’ relationships with the tax
administration to uncover trust bottlenecks. The political economy analysis
seeks to understand the political barriers to reform, assess what kinds of
reform may be politically feasible, and suggest strategies for designing
incentive-compatible reform, minimizing political resistance and building
more sustainable political support for reform. Finally, the binding constraints
analysis pulls together those distinct elements to support governments in
identifying the most immediate priorities for unlocking improved performance
in particular contexts. The operational toolkit and conceptual framework
complement existing frameworks and diagnostics such as the MTRS and the
Tax Administration Diagnostic Assessment Tool (TADAT) by explicitly inte-
grating political economy, the role of trust, and an emphasis on targeting bind-
ing constraints to reform (box 1.2).

In emphasizing the role of trust-building in reform design, the goal is not
only about taxing more, but taxing better. Research has provided a broad pic-
ture of strategies to empower taxpayer voices as part of tax reform, including
expanding the political salience of taxation, improving horizontal equity in
enforcement, strengthening transparency and the links between revenue and
expenditures, and supporting institutional space for engagement between tax-
payers and governments (Prichard 2015; van den Boogaard et al., forthcom-
ing). All of these approaches overlap closely with strategies for increasing
trust, compliance, and political support for reform. Thus there is a clear
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BOX 1.2
Diagnostics and Programmatic Approaches to Tax Reform

A medium-term revenue strategy (MTRS) aims to strengthen political
ownership of tax reform and provide a comprehensive medium-term
perspective on reform objectives. It presents an overarching vision of
the objectives of tax system reform, while establishing an appropriate
institutional setting and stakeholder engagement. The Tax Administration
Diagnostic Assessment Tool (TADAT) is a technical “health” assessment
of the effectiveness of critical tax administration functions, processes,
and institutions.

The framework developed here draws on these resources and pro-
vides insights into how to concretely advance reform efforts. An MTRS
helps to define what government reformers want to achieve. TADAT is
a detailed assessment of what currently works well and less well. In
turn, the framework described here seeks to answer this question:
What should governments prioritize concretely to advance in their
reform objectives? The MTRS objectives and TADAT technical assess-
ment—when available—are taken as starting points. The framework
then, after considering the political constraints to reform and explor-
ing the role of (mis)trust in shaping compliance and support for reform,
combines the technical, political, and trust diagnostics in order to
assess what reform strategies and priorities are most appropriate in
specific local contexts.

argument for reformers to place greater emphasis on trust-building, not only
to increase revenue collection but also to support the translation of new reve-
nues into broader social benefits.

Organization of This Report

The remainder of this report is organized as follows. Chapters 2-6 apply the
reform framework to specific tax topics. Each chapter introduces the compli-
ance challenges and barriers to reform common to the taxation of a taxpayer
segment—individuals and households, high-net-worth individuals, large cor-
porations, small and medium enterprises (SMEs), and subnational taxpayers—
and considers options for improving quasi-voluntary compliance and building
political support for reform by combining reforms targeting enforcement,
facilitation, and trust.

The focus on specific groups of taxpayers, rather than tax types, reflects
the logic of the framework developed here. Each group of taxpayers presents
distinctive political challenges, needs, and opportunities for trust-building. The
focus on compliance implies an emphasis on tax administration as opposed to
tax policy, because that is where the largest operational compliance problems
tend to be. However, that does not mean tax policy is not addressed. In fact,
the link between policy and administration is a key part of the framework. Tax
policy choices directly affect the distribution of the tax burden and therefore
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perceptions of the trustworthiness of the tax system. Tax policy choices also
shape the nature of administrative challenges. Although the emphasis is
on administration of the tax system, links with tax policy are highlighted
where they are important for understanding the challenges to improving tax
compliance.

Chapters 2-6 are structured as follows:

e The tax compliance challenge. The first section spells out the key challenges to
improving tax compliance in a particular segment of taxpayer.

e Barriers to reform. This section identifies the binding technical and political
barriers that complicate progress on reform.

* Reform progress—and future options. Based on a review of the academic and
policy literature, this section revisits reform options across the enforcement,
facilitation, and trust dimensions.

e Conclusion. The final section brings together the different parts and high-
lights the key messages.

Chapter 7, the final thematic chapter, focuses on the crosscutting role of tech-
nology, reflecting the centrality of technology across many reform initiatives.
Technology plays an important role not only in strengthening enforcement and
facilitation, but also in building trust. Chapter 8 offers conclusions.

The aim is not to be exhaustive in either the set of topics covered or the treat-
ment of those topics. Instead, the goal of the thematic chapters is threefold: (1) to
illustrate the ways in which the conceptual framework developed here may shift
understanding of tax reform challenges; (2) to reflect on how that understanding
can support the development of reform strategies that contribute not only to
expanded revenue collection but also to strengthening the social contract; and
(3) to offer concrete illustrations of the ways in which an expanded focus on
trust-building, political analysis, tailored approaches to reform and strengthen-
ing of the social contract can drive distinctive, and hopefully more effective,
approaches to designing and implementing reform programs.

Notes

1. Taxation is an integral part of many social contracts. It contributes to state-
building through “tax bargaining” between citizens and governments, which
underpins an exchange between citizens and governments. In tax bargaining,
increased tax collection is exchanged for greater responsiveness and
accountability. This process may, in turn, provide the basis for the construction
of durable fiscal contracts, which contribute in important ways to social
outcomes, strengthening the overall social contract (which includes more than
just taxation).

2. Tax avoidance refers to the use of legal methods to minimize one’s tax liability.
Tax evasion refers to the illegal concealment of income or information from tax
authorities.

3. For example, Englebert and Kasongo (2014) and Paler et al. (2017) document the
huge range of subnational taxes and fees that exist in the Democratic Republic of
Congo, as well as tentative government efforts to begin to reduce the range of
such payments.
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4. Lagos, Nigeria, offers an interesting example of this kind of positive dynamic
(Cheeseman and de Gramont 2017).

5. Afrobarometer, Round 6, 2014 /15, http://www.afrobarometer.org.
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CHAPTER 2

Direct Taxes on Individuals
and Households

Anna Custers, Roel Dom, and Wilson Prichard

The Tax Compliance Challenge

In wealthier member countries of the Organisation for Economic Co-operation
and Development (OECD), direct taxes, primarily on personal income, are the
backbone of revenue collection, while progressive rate structures for the personal
income tax (PIT) are a key driver of progressivity in overall tax burdens. This sys-
tem stands in stark contrast to those in lower-income countries where revenue
from the PIT is far more limited, and there is mounting evidence of a striking lack
of progressivity of direct taxes and other levies on individuals and households.
This chapter provides an overview of the challenges associated with direct taxa-
tion and other direct fiscal burdens in lower-income countries. Subsequent chap-
ters explore in greater detail specific aspects of that story, such as the taxation of
so-called high-net-worth individuals (HNWIs).

Until the 1980s, the implementation of a broad-based, progressive PIT was
the hallmark of international tax reform efforts (Bird 2013). Most countries
adopted a PIT with high—often very high—marginal rates to ensure progressiv-
ity, although the effective rates were often much lower because of loopholes
and exemptions (World Bank 1988). Many also had separate taxes on wealth,
though often poorly enforced. In the late 1980s, attention shifted to the value
added tax (VAT) and trade taxes, and PIT systems were gradually simplified
and deemphasized as a central focus of reform efforts (Dom and Miller 2018).
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The simplification of personal income taxes saw top marginal rates and struc-
tural progressivity decline significantly (figure 2.1). Evidence suggests that this
may have reduced revenue in high-income countries, but the impact is less
clear for low- and middle-income countries, where ineffective administration
undermined revenue collection both before and after those reforms (Genschel
and Seelkopf 2016; Peter, Buttrick, and Duncan 2010).

In recent years, the pendulum has begun to swing back toward strengthen-
ing direct taxes, and especially the PIT, amid increasing concerns about
inequality and the ineffective taxation of high-net-worth individuals. This
renewed emphasis reflects the fact that direct taxes—and the taxation of per-
sonal income, in particular—remain highly ineffective in much of the develop-
ing world, where PIT collection lags far behind levels found in OECD countries.
Lower-income countries collect less than 3 percent of their gross domestic
product (GDP) from personal income taxation, compared with 8 percent in
OECD countries (figure 2.2). OECD countries also complement PIT with social
security contributions (SSCs), which average about 10 percent of GDP. Low-
and middle-income countries rely far less on SSCs, and low-income countries
collect hardly any. Combined PIT and SSC revenue accounts for about
17 percent of total government revenue in lower-middle-income countries—a
share that jumps to 40 percent in OECD countries. In all cases, these shares are
smaller still in low-income countries.

Meanwhile, and perversely, there is growing evidence that although progres-
sive taxes on personal income are frequently ineffective in low-income coun-
tries, other forms of direct taxation and especially informal fiscal burdens
often impose substantial burdens on lower-income populations, in particular

FIGURE 2.1 Evolution of Marginal Personal Income Tax Rates for
Selected Countries, 1979-2002
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FIGURE 2.2 Personal Income Tax and Social Security Contribution as a
Share of GDP, by Country Income Group, 1990-2018
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(Olken and Singhal 2011). This finding suggests that whereas in wealthier coun-
tries direct taxes are critical to revenue raising progressively, both revenue col-
lection and progressivity are far more limited in low-income countries.

This chapter looks at the key barriers to more effective personal income tax-
ation as well as other direct fiscal burdens on lower-income groups in lower-
income countries. It examines not only how governments can collect more
revenue, but also how direct taxes and other levies on individuals and house-
holds can be made fairer and more equitable. To do so, it explores the current
progress in reform and the ways in which the conceptual framework developed
in chapter 1 may inform future reform strategies. The discussion here then sets
the stage for chapter 3, which goes into greater detail on the taxation of high-
net-worth individuals because they present distinct tax challenges and possibil-
ities, and chapter 5, which focuses on the taxation of small and medium
enterprises (SMEs).

Undertaxation of the Rich

What explains low levels of PIT collection in low-income countries? Most accounts
concentrate on narrow tax bases. Revenue administrations in many low- and
middle-income countries often do not have an adequate handle on the population
of taxpayers, resulting in low numbers of registered and active personal income
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taxpayers (Mayega et al. 2019). Estimates suggest that, on average, only 5 percent
of the population of lower-income countries is registered for personal income tax-
ation (versus 50 percent in high-income countries), covering only 15 percent of
income (IMF 2011). This disparity often generates relatively vague calls to tax the
“informal sector.” However, such calls offer limited guidance for reformers. The
critical question is then: Where are the largest gaps in PIT collection on which
reformers should focus?

There is growing agreement that the most important challenge to improving
PIT collection lies in broadening the base of relatively wealthy taxpayers, while
also ensuring that all registered taxpayers are paying what they should. Across
wealthier countries, the highest-income earners produce a large share of
income tax revenue. This should be true as well in low-income countries char-
acterized by high inequality and poverty, which places most taxpayers below
the threshold for income taxation. Yet case studies point to widespread nonreg-
istration and undertaxation of many high-income earners (Kangave, Byrne, and
Karangwa 2020; Kangave et al. 2018).

Gaps in the taxation of wealthier taxpayers are also apparent in tax revenue
data. In most low-income countries, most PIT revenue is produced by “pay as
you earn” (PAYE) schemes, which withhold taxes on the income of workers,
despite relatively small formal labor markets (Asiedu et al. 2017). Indeed, much
of the formal employment in low-income countries subject to PAYE is in the
public sector. Low PIT revenues are also driven by high minimum exemptions
(thresholds) and tax expenditures. This finding reveals the severe undertaxation
of nonwage income, including large informal sector operators, professional and
consultancy incomes, capital gains, dividends, rental incomes, and commercial
agricultural incomes (Prichard 2009).

The undertaxation of nonsalary income poses a particular challenge because
the nonsalaried or self-employed economy is an important share of the economy
of many countries and often is the dominant source of income for the relatively
wealthy.! The self-employed include not only small street vendors, but also a
wide range of wealthy individuals, including most professionals. Self-employed
professionals such as doctors, lawyers, contractors, and consultants are a
hard-to-tax group (Bahl 2004). Even though they often have high incomes, their
activities are difficult to verify, particularly when they rely on cash transactions
(Ogembo 2019). These self-employed professionals are likely one of the biggest
compliance challenges as well as one of the largest threats to the equity of the tax
system (Keen 2012).

Significant Tax Burdens on the Poor

Despite evidence that undertaxation of the relatively wealthy primarily
accounts for weak PIT collection, many reform programs continue to focus on
bringing those in the smaller informal sector—whether self-employed or informal
workers—into the tax net.

Including these individuals, who are unquestionably large in number, in the
tax net could have important short- and longer-term benefits. Exposure to the
tax system may help to develop habits of tax compliance (Dunning et al. 2017),
while potentially strengthening tax morale among larger taxpayers by demon-
strating the universality of tax enforcement. Joining the formal tax net may also
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create space and incentives for expanding accountability. However, the revenue
gain is likely to be modest because many of these individuals earn incomes below
official thresholds for income taxation. For the earners above those thresholds,
most incomes nonetheless remain low while presenting substantial challenges
of enforcement because of limited bookkeeping and cash-based economies
(Joshi, Prichard, and Heady 2014).

Although the policy discussion often centers on nonpayment of income taxes
by smaller taxpayers, in at least some countries those taxpayers bear significant
direct formal, but especially informal, burdens outside of the PIT (Olken and
Singhal 2011; van den Boogaard and Santoro 2021). This is frequently true at the
subnational level, where taxes, fees, and other levies on a variety of economic
and other activities, often collected at flat rates, impose a disproportionate bur-
den on the least well-off. It is also true of informal forms of revenue generation
by state and nonstate actors involved in the provision of public goods (van den
Boogaard and Santoro 2021). Easily overlooked are informal taxation by the state
(such as through collection of bribes), demands for informal contributions to the
construction and maintenance of public goods, and payments required by non-
state actors such as community associations.

A household survey in rural Sierra Leone found that less than 10 percent of
the population paid any sort of tax to the central government, but most of the
respondents did report various other types of payments to both local govern-
ments and nonstate actors (van den Boogaard, Prichard, and Jibao 2019). For the
lowest quintile of taxpayers, these other payments approached 20 percent of
household income, with similar results emerging from a parallel study in the
Democratic Republic of Congo (Paler et al. 2017). These payments do not show
up in national or international statistics, and they may not even be reflected in
the government’s budget. Yet they are highly prevalent and can represent a sig-
nificant proportion of people’s earnings in low-income countries.

Toward a More Nuanced Understanding

The combination of undercollection of income taxes on the rich and significant
and less visible burdens on the poor means that the revenue-raising challenge
becomes primarily about strengthening taxation of the relatively better-off rather
than extending new burdens to those who already pay more than is often realized.
This high-level picture points to a more nuanced understanding of several chal-
lenges in strengthening the direct taxation of individual taxpayers:

e The vast majority of PIT collection comes from salaried employees in the for-
mal sector of the economy, but they often represent only a small share of the
overall workforce.

e The largest revenue losses appear to be linked to the ineffective taxation of
the relatively wealthy, including self-employed professionals. Effectively tax-
ing nonsalary incomes has been particularly challenging.

e The relatively limited reach of the PIT net in most countries appears to
be linked to poverty, which places most people below the income tax
threshold. It also introduces challenges in taxing the employees of small
and medium-size informal firms.
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e Although most individuals fall outside of the income tax net, that does not
mean they are not taxed at all. In some countries, other formal and informal
fiscal burdens are significant.

In summary, the key challenge is to address weaknesses in income tax
systems that allow the rich and the middle class to pay relatively little or no
income tax.

Against this background, the challenge for tax authorities is developing
strategies for different segments of taxpayers that reflect their distinctive
needs and opportunities. The largest revenue potential lies in taxing higher-
income taxpayers, and such a strategy will also expand equity and fairness. But
doing so successfully presents technical challenges, and the political barriers
are especially high. What follows is an overview of the key barriers to more
effective direct taxation, followed by consideration of alternative approaches
that have been deployed in seeking better outcomes.

Barriers to Reform

The basic challenge of levying personal income taxes applies across taxpayer
types. Tax administrations must be able to (1) identify individual taxpayers to
bring them into the tax net; (2) develop strategies for estimating their actual
incomes and provide the appropriate services; and (3) enjoy adequate political
backing to pursue collection, audits, and enforcement actions.

In recent decades, virtually all countries have moved toward systems of
self-declaration for PIT, thereby moving away from systems of administrative
assessment. However, in many countries significant subsets of taxpayers—
including those with significant incomes—remain unregistered. Meanwhile,
the incomes that are declared are often vastly understated, and there are
significant political hurdles to improving administrative systems or pursuing
enforcement.

Administration Challenges

Effective taxpayer registration is the cornerstone of any tax system—the platform
on which all other functions of the administration are built. Yet many countries
struggle to maintain complete and accurate tax registers and use effectively the
data that are available. Their taxpayer registers appear to be plagued by two con-
tradictory problems: tax registers fail to include many individuals with significant
taxable incomes, but they are also overstuffed with large numbers of inactive tax-
payers who are registered but do not file tax returns.

The failure to register large taxpayers is one of the most glaring tax adminis-
tration weaknesses in many countries. Not only does it undermine revenue col-
lection, but it also damages the fairness, equity, and legitimacy of the tax system.
Yet registering taxpayers alone has proven to be an inadequate solution. Even
when taxpayers are registered, nonfiling is a major problem in many countries,
but especially in lower-income countries (figure 2.3). In Uganda, the revenue
authority quadrupled the number of registered taxpayers, but the new number
represents only 5.5 percent of people of working age and, more important, less
than half of these registered individuals are active taxpayers—that is, they are
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FIGURE 2.3 Share of Active Taxpayers of Total Registered Personal Income
Taxpayers, by Country Income Group, 2017
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Source: International Monetary Fund, Revenue Administration Fiscal Information Tool (RA-FIT),
http://data.rafit.org.

Note: No data available for low-income countries. HICs = high-income countries; LMICs = lower-
middle-income countries; UMICs = upper-middle-income countries.

filing returns (Mayega et al. 2019). In India, only one in six taxpayers file, while
in Pakistan this share falls to only one in 100 (Chattopadhyay and Das-Gupta
2002; Waris 2013).

Nonfiling may have many causes. For example, it may reflect inaccuracies
in the registry. Uganda’s register suffers from serious inaccuracies, such as
duplicates and wrong or missing information, but the country is not alone.
Recent Tax Administration Diagnostic Assessment Tool (TADAT) assessments
show similar problems in countries such as Guatemala and Jordan (Ansén et al.
2017; Rozner et al. 2016).2

A related problem involves nil-filers—that is, taxpayers who submit returns
but declare zero income. Despite being a well-known phenomenon to tax admin-
istrators, it is largely ignored in the tax literature. Emerging evidence suggests
that evasion plays a relatively small role. Instead, what seems to be more import-
ant is the interaction between aggressive recruitment campaigns by the revenue
authorities and taxpayers’ response to a complex and often confusing tax system
(Mascagni et al., forthcoming; Santoro and Mdluli 2019).

Data Challenges
To assess the possibility of avoidance and evasion, governments need adequate
data and the capacity to evaluate the income that taxpayers declare. Doing so is
a data-intensive task, and the taxation of formal sector employees is relatively suc-
cessful because it relies on parallel reporting of income by employers (Saez 2010).
For individuals outside of the formal sector—that is, most individuals in most
low- and middle-income countries—and for nonlabor income, the third-party
data needed to verify incomes are not easily available. This scarcity of data often
reflects legal limits on access to third-party data and ineffective sharing of data
within governments arising from poor coordination, institutional rivalries, or
political resistance (in part because effective digitalization may undermine
opportunities for corruption).
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Yet even where data access and sharing are effective, challenges of data man-
agement and quality can mean that the available data are not fully exploited to
maximize tax enforcement (Mascagni, Dom, and Santoro 2021). Lower-level
staff often lack the skills to properly maintain databases, while senior staff nei-
ther have the time nor view it as a priority. All too often, systems are adminis-
tered by hand or in rudimentary electronic formats.

In addition, low information technology (IT) literacy among taxpayers leads
to simple mistakes in tax returns or registration forms. Taxpayers enter their tax
identification (ID) numbers as amounts, or vice versa, or miss a zero somewhere.
Without quality checks, these data have to be (re)coded, often manually, before
they can be exploited, which leaves a significant margin for errors (Mascagni,
Mukama, and Santoro 2019).

Political Challenges

Finally, efforts to improve taxpayer identification and income verification, and to
subsequently pursue audits and enforcement, are often severely undermined by
political resistance. History is littered with examples of unsuccessful attempts to
introduce a personal income tax, even a temporary one. Moreover, once such a tax
is introduced, expanding the taxation of personal income and raising significant
revenue from it are often a lengthy process (Aidt and Jensen 2009).

Introducing and enforcing a lasting PIT that produces significant revenue are
difficult. Mobilization against income taxation is often productive because the
individual costs are high and clearly visible, whereas the benefits are diffuse.
Successful implementation has generally been underpinned by a clear bargain
with taxpayers (Brautigam, Fjeldstad, and Moore 2008). In Europe, the expan-
sion of personal income taxation went hand in hand with the rollout of the wel-
fare state during the interwar period (Besley and Persson 2013), whereas in
South Africa elite groups accepted expanded direct taxation as the price to pay
to sustain and defend minority rule (Lieberman 2003). Yet even when intro-
duced, tax design and implementation reflect political interests (Easter 2008).
In many countries such as India, policy makers keep taxation thresholds high,
effectively exempting large swaths of the population (Piketty and Qian 2009).

Variations by Taxpayer Income Level and Type
Beyond these commonalities, however, the technical and political challenges that
arise vary significantly across different subsets of individual taxpayers.

High-Net-Worth Individuals

For high-net-worth individuals (HNWTs), discussed at greater length in chapter 3,
the technical challenges extend beyond the domestic sphere, while the political
challenges revolve around the unique political power and connections of small
groups of elites.

The wealthiest taxpayers around the world often secure some or most of their
income from nonwage sources, which can be hard to identify or to value. This
factor further complicates the use of withholding taxes. Moreover, tax systems
are often riddled with provisions that further reduce the size of the tax base,
particularly in the upper-middle and upper classes (Goode 1993; World Bank
1988). Exemptions and loopholes are easier to exploit by those who have the
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resources to consult tax professionals. This exploitation can occur domestically,
but the wealthy also often hold significant parts of their wealth and the income
that flows from it offshore, where it is difficult for domestic tax administrations
to access (Alstadszeter, Johannesen, and Zucman 2018; Zucman 2014, 2015).
Consequently, these sources of income are barely taxed, especially in lower-
income countries (Mascagni, Monkam, and Nell 2016; Piketty and Saez 2007).
Yet, although there are certainly technical barriers to more effective income
taxation of HNWIs, governments also have failed to use many of the tools available
to them. Reforms to improve the taxation of HNWIs have often proven difficult,
especially when economic and political elites are aligned, but case studies show
that it can be done (Fairfield 2013). The Global Forum on Transparency and
Exchange of Information for Tax Purposes has made important strides in this
regard, but major challenges persist, as further discussed in chapters 3 and 4.

Nonsalaried or Self-Employed Earners

For the broader base of relatively high-income taxpayers with significant nonsal-
ary sources of income—from capital gains, rental, or professional sources, in
particular—challenges to improved outcomes have arisen from the limitations of
existing investments in enforcement, facilitation, and trust.

Even when included in the tax net, self-employed professionals have more
opportunities than salaried workers to minimize their reported incomes (Kleven
et al. 2011). They are also more likely to exploit these opportunities (Bhat 2017;
le Maire and Schjerning 2013; Saez 2010) and underreport their incomes
(Engstrom and Holmlund 2009; Hurst, Li, and Pugsley 2014), although there is
variation by occupation (Schuetze 2002). Moreover, it is difficult to subject
self-employment income, which is often cash-based, to schemes such as PAYE
tax withholding.

Although opportunity is one factor, research suggests that the attitudes of
the self-employed are unlike those of other taxpayers toward taxation; they
express less favorable views on taxes and the tax authorities (Kogler and
Kirchler 2020). Survey evidence indicates that the self-employed tend to have
lower tax morale than other taxpayers (Hug and Sporri 2011; Torgler 2004). It
is therefore not surprising to find evidence of higher tax evasion among the
self-employed (Chetty, Friedman, and Saez 2013).

The evidence furthermore suggests that although professionals are generally
highly educated and often more aware of their tax obligations and rights, their
relationship with the revenue administration is often difficult (Gatt and Owen
2018; Kogler and Kirchler 2020). Professionals complain that revenue adminis-
trations do not understand the nature of their work and, as a consequence, apply
tax rules in arbitrary and inconsistent ways. Revenue administrations are said to
prefer to cultivate relationships with larger companies and HNW s (they offer
more potential for reaching revenue targets) and to focus only on larger self-
employed professionals, undermining perceptions of fairness (Ogembo 2019).

Moreover, although it is often assumed that this is an issue only for lower-
income taxpayers, research suggests that some higher-income taxpayers, and
particularly less-experienced self-employed, may also have significant knowl-
edge gaps (Kangave et al. 2016; Ogembo 2019). Complying with all tax obliga-
tions and keeping reliable books of accounts are difficult for some well-educated
self-employed professionals (Ogembo 2019; Tadesse and Taube 1996).
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Yet self-employed professionals do not have to be among the “hard to tax” in
an administrative sense. They are relatively easily identified because they often
have signs on their doors or do business with government. Verifying their
incomes and enforcing compliance are more difficult (Bird and Wallace 2004).
Self-employed professionals can easily switch to cash and can take advantage of
the various loopholes in the tax system to reduce their taxable income, such as
retaining earnings in the firm, transfers to assisting spouses, pension contribu-
tions, and classification of personal income as capital income (le Maire and
Schjerning 2013).

Employees of Small and Medium Enterprises

For smaller taxpayers employed by small and medium enterprises, often in
the informal sector, the administrative challenges are also quite distinct,
rooted in managing large numbers of small taxpayers—and the tax collectors
that pursue them—and in navigating a particular set of political questions
and challenges.

The income of individuals working for SMEs in low- and middle-income
countries is often (partly) untaxed either because the firm is not registered or, if
it is registered, it may not fully report on all its employees or the full income paid
to their employees (Ulyssea 2018). The biggest challenge for tax administrations
in attempting to tax the income of employees of unregistered firms is likely iden-
tifying those firms.

Dealing with partial reporting may be even more complex. The envelope
wages and cash payments that complement official salaries are notoriously diffi-
cult to track, even in high-income economies (Williams and Padmore 2013).
Moreover, the evidence is mixed on the effectiveness of hard enforcement
responses to tackle this problem. Instead, softer approaches such as fostering a
culture of compliance by promoting the benefits of formal work and tax fairness
appear more effective (Williams and Lansky 2013).

Even if SME employees are taxed, the revenue gain may not be substantial, and
the administrative cost of enforcement is likely to be high. Coupled with the impor-
tance of small traders and workers during elections—because of their numbers and
organizational capacity—this factor can complicate the tax bargaining process (Gatt
and Owen 2018; Prichard 2015; Tendler 2002). Chapter 5 offers a more detailed dis-
cussion of the challenges related to bringing SMEs into the tax net.

Smaller Taxpayers
Finally, for smaller taxpayers, often poorer individuals, reforms may not be about
increasing taxation but rather about limiting more extractive and regressive fiscal
burdens, both formal and informal, which presents entirely different technical and
political challenges.

Options for increasing extraction from these taxpayers seem limited. In fact,
in many cases these taxpayers may already be paying too much rather than too
little. Meanwhile, enforcement is complicated by difficulties in identifying and
tracking taxpayers and by the limited availability of third-party information to
establish their income, which is usually limited. As a result, the collection of
these payments often involves significant negotiation and corruption and lacks
transparency, while uneven administration of taxes across different activities
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leads to horizontal inequalities between taxpayers who have similar incomes but
are engaged in different activities. Moreover, some of these payments never
reach state coffers because they are lost to corruption.

When nonstate actors, such as customary authorities or rebel groups, collect
such taxes reform efforts are further complicated, not least when such actors are
more effective service providers than the government and consequently more
trusted by the population (Paler et al. 2017; van den Boogaard, Prichard, and
Jibao 2019).

Therefore, the most important tasks in relation to smaller taxpayers may well
be simplifying compliance, reducing informality, and increasing equity and ser-
vice provision, while also reducing the overall payment burden, particularly for
the poorest (Moore, Prichard, and Fjeldstad 2018a). Revenue maximization is
unlikely to be the primary objective. Improving administration of the system and
the social contract between these taxpayers and the state is likely to be more
important.

Reform Progress—and Future Options

The revenue potential of PIT remains extremely large in lower-income countries,
as figure 2.2 illustrates. Yet despite the challenges of strengthening the taxation of
individual taxpayers, most countries have seen gradual progress, while a few suc-
cess stories point to the potential for much larger improvements. Their experi-
ences suggest that major improvements are possible where political commitment
and suitable technical interventions are combined with efforts to strengthen trust
and to build a new, more durable social contract (box 2.1).

That said, because of the heterogeneity among individual taxpayers, the
appropriate combinations of investments in enforcement, facilitation, and trust
in individual contexts are likely to be diverse. Improving compliance among
self-employed professionals will require strategies different from those needed
to encourage the formalization of small traders or the negotiation of a broad-
based tax bargain with organized labor. What follows considers various options
related to enforcement, facilitation, and trust.

Enforcement
Improving Data Access, Sharing, and Management
At its core, effective personal income taxation depends on the effective collec-
tion and deployment of data to identify taxpayers and verify their tax liabilities.
Efforts to strengthen income tax collection have frequently followed a standard
template. It puts in place more sophisticated IT systems to improve data collec-
tion and management and then, especially for small taxpayers, couples this
improvement with drives to bring large numbers of new taxpayers into the tax
net. However, the results have often been disappointing as IT systems struggle
to get off the ground or are underused once implemented, and as tax adminis-
trations struggle to use the new data and expanded tax registers effectively
(Mayega et al. 2019).

For lower-income countries, in particular, a strong argument could be made
for adopting more-targeted approaches to reform, identifying where the specific
challenges are in relation to data access, sharing, and management and where
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BOX 2.1
Personal Income Tax Reform: Success Stories

Poland

During its transition period, Poland struggled to restructure its tax system.
Initial attempts at enforcing income taxation among public sector workers
were heavily resisted by popular protests. Yet in 1992 the government man-
aged to successfully introduce a personal income tax (PIT) that quickly
became a significant part of the state’s revenue base. Within two years, the
PIT contributed around 25 percent of total government revenue.

This success followed a revenue bargain that offered something tan-
gible to workers in exchange for their compliance. Not only did the gov-
ernment redistribute the tax burden; it also invited workers into the
policy-making process and guaranteed a basic level of social welfare.

South Africa

The importance of bargaining for successful income taxation is perhaps
most clearly, but crudely, illustrated by South Africa. The effectiveness of
South Africa’s income tax system stands out in the region. It has been
traced back to the apartheid regime, which collected income taxes (over-
whelmingly from the wealthy white minority it represented) more effec-
tively than virtually any other low- to middle-income country, and almost
on par with many Organisation for Economic Co-operation and
Development countries. Compliance with high taxation of income was
tolerated because the elites understood that it was the price they had to
pay to sustain and defend minority rule.

Lagos, Nigeria

In Lagos, Nigeria’s commercial capital, a series of PIT reforms have
increased taxpayers’ quasi-voluntary compliance, which has facilitated
PIT collection to an unprecedented level. To gain support for income tax
reform, the state first had to earn taxpayers’ trust. Enforcement actions
were prioritized only for large pay-as-you-earn businesses. Elsewhere,
the government focused on visibly linking tax collection to service
delivery and tax sensitization through a proactive approach of reaching
out to and bargaining with both formal and informal associations of
self-employed professionals and traders. Lagos State initiated a shift in
state-society relations that resulted in significantly higher compliance.

Sources: Easter (2008); Gatt and Owen (2018); Lieberman (2003).

immediate progress can be achieved. This approach guards against making large
investments in more sophisticated systems when the most important barriers
may lie elsewhere.

Especially critical is determining whether the data-related challenges lie in
limited legal access to data, a limited capacity in practice to access and share
data, or an inability to use existing data effectively.

Legal access to data. In some contexts, tax administrations face sharp
constraints on their legal ability to access data across government or from non-
government third parties, thereby limiting their options in improving
enforcement. Here the starting point is likely to lie in understanding why those
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limitations exist, whether they might be changed, and whether improved legal
access to data would in fact lead to better outcomes.

Limited capacity to access and share data. An alternative possibility in many
contexts is that more data are legally accessible than can actually be accessed
and shared across government or beyond. Here the critical question is why
legally permitted data sharing is not happening—whether because of lack of
capacity, ineffective systems, institutional rivalries, or political barriers—and
how progress may be made.

Inability to use data effectively. Finally, governments may have more than ade-
quate access to data, but they fail to use it systematically to identify taxpayers
and audit their tax declarations. In these cases, the focus is likely to be on how to
improve the use of data, which is often related to lack of skills and constraints on
IT tools.

Targeted Enforcement

Most countries have figured out how to collect taxes from large segments of their
population by enlisting employers as collectors. In both high-income and low- to
middle-income countries, firms remit about 80 percent of total tax revenue
(Slemrod and Velayudhan 2018). For personal income taxation, PAYE systems
force firms to withhold taxes from the income of their employees. However,
taxing nonsalary income has proven to be significantly more difficult.

Chapter 3 on HNWIs highlights the technical and, most important, political
challenges shaping enforcement strategies for wealthy elites. Other segments,
such as self-employed professionals and small taxpayers, require quite distinct
strategies.

Self-employed professionals. Among the most overlooked groups of potential
taxpayers—albeit with significant potential for improving compliance—are rela-
tively wealthy professionals.

Evidence on possible effective strategies for these groups closely follows the
logic of traditional compliance models. Mostly from higher-income countries, it
suggests that audit and penalty rates are both reliable deterrents to noncompli-
ance (Ali, Cecil, and Knoblett 2001; Beer et al. 2020). Tightening enforcement by
increasing the audit rates of the self-employed and allocating more time for
auditors to process such returns are therefore likely to be an effective strategy.
But whether such a strategy is also efficient largely depends on the cost of admin-
istration. Management, human resource, and budget constraints can be an obsta-
cle to scaling up enforcement measures for large groups of taxpayers. Auditing
self-employed professionals also generally takes much longer than auditing
other taxpayers (Romanov 2003). Yet the revenue gains are often well worth it
(Erard and Ho 2004).

Another way to boost cost-effectiveness is by making the tax administrator’s
job easier. Transition economies in Europe have generally moved to simplified or
special tax regimes for the self-employed (Bird and Wallace 2004). Some coun-
tries apply a turnover tax instead of an income tax. Other countries have put in
place presumptive taxes. Developing appropriate indicators for the tax liabilities
of different occupations can be a challenge (Bahl 2004). Nevertheless, presump-
tive taxes and simplified regimes—if well thought out—could be useful tools for
taxing the self-employed (box 2.2).
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BOX 2.2
Presumptive Taxes: A Good Option for Taxing
Professionals?

Presumptive taxes have typically been reserved for farmers and small and
medium enterprises (SMEs) in many low- and middle-income countries.
Yet a recent paper argues that they may also be a useful solution for the
taxation of self-employed professionals if they are well designed (Ogembo
2019).

In presumptive tax regimes, the desired base of a tax is not measured
directly but approximated indirectly by indicators that are more easily cap-
tured. This is usually done to simplify taxation, both for the taxpayer and
for the administration. Presumptive taxes can also enhance horizontal
equity and enlarge the revenue base if they manage to draw into the tax
net taxpayers who otherwise would not have complied. However, if not
properly designed—that is, if the indicators do not track the desired base
well—they could lead to vertical inequities because taxpayers may end up
paying the same amount of tax despite significantly different levels of real
income. Because self-employed professionals may also find it easy to
manipulate a turnover-based threshold, it is important to look at issues that
could drive bunching at the threshold and to provide incentives for gradu-
ating out of the presumptive group once businesses grow too big.

Although self-employed professionals are part of the hard-to-tax
(HTT) group, presumptive taxes widely used to tax other HTTs, such as
SMEs and farmers, often explicitly exclude the self-employed. In part, this
exclusion stems from a belief that presumptive taxes are not suitable for
self-employed professionals because they tend to be highly educated
and are therefore assumed to be financially literate enough to keep
proper accounts and comply with general income tax rules and
regulations.

Yet recent research finds that the self-employed and SMEs often face
similar issues. In fact, many self-employed professionals see themselves
as SMEs. According to Ogembo (2020), many Kenyan dentists and law-
yers lack the knowledge and accounting expertise necessary to comply
with their obligations. This lack particularly hinders younger profession-
als, who cannot afford professional accounting services. Presumptive
taxes, if well designed and if the sector is involved in the design process,
can help not only with this group’s tax compliance but also with address-
ing the common complaint that administrations do not understand the
nature of self-employed businesses.

Finally, showing that the self-employed are taxed is important in itself
for ensuring quasi-voluntary compliance among other taxpayer seg-
ments. Presumptive taxes can address widely held public perceptions of
horizontal inequity. Many believe that the self-employed enjoy countless
opportunities to escape taxation, while those in salaried positions bear
the full burden. Bringing the self-employed into the tax net is therefore
necessary to ensure the voluntary compliance of others. To that end, pre-
sumptive taxes can help. Over time, the first-best option would be to
move to an equilibrium of informed taxpayers and effective audits. Until
then, a combination of second-best alternatives may be used.
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Smaller taxpayers. A quite different and more varied set of questions arises
about strategies for taxing smaller taxpayers, many of whom are either self-
employed or employed by small firms, often in the informal sector. These tax-
payers present special challenges, especially when it comes to enforcement.
Meanwhile, the potential revenue is often modest due to low income. As
important, such individuals may face significant formal and informal fiscal
burdens outside of PIT, calling into question claims that they face limited “tax”
burdens and further complicating the question of whether taxing such small
taxpayers should be a priority for governments.

Targeted enforcement measures such as door-to-door or private collection
can improve revenue mobilization. But such measures are also expensive, and
the available evidence suggests that such heavy-handed enforcement can nega-
tively affect trust and undermine state-citizen relations. This finding reflects,
in part, the fact that such collection is vulnerable to collusion, corruption, and
possibly harassment of the weakest taxpayers (Iversen et al. 2006; Khan,
Khwaja, and Olken 2016). Moreover, as described in chapter 5, large-scale cam-
paigns to register new taxpayers and broaden the tax base can often backfire by
diverting resources from more important priorities and creating bloated tax
registers that governments are unable to track and update over time (Demirgtic-
Kunt et al. 2018; Moore 2020).

Enforcement efforts among smaller taxpayers are likely instead to closely
overlap with the taxation of small firms (see chapter 5) and thus are character-
ized by two key features. The first is a more targeted approach to the registration
of taxpayers that focuses on setting thresholds high enough to reduce the bur-
den on the poorest and avoid collection costs that exceed the revenue actually
collected. The second is an emphasis on rules-based enforcement and creating
positive inducements to compliance through facilitation and trust-building
rather than relying on heavy-handed enforcement among groups that generate
relatively limited revenue.

Tax Nudges
Another emerging trend in enforcing income tax compliance in many low- and
middle-income countries is the use of so-called tax nudges. Rooted in social psy-
chology and behavioral economics, “nudging” techniques aim to bring about
desirable changes in the behavior of individuals by influencing their choices. This
process consists of altering their perceptions of the costs and benefits of the out-
comes linked with the choices they have (Thaler and Sunstein 2008).

Information interventions, such as sending a message, are usually deployed to
push or nudge an individual toward the desired outcome. In one of the best-
known examples, the United Kingdom’s tax administration mailed letters to
over 200,000 taxpayers to influence the occurrence and timing of their income
tax payments by reminding them of penalties for late payments (Hallsworth
et al. 2017). This low-cost approach is being replicated elsewhere in Europe,
Latin America, Asia, and increasingly across Africa (BIT and DJP 2019;
Hernandez et al. 2017, 2019; Luts and Van Roy 2019; Mascagni, Nell, and Monkam
2017; Pomeranz 2015).

However, questions remain about whether one-off messages are enough to
shock taxpayers into a new compliance equilibrium, whether sustained

Direct Taxes on Individuals and Households

41



42

messaging is necessary to ensure the sustainability of the effect, and whether
even sustained messaging may have diminishing impacts over time (Kettle
et al. 2016; Manoli and Turner 2014). Anecdotal evidence suggests that some of
the tax administrations that were early supporters of this approach have been
overloading taxpayers with text messages, emails, and letters, possibly leading
to messaging fatigue among taxpayers, who then cease to be influenced by
them.

Although tax nudges have proven their effectiveness in the short term, their
long-term effectiveness is likely to depend on the structural changes that under-
pin them. For example, telling taxpayers that their money is used for public
goods is unlikely to lead to sustained improvements in tax morale if taxpayers do
not see material improvements in actual service delivery outcomes.

Facilitation

Simplifying Compliance

Because of the enforcement challenges presented by personal income taxation,
facilitating compliance is likely to be particularly important across different types
of taxpayers, beginning with simplification. The importance of simplifying income
tax systems in low- and middle-income countries to facilitate compliance is widely
recognized (IFC, MIGA, and World Bank 2009; Prichard and Moore 2018). The
implicit cost of complying with income tax obligations is often high (Blumenthal
and Slemrod 1992; Chattopadhyay and Das-Gupta 2002). Small businesses, in par-
ticular, often cannot meet the required accounting standards or pay for external
professional support (Terkper 2003).

Moreover, complicated tax systems, especially when they require many
face-to-face encounters between taxpayers and tax collectors, give rise to oppor-
tunities for collusion, harassment, or corruption (Chattopadhyay and Das-Gupta
2002). This is true not only for the self-employed, but perhaps even more so for
the many low-income taxpayers, since, as discussed, they often face a wide range
of petty or informal payments (Paler et al. 2017).

It thus comes as no surprise that simplifying compliance and improving user
friendliness have been a top priority of many tax administration reforms (Fjeldstad
and Moore 2008). Although such reforms initially adopted a technical focus on
reducing compliance costs, primarily through the introduction of new information
and communication technology (ICT) systems, they have evolved to include build-
ing taxpayer trust by expanding transparency and promoting taxpayer education.

E-services

Investments in ICT, and especially e-services, continue to figure prominently in
reform programs to facilitate tax compliance by individuals. According to OECD,
there has been a shift within tax administrations to increase options for self-
service (OECD 2019a). In many higher-income countries, most individuals can
now file their tax returns (often prepopulated) online, and almost everyone pays
their taxes electronically.

In addition, many administrations are experimenting with the use of
advanced technologies to further enhance taxpayers’ customer experience.
Contact between taxpayers and tax administrations is also rapidly being
digitalized. The introduction of artificial intelligence (AI)-powered chatbots is
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reducing the need for direct interactions between taxpayers and tax officials.
Low- and middle-income and emerging countries are following and sometimes
leading the way (OECD 2019a). For example, in India the e-Sahyog project pro-
vides an online mechanism to resolve mistakes in the income tax returns of
those whose returns are selected for review without the need to visit the tax
office. In Brazil, the My Income Tax App allows taxpayers to complete and file
their PIT returns via mobile devices.

Although the adoption of new technologies holds great potential, the actual
translation of new IT investments into improved performance has not always
materialized. Evidence on the impact of e-systems on compliance costs and the
behavior of taxpayers is thin, and the results are mixed (Okunogbe and Pouliquen
2018). In part, this finding reflects the fact that, for certain taxpayers, switching
to e-systems may entail a significant learning curve, which could render these
services inaccessible to them (Yilmaz and Coolidge 2013). To use these services,
taxpayers must have a basic level of IT literacy as well as internet access, which
requires a reliable source of electricity. Where these preconditions are not met,
further digitalization—while perhaps cost-effective from the tax administra-
tion’s perspective—risks leaving behind large swaths of the population.

Moreover, research shows that perceptions play a crucial role in the decision
of taxpayers to adopt these new technologies (Carter et al. 2011; Gallant, Culnan,
and McLoughlin 2007; Fjeldstad et al. 2020; Ibrahim 2013). This finding high-
lights the need to complement the rollout of these technologies with informa-
tion and taxpayer education.

Taxpayer Education

Over the past decade, the potential role of well-designed taxpayer education pro-
grams in facilitating compliance, as well as their (often unrealized) potential to
play a broader role in increasing trust and tax morale, have received particular
attention. Similar to—and overlapping with—small firms, lower-income taxpayers
may face significant challenges in understanding what is required and how to nav-
igate tax payments. Their limited understanding of the tax system may also make
them more vulnerable to informal payments and illegal demands from unscrupu-
lous public officials.

In response, many low- and middle-income countries are rolling out tax educa-
tion programs designed to help taxpayers understand how to pay their taxes, as
well as the details of tax systems more broadly. There is now a wide range of tax-
payer outreach and education activities across countries. Nigeria developed a tax-
based soap opera called “Binding Duty.” Bangladesh celebrates National Income
Tax Day. And the Kenya Revenue Authority is working with schools to mainstream
tax education into the education curriculum (OECD and FIIAPP 2015).

Government taxpayer education and outreach programs are generally aimed
at explaining to taxpayers why they pay taxes and encouraging them to do so,
often by appealing to state-building narratives. Such education programs are
valuable, but it is essential that they move beyond the frequent emphasis on why
taxpayers should pay taxes and instead move toward an emphasis on who pays
taxes, how to pay taxes, and what taxpayers receive in return. Surveys indicate
that taxpayers are searching for the latter information, which is critical to
strengthening perceptions of fairness, equity, reciprocity, and accountability
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(van den Boogaard et al. forthcoming). Indeed, at its best, taxpayer education not
only can instruct taxpayers how to pay taxes, but also can engage them in dia-
logue about how revenues are used, the quality of administration, and broader
accountability (van den Boogaard et al., forthcoming). In practice, however, tax-
payer education programs have generally been more limited in scope.

In that spirit, recent research has yielded new insights into the kinds of tax-
payer education programs that may be most successful in targeting the broad
base of taxpayers and supporting improvements not only in knowledge about
how to pay but also in broader trust in tax systems. The available evidence con-
firms that taxpayer outreach and education programs can improve tax morale,
but to be effective these programs must be tailored to specific taxpayer segments
in line with an overall compliance strategy (Fjeldstad and Heggstad 2012).
Successful initiatives have often been underpinned by partnerships with outside
actors that reach large parts of the population, such as schools, civil society, or
business organizations (OECD and FIIAPP 2015). Religious organizations have
been particularly effective partners because they are countrywide and have a
high degree of legitimacy (Fjeldstad and Heggstad 2012). These kinds of part-
nerships will increase the reach of taxpayer education programs, but they can be
equally important in increasing taxpayer trust (van den Boogaard et al., forth-
coming).

Yet the case for taxpayer education programs is often hard to make because
administrations have limited time and financial and human resources, and it is
challenging to establish a direct link with improvements in compliance or public
support for reform. High-level political support can help. In Rwanda, the presi-
dent himself gives out annual taxpayer awards, while Turkey’s minister of
finance spoke directly to taxpayers on YouTube (OECD and FIIAPP 2015).
Meanwhile, rigorous evaluation, while rare, is possible (Chetty, Friedman, and
Saez 2013). Evidence from Rwanda suggests that taxpayer education improves
knowledge and compliance behavior (box 2.3). Moreover, technology increas-
ingly presents opportunities to communicate with taxpayers on a large scale and
at low cost (Kira 2017).

Trust

Fairness and Equity

Just as facilitation is likely to be critical to encouraging quasi-voluntary compli-
ance, so too is there an opportunity for more sustained investments in building
trust with taxpayers. The relevance of tax morale in shaping compliance behavior
has been researched overwhelmingly in relation to individual taxpayers not sub-
ject to PAYE tax withholding, and it is likely to be broader and more powerful for
individuals than for business taxpayers (Kamleitner, Korunka, and Kirchler 2012;
OECD 2019b; Yiicedogru and Hasseldine 2016). In turn, that research leaves little
doubt that improvements in trust are likely to drive both improvements in tax
compliance and a more supportive political environment for needed reforms
(Leonardo and Martinez-Vazquez 2016). In practice, however, government efforts
to build such trust have often been limited to small-scale interventions, such as
sending letters to taxpayers that emphasize the connections between revenue and
services or various kinds of public education and outreach campaigns pursuing a
similar purpose. More intense efforts to build trust thus seem to be needed.
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BOX 2.3
Teach to Comply? Evidence from a Taxpayer Education
Program in Rwanda

Increasingly, tax administrations in low- and middle-income countries are
putting in place taxpayer education initiatives. The Rwanda Revenue
Authority (RRA) routinely organizes training sessions for new taxpayers—
individuals or firms that recently registered for a tax identification num-
ber (TIN).

The RRA’s training program introduces new taxpayers to the basics of
paying taxes. As opposed to other taxpayer outreach programs that
focus on why it is important to pay taxes, Rwanda’s program focuses on
how to pay taxes. During a half-day class, officials from the RRA’s Taxpayer
Services Department walk taxpayers through the various taxes and
explain how to file tax returns, what the deadlines are, and which services
are available to them.

Little is known about the effects of these programs, especially in low-
and middle-income countries. A recent research paper therefore set out
to evaluate the effectiveness of Rwanda’s initiative (Mascagni, Santoro,
and Mukama 2019). By linking survey data with attendance lists and
administrative tax return data, the researchers were able to assess the
impact of the taxpayer education campaign on the knowledge, percep-
tions, and compliance of about 1,000 newly registered taxpayers.

The results are encouraging. Taxpayer education drastically increases
taxpayers’ understanding of the tax system. Their perceptions of the
complexity of the tax system also improve markedly. This is important not
only to help taxpayers comply with their obligations but also to make
them less vulnerable to harassment and coercion. But, most important,
taxpayers who benefited from the training are also much more likely to
file tax returns.

These findings show that “soft” approaches to compliance can yield
significant improvements. Moreover, there is evidence to suggest that
this effect persists over multiple years, indicating that one-off training
can push taxpayers into a new compliance equilibrium, which is espe-
cially important in light of the massive number of nonfilers in low- and
middle-income countries.

A starting point for such trust-building appears to lie in improving the basic
fairness of tax systems. Although discussions of building tax morale often center
on improving the quality of public spending, improvements in fairness may be
equally important (Kogler, Muehlbacher, and Kirchler 2015). Such improve-
ments are also much more directly under the control of tax administrations,
which may be pursuing reform and seeking to build quasi-voluntary compliance.
Survey evidence indicates that perceived corruption in tax authorities remains a
significant barrier to improving quasi-voluntary compliance (Aiko and Logan
2014; Fjeldstad 2005). In fact, some studies suggest that the self-employed are
particularly sensitive to grand corruption scandals, perceptions of government
waste, and what they see as preferential treatment of larger taxpayers
(Ogembo 2020).
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Addressing corruption, collusion, and harassment—especially of vulnerable
taxpayers—should therefore be a priority. Technology can reduce the opportuni-
ties for discretion and collusion by lessening the need for face-to-face interac-
tions between officials and taxpayers (Awasthi and Bayraktar 2014). Yet when
pushing for technology reform, especially when attempting to address corrup-
tion, it is important that reformers understand the underlying political context.
Evidence shows that corruption is often part of a broader set of informal institu-
tions used by individuals, including taxpayers, to pursue strategic gains at the
margins and therefore could make them resistant to adopting technological fixes
(Hassan and Prichard 2016).

Equally critical is improving the equity of tax burdens borne by taxpayers at
different points in the income distribution. Evidence suggests that compliance
by individual taxpayers is closely linked to their perceptions of equity, which are,
in turn, influenced by their perceptions of compliance by others, including firms
(Fjeldstad and Heggstad 2011). Considerable efforts have gone into designing
and implementing progressive PIT systems in lower-income countries to ensure
that better-off groups pay more in taxes as a share of their incomes. Yet, in
practice, most countries fall far short of this goal, and PIT progressivity has been
steadily declining since the 1980s (Gerber et al. 2018). This finding reflects,
above all, the weakness of PIT enforcement among the best-off, revealing, in
turn, politicization, weak enforcement, and the fact that PIT is levied almost
exclusively on formal sector employees in most low-income countries, thereby
largely missing the most important sources of income for the richest, such as
capital gains, rental income, and professional incomes (Bird and Zolt 2014;
Moore, Prichard, and Fjeldstad 2018b). It likewise reveals the often overlooked
but significant burdens on lower-income groups.

In the context of such significant and widely recognized inequities, convinc-
ing taxpayers to comply voluntarily with tax demands and support expanded
taxation more broadly is likely to remain difficult. This problem points to the
importance of a subset of key priorities to expanding equity—and, as a result,
trust, tax morale, and political support for reform. First, redouble efforts to
strengthen taxation of the best-off. As discussed in more detail in the next chap-
ter, there is growing evidence that even the governments of low-income coun-
tries have the tools needed to identify the wealthiest taxpayers if those
governments have the political will to improve outcomes (Kangave et al. 2016).
Second, focus on strengthening horizontal equity between formal sector employ-
ees and those who are self-employed by strengthening collection among tar-
geted middle-income groups, including professionals (Ogembo 2019). Third, try
harder to better manage the burdens of lower-income groups through measures
such as simplification. Ultimately, such efforts may be most successful when
pursued in parallel by, for example, pairing pushes to strengthen compliance
with efforts to improve horizontal and vertical equity.

Reciprocity and Accountability

Whereas tax administrations have some measure of control in seeking to expand
the fairness and equity of tax systems, they have limited direct control in trying to
foster reciprocity and accountability. Nevertheless, what taxpayers receive in
return for the taxes they pay is one of the most intuitive aspects of the social con-
tract. Evidence overwhelmingly shows that where taxes are translated into valued
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public goods, tax morale tends to be significantly higher (Ali, Fjeldstad, and
Sjursen 2013; Ortega, Ronconi, and Sanguinetti 2016). By contrast, when taxpayers
are frustrated by the way their government spends their taxes and cannot legiti-
mately hold the government accountable, they may end up viewing tax evasion as
the only tool they have to do so (Ogembo 2020).

Successful efforts to strengthen collection of direct taxes are therefore likely
to depend on the government’s ability to demonstrate that taxes are used for
taxpayers’ benefit. Taxes must, then, be spent on public services that taxpayers
value; taxpayers must be aware of those links; and, ideally, taxpayers must feel
they have a voice in shaping those decisions. Yet revenue authorities do not
have much control over how tax revenue will be spent or over the extent and
nature of public input into such decisions. These decisions rest with other parts
of the government. A key message, then, is that successfully reforming
income taxation is likely to require cross-government collaboration in
communicating—and demonstrating—to taxpayers the real benefits of expanded
compliance.

However, tax administrations can also have a role as advocates for improved
reciprocity and accountability around taxation, including exploring specific
strategies under their control for strengthening these efforts. These may include
increasing transparency, expanding taxpayer education and outreach, or engag-
ing more actively with civil society actors to strengthen public understanding
and engagement (Prichard 2015). Although tax administrations are often
perceived as being relatively corrupt organizations, they often have a strong
interest in improving the responsiveness of public spending to encourage quasi-
voluntary tax compliance, thereby making their jobs significantly easier. In
that sense, tax administrations in many cases may be natural allies of those
pushing for greater clarity about and transparency in the links between expanded
revenue and improvements in public spending outcomes.

As for their own services, revenue administrations are increasingly trying to
understand—and act on—taxpayer preferences because they realize that this is a
significant factor in shaping compliance attitudes. Many have set up processes
to include the input of various stakeholders in the design of their services
(OECD 2019a). And although taxpayer education initiatives have little direct
influence on spending decisions, they highlight how tax revenues are used and
are quickly becoming core parts of the outreach programs of tax administrations
(OECD and FIIAPP 2015; Prichard et al., forthcoming). Some evidence suggests
that these efforts to increase the visibility of the links between tax and expendi-
tures can be as effective as enforcement strategies in improving compliance
(Mascagni, Nell, and Monkam 2017). However, even though transparency may
be necessary, it is not sufficient. It must be underpinned by actual improvements
in public services.

Conclusion

Direct taxation of individuals in lower-income countries (where PIT collections
represent a much smaller share of GDP than in OECD countries) is characterized
by high levels of inequality. In those countries, PIT is collected overwhelmingly
from salaried employees, often in the public service, because of the role employers
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play as tax collectors via income withholding. By contrast, taxation of the nonwage
income sources critical to the upper and upper-middle class—such as capital gains,
rental income, and the income of self-employed professionals—is particularly
weak. The result is evidence of severe—often dramatic—undertaxation of the
wealthy. Meanwhile, although lower-income individuals may fall below the
threshold to pay PIT, they often do bear a range of other, less visible burdens.
Emerging evidence thus makes clear that the key tax reform challenge is not sim-
ply increasing collection of direct taxes, but also shifting taxation in a more equita-
ble direction by strengthening taxation of the rich and rationalizing the often
fragmented, opaque, but still significant burdens of payments on the poor.

Country experience shows that targeted approaches that address segments of
taxpayers and specific impediments to tax administration can yield significant
gains, despite well-documented challenges. Reform design and implementation
are key. A broad, poorly defined effort risks leading to generic and intrusive
reforms, including large-scale institutional changes, new IT systems, and inten-
sive capacity building, but without yielding commensurate improvements in
outcomes. Research suggests that such ambitious reforms may be difficult polit-
ically while often not adequately focused on the most important technical con-
straints to tax administration.

More targeted, lower-profile, sequenced efforts may be necessary and
could, for example, begin by investing in cleaning up taxpayer registries or
better collecting and analyzing third-party data. Such an effort might also
entail specific investments in strengthening audit capacity or the introduction
of simplified presumptive tax regimes for professionals or other hard-to-tax
groups. Tax nudges, while limited in their long-term impact, have nonetheless
demonstrated their potential to yield enhanced revenue at low cost in the
short term. International efforts, such as the Global Forum, to improve the
ability of tax administrations to access data on wealth held abroad by their
citizens are also likely to be important and offer the potential for immediate
improvements in outcomes, even in countries with relatively limited technical
capacity.

Meanwhile, there is growing evidence that accessing the relevant data, break-
ing down institutional barriers to sharing and using it effectively, and expanding
audit capacity are political rather than solely technical challenges. The chal-
lenge of rationalizing burdens on lower-income groups is similarly political.
Simplifying subnational taxation, for example, is technically straightforward
and could yield immediate benefits. Because of the political nature of such mea-
sures, efforts to proactively build political support for reform among the broad
base of taxpayers who would stand to benefit from expanded equity and revenue
mobilization are likely to be important.

Part of such a strategy may lie in expanding the increasingly widespread
efforts to facilitate compliance through, among other things, taxpayer education
and new digital tools such as e-filing, automated customer service, and elec-
tronic and bank-based payment systems. Such facilitation measures may not
only lower barriers to compliance but, where well designed, also foster expanded
trust in tax systems and reduce opportunities for corruption and harassment.
Future research could study these kinds of facilitation reforms more deeply to
gauge their effectiveness and tease out key factors determining implementation
success.
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In the long term, however, the success of these efforts will almost certainly
depend on achieving concrete improvements in outcomes for taxpayers. This is
where trust comes in. Tax administrations themselves can play a significant role
by seeking to expand fairness and equity in tax administration. This effort, in
particular, is likely to place a greater emphasis on taxing the most well-off,
increasing horizontal equity among middle-income taxpayers, and rationalizing
burdens on lower-income groups, often at the subnational level. In general, gov-
ernments in lower-income countries already have the tools to begin to address
these challenges. That said, because the tax literature has only recently begun to
emphasize the importance of informal fiscal burdens, there is significant scope
for further research into effective ways to best reduce the overall tax burden of
the poor.

The larger challenge is establishing stronger links among revenues, services,
and accountability. To some extent, tax authorities can contribute to a sense of
fairness and accountability by bringing more of a customer service orientation to
their own interactions with taxpayers. More broadly, ensuring visible links
between service delivery and increased taxation has almost always been part of
political strategies to encourage quasi-voluntary compliance. Success on this
front will require cooperation across government beyond revenue agencies
alone. Tax administrations can also play a role as advocates for strengthening
these links and, by expanding transparency and engagement, in ways that can
empower taxpayers.

At its core, the challenge of strengthening direct taxation appears to be
centrally about strengthening the social contract. Lower- and middle-income
taxpayers are unlikely to support greater tax burdens or to voluntarily comply
if the wealthy go untaxed. And taxpayers in general are unlikely to become
more compliant or offer the political support needed for more effective
enforcement in the absence of a belief that revenues will be used productively.
Thus the most convincing strategy for improving outcomes appears to lie in
combining efforts to strengthen taxation of the better-off with efforts to
demonstrate the public benefits of taxation more clearly, both with a view
toward mobilizing broader-based, sustainable political support for more
effective direct taxation.

Notes

1. The International Labour Organization (ILO) puts the share of self-employed at
80 percent of workers in low-income countries (ILOSTAT database, “Self-
employed, total [% of total employment] [modeled ILO estimate]—low income,”
https://dataworldbank.org/indicator/SL.EMP.SELF.ZS?locations=XM).

2. For more information, see the TADAT website, https://www.tadat.org/.
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CHAPTER 3

Taxing High-Net-Worth
Individuals

Wilson Prichard, Roel Dom, and Anna Custers

The Tax Compliance Challenge

The largest gap in tax compliance in most low- and middle-income countries is in
taxes on income and wealth—the latter most prominently through property taxes.
In Organisation for Economic Co-operation and Development (OECD) countries,
taxes on personal income amount to about 8 percent of the gross domestic product
(GDP), and social security contributions account for about 10 percent of GDP on
average. By contrast, in low- and lower-middle-income countries taxes on personal
income, including social security contributions, average only about 3.5 percent of
GDP (see figure 2.2 in chapter 2).

Across countries, taxes on wealth are more limited, though here, too,
lower-income countries raise significantly less revenue. The most important
source of wealth taxation across countries is property taxes, which are the foun-
dation of local government finances in almost all OECD countries, generally
amounting to 1-2 percent of GDP and sometimes more. In low-income and
lower-middle-income countries, property taxes are severely underexploited,
with more fragmented data suggesting that in many countries they amount to
only 0.1-0.2 percent of GDP and rarely more than 1 percent of GDP in even the
most successful cases (see figure 6.1 in chapter 6). Wealthier countries also fre-
quently collect taxes on inheritance and related transfers of wealth, though
revenues are generally limited.
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The COVID-19 pandemic has seen a growing consensus about the importance
of strengthening taxation of the wealthy. In lower-income countries, such a step
generally requires both broadening the base among wealthy taxpayers, some of
whom are not registered at all, and improving compliance among the relatively
wealthy, higher-income earners. Central to this challenge is improving taxation
of the income from diverse nonlabor sources, including property, and devising
new strategies for taxing wealth held and earned offshore. Meanwhile, world-
wide there has been renewed interest in strengthening broader taxes on wealth,
with some middle-income countries passing new legislation. For low-income
countries, broad-based taxes on wealth are unlikely to have the highest priority
because of the immediate opportunities to strengthen enforcement of the exist-
ing taxes on income and property, although those efforts may also lay the foun-
dation for broader taxation of wealth in the future.

High-net-worth individuals (HNWTIs) are typically defined as those with
wealth exceeding US$1 million, excluding a person’s main residence (OECD
2009). HNWIs include both high-wealth and high-income individuals.
Generally, taxes on HNWTIs can target diverse bases: stocks of wealth (such as
real and other property), flows (income, savings, and consumption), and hybrids
(capital gains and asset transfers). This chapter discusses most of these, focus-
ing on the challenges of taxing the diverse incomes and property of wealthier
individuals.

Small numbers of wealthy taxpayers should, in theory, account for a very
large share of all income tax revenue, reflecting their ownership of a large share
of total income. In the United States, for example, the top 1 percent of taxpayers
contributes an estimated 37 percent of all income tax revenue, despite avoidance
and evasion via international tax havens (Tanzi 2018). This share would likely be
even higher in most low- and middle-income countries if income taxes were well
enforced owing to high inequality and the fact that most citizens fall below the
threshold for income taxation.

Comparable numbers are not available for property taxes, but the vast wealth
of HNWIs—making up about 35 percent of the declared total wealth in OECD
countries (New World Wealth 2018)—would be expected to translate into a large
share of property tax payments. Again, this may be even truer in low- and
middle-income countries, where property taxes are concentrated in larger cities
and in more formal settlements, and where there is evidence that the wealthy are
more heavily invested in real estate (Battle 2014).

Tax Revenue Losses from HNWIs

Income Taxes

Although the wealthy should provide the bulk of income tax revenue, in practice
they seem the most able to avoid and evade legally required income taxes. Across
most low- and middle-income countries, most personal income tax revenue is
produced by withholding taxes on salaries. Yet the wealthiest taxpayers around
the world secure most of their income from nonwage sources, mostly from profes-
sional services, investment income, capital gains (often on real estate), and rental
income. These sources of income are often barely taxed, particularly in lower-
income countries. The effective tax rate for the top 1 percent in the United States
is estimated at 24 percent—at the lower end of the OECD spectrum—while for
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Rwanda’s top decile, it can be as low as 0.7 percent (Mascagni, Monkam, and Nell
2016; Piketty and Saez 2007).

Weak income tax collection is driven predominantly by weak domestic tax
systems. However, this problem is exacerbated by the lack of transparency in
the international tax system. According to the lower-bound estimate produced
by Alstadseeter, Johannesen, and Zucman (2018), the equivalent of 10 percent
of world GDP is held as financial wealth in offshore tax havens outside the
reach of national tax authorities. This estimate excludes other nonfinancial
sources of wealth. The overall wealth held offshore is thus almost certainly
somewhat higher—and possibly substantially higher, which is reflected in other
estimates (see review in Alstadsaeter, Johannesen, and Zucman 2018). As illus-
trated in figure 3.1, the authors find that this average masks much regional
heterogeneity. However, differences across income levels are much more
modest. In lower-income countries, about as much financial wealth, as a share
of GDP, is held offshore as in richer countries. Critically, they also find that that
offshore wealth is dominated by HNWIs, who they estimate often hold
30-40 percent of their total wealth offshore—and sometimes more. This find-
ing is consistent with evidence elsewhere: in Colombia the rich were found to
be much more likely to hide their wealth offshore, with over 40 percent of the
top 0.01 percent hiding on average one-third of their wealth (Londofio-Vélez
and Avila-Mahecha 2021).

FIGURE 3.1 Offshore Wealth as a Share of GDP, by Region and Country Income Group, 2007
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Source: Alstadsaeter, Johannesen, and Zucman 2018, table A.3.

Note: AFR = Africa; EAP = East Asia and Pacific; ECA = Europe and Central Asia; LAC = Latin America and the
Caribbean; MENA = Middle East and North Africa; NA = North America; SAR = South Asia. HICs = high-income
countries; LICs = low-income countries; LMICs = lower-middle-income countries; UMICs = upper-middle-income
countries.
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Property Taxes

Meanwhile, the weakness of property taxes is a growing concern amid booming
real estate markets and investments in many low- and middle-income countries.
Data suggest that capital cities, particularly in many of these countries, have been
home to some of the most rapidly appreciating real estate values in the world, with
some prices rivaling those in the most expensive cities in OECD countries. This
situation appears to have been driven, in part, by HNWIs reinvesting their wealth
in real estate, which has been viewed as a stable, lightly taxed, and relatively
opaque destination for (often undeclared) wealth. Against this background, the
impetus for stronger taxation of property—and especially speculative real estate
investments—is growing as a way for governments to capture some of the gains
from urban property booms, increase affordability in urban areas, and reduce
opacity in real estate markets (Goodfellow 2017b).

Wealth Taxes

Despite renewed interest, the taxation of net wealth remains very limited in
most countries. The term wealth tax refers to the taxation of an individual’s net
worth—that is, assets minus liabilities. The assets can include, among other
things, cash, shares, jewelry, property, or art. Property taxes are also a form of
wealth tax. Taxes can be levied as well on the transfer of wealth, such as through
an inheritance tax.

French economist Thomas Piketty resuscitated the notion of using wealth
taxes to raise revenue and curb inequality (Piketty 2014). However, even though
estimates suggest that a wealth tax can raise around 1 percent of GDP in revenue
(Saez and Zucman 2019), few countries have one, although inheritance taxes are
common (Drometer et al. 2018). In fact, many countries have abolished their
wealth taxes. In 1990, 12 OECD countries taxed wealth, but only four still did so
in 2017 (OECD 2018). Technical challenges are a partial explanation. Putting a
value on assets such as art or privately held businesses is challenging. Meanwhile,
the wealthy have become adept at sheltering and hiding wealth from taxation,
often by holding it offshore.

The Broader Cost of Tax Inequity: A Weaker Social Contract
The weakness of taxes on the wealthy not only affects revenue but also risks
undermining broader trust in the tax system and weakening the social contract.
Taxpayers are less likely to trust the tax system if they do not feel that everyone
pays their “fair share” The most egregious, and apparently widely understood,
example of tax inequity is the ability of the wealthy to avoid paying taxes.

This inequity may have consequences for the tax system more broadly:

e It is likely to undermine the willingness of other taxpayers to comply with
their tax obligations “quasi-voluntarily.”

» Insofar as inequity undermines trust in tax authorities, it likely undermines
governments’ ability to mobilize broader popular support for tax reform.

* When some wealthy taxpayers can effectively “opt out” of paying taxes, pop-
ular advocacy aimed at demanding reciprocity and accountability for tax pay-
ments is undermined, thereby weakening the social contract (Prichard 2015).
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Ultimately, recognition of the importance of building trust and the social
contract suggests that there may be substantial value in redirecting reform
efforts toward taxing the wealthy. In recent decades, taxes on personal income
and property have received relatively less attention than strengthening the value
added tax (VAT). The emphasis on the VAT reflects a pragmatic calculus: the
likely revenue gains from VAT reform appear likely to outweigh those from
income and property taxes because of the high technical and political barriers to
strengthening the latter. But there is a growing sense that such an approach may
be short-sighted. Taxing the wealthy more effectively is critical not only to
increasing revenue, but also to building trust in the tax system, thereby unlock-
ing more sustained political support for taxation and the achievement of
longer-term gains.

Barriers to Reform

Technical and Capacity Challenges to Tax Enforcement

The weakness of taxes on the wealthy is rooted, in part, in the technical, legal, and
capacity challenges that limit income tax enforcement. Effective enforcement
depends on the ability of tax authorities to access information on taxpayers’
income. Access is relatively straightforward in the case of wages because essen-
tially all countries require firms to withhold taxes from salary payments. Firms, in
turn, have reasonable incentives to do so relatively honestly to reduce their taxable
profits.

The trouble arises for nonwage payments. How can governments establish
the amounts of private payments for professional services or rental payments?
Meanwhile, taxes on capital gains require detailed information on the purchase
and sale prices of assets, which is frequently not readily available, particularly
when assets are held overseas. As a result, capital gains taxes are likely to be the
most systematically undercollected of all the major taxes in low- and middle-
income countries, although consistent data are not available.

In OECD countries, governments seek to close the enforcement gap through
access to third-party data such as bank accounts, credit cards, stock exchanges,
and land registries. Such data can then provide the basis for effective audits, both
by informing the risk-based assessment of files for audit and by providing the
information needed to assess liabilities. The success of third-party information
matching has been much more uneven in middle-income countries. Costa Rica,
for example, hardly uses any third-party information, whereas in India the tax
administration has access to only a limited number of outside sources of infor-
mation (OECD 2017).

Few low-income countries have systematic access to such third-party data,
and their audit capacity is also often sharply limited. The third-party informa-
tion that is available is usually held within the tax administration because infor-
mation sharing across government institutions is often difficult. Moreover, even
when data are available, the potential of data cross-checking is not always fully
exploited (Mascagni, Mukama, and Santoro 2019). Although recent reforms to
international tax rules should, in principle, provide governments with access to
information on the assets of taxpayers held abroad, in practice concerns persist
that the hurdles to accessing and using such information will remain formidable
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for lower-income countries. These issues will require continued monitoring and
support in the years ahead.

Property taxes should offer a far less daunting enforcement challenge because
property is both visible and immovable, but complex and dysfunctional laws
have often complicated improved outcomes (see chapter 6 for more detail). The
central technical barrier to more effective property taxation lies in the need to
assess the value of taxable property and then to update that value regularly.
Many countries use relatively complex criteria for valuing properties—most
often, assessment of “market value” or “rental value” based on expert assess-
ments, despite frequently inactive and opaque property markets. Yet they often
employ few professional valuation officers to do so (Mohiuddin and Ohemeng,
forthcoming). The result is that new properties fail to be valued in a timely man-
ner, while older property valuations can get wildly out of date—sometimes not
reassessed for decades—and thus erode the level of tax revenue and equity across
properties.

Meanwhile, reliance on often difficult-to-assess “market values” is ripe for
both collusion and corruption—collusion when valuation officers accept bribes
to reduce assessed values, and corruption when they threaten to inflate valua-
tions to extract payments (Khan, Khwaja, and Olken 2016). Finally, property tax
systems in many countries are also affected by large loopholes, including for pri-
mary residences, government-owned property, and, in some cases, exemptions
for certain kinds of new developments (Franzsen and McCluskey 2017; Piracha
and Moore 2015).

Obstacles to Quasi-Voluntary Compliance

The weakness of the taxes levied on HNWIs—especially income taxes—appears to
reflect a lack of both trust and quasi-voluntary compliance among potential tax-
payers. Although the evidence is limited, what is available suggests that HNWIs
differ from the wider population in terms of their norms, values, and appetite for
risk. They also have greater access to tax advisers and wealth managers who
design and help implement tax minimization strategies. This access is likely to
have consequences for trust and thus for tax compliance. A higher tolerance for
risk, for example, may lead them to explore more aggressive tax planning strate-
gies or to be less sensitive to enforcement (Gangl and Torgler 2020).

At the level of fairness, although some wealthy taxpayers generally pay far
less than they should under the law, many privately express concerns that greater
cooperation with tax authorities could result in harassment by tax collectors
seeking to meet revenue targets—and audits are often reported to be highly
antagonistic.

As for equity, the weak taxation of the wealthy is a concern for most taxpay-
ers, but the wealthy themselves appear to worry about being singled out for
enforcement while others fail to pay. To the extent that the wealthy identify with
and liken themselves to their wealthy peers, this social reference point may give
rise to perceptions of horizontal and vertical inequalities among the wealthy,
even as they may be severely undertaxed relative to most taxpayers.

And finally, like other taxpayers the wealthy worry that their tax payments
will not translate into effective services and broader improvements in account-
ability. This worry may be especially pertinent in low- and middle-income
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countries, where governments may simply not have the capacity to provide ben-
efits. Research has suggested that some wealthy taxpayers may be unwilling to
pay taxes—particularly local property taxes—because they often consume pri-
vate alternatives to public schools, health care, and other government services
(Jibao and Prichard 2015). However, as further described in this chapter, recent
evidence indicates that strengthening the visible links between tax payments
and services can make a difference.

Political Constraints

Above all, the weakness of income taxes reflects the absence of political will to
support reform. Although there are certainly technical barriers to more effective
income taxation, governments have failed to use many of the tools available to
them. Most obviously, many governments have failed to take advantage of even
rudimentary data sharing across government agencies to detect avoidance and
evasion.

Failures to Use Available Data and Build Capacity

In a recent study in Uganda, a simple comparison of data from corporate taxes,
customs declarations, and income tax declarations revealed that many of the
country’s large importers and business owners were not paying any income taxes
(box 3.1). Likewise, many individuals identified by the popular media as the coun-
try’s wealthiest people did not appear on the tax rolls. This information was read-
ily available, and political pressure seems to be the only compelling explanation
for ignoring it (Kangave et al. 2016). Yet anecdotal evidence suggests that weak or
no data sharing is common in many countries.

In the same vein, international leaks in recent years have revealed signifi-
cant wealth held offshore by residents of low- and middle-income countries,
but most governments have taken little action against them. In turn, it is well
known that accessing third-party data, whether from within or beyond gov-
ernment, can greatly improve enforcement, and yet many low- and middle-
income countries make little use of such data or even legally limit such use
(Best 2014; Kleven et al. 2011). Government information on assets (such as
property, houses, and cars) and business registrations can quickly point to
potential avoidance and evasion, but they are frequently not pursued. Access
to private third-party data, most notably from bank accounts, can be hugely
valuable, but many low- and middle-income countries continue to restrict
access to such information.

Meanwhile, investments in building audit capacity have remained limited
despite strong evidence of significant returns from additional capacity (Kleven
et al. 2011). At the same time, as Indonesia’s experience with the establishment
of a tax office for HNWTs has revealed, a higher audit capacity may lead to mixed
compliance effects and does not always produce additional income tax revenue.
In Indonesia, the higher audit threat led to a sizable increase in reported taxable
income by HNWIs, but it did not increase the income tax paid, and it reduced the
reported net wealth, suggesting that wealthy taxpayers find other ways to avoid
taxation when monitoring increases (Chan et al., forthcoming). More creative
options—such as a greater reliance on withholding taxes—have been employed
in limited ways but offer promising avenues to explore.
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BOX 3.1
Taxing High-Net-Worth Individuals: Lessons from Uganda

Wealthy individuals in Uganda pay little personal income tax (PIT). Only
5 percent of the directors of the top tax-paying companies remitted
income tax in 2013. Similarly, in a sample of 60 lawyers, less than a third
paid income tax in 2012. Meanwhile, although some Ugandans paid about
US$180,000 in customs duties in 2014, none paid personal income tax.
Finally, most politicians with stakes in commercial enterprises did not
comply with personal income tax between 2011 and 2014.

The challenge to taxing these high-net-worth individuals (HNWIs) in
Uganda was not so much lack of appropriate legislation; instead, the
information available was not being fully exploited. Data held by the
Uganda Revenue Authority (URA) were not used because no systems
were in place to cross-check databases, in part because departments
operated in silos or competed against each other to achieve their revenue
targets. Information sharing across government institutions was equally
limited because of procedural differences or institutional rivalries.

In 2015, the URA established an HNWI unit. Missing a precise
methodology, the unit drew up a list of HNWIs simply based on common
knowledge and on information that was readily available within URA
data systems. Supported by senior management, the unit then arranged
meetings with the HNWIs to talk about their tax affairs. These meetings
served two purposes: educating the taxpayers and signaling that the
URA was looking into their tax compliance.

Subsequently, the HNW!I unit created a register of wealthy individuals
of whom more than 65 percent filed tax returns. Tax revenue from HNWIs
increased from US$390,000 in 2015 to US$5.5 million in 2016. Moreover,
the URA observed a significant improvement in the attitudes of HNWIs
toward paying their taxes, suggesting a boost in tax morale. Over time,
however, compliance with the personal income tax has not been sustained.
Hampered by weak enforcement capacity, the unit found that by 2020
the share of HNWIs submitting a PIT return was lower than shortly after
the unit was established. Compliance with the value added tax and rental
income remained relatively stable.

As a result, URA’s collection from HNWIs still almost certainly
represents only a tiny fraction of the revenue plausibly available from
improving the taxation of wealthy individuals. But several lessons can be
learned from Uganda’s experience:

* |dentifying HNWIs is possible, even if it is not a comprehensive list
because of the difficulties in identifying offshore wealth.

* Picking low-hanging fruit in the information environment can be
enough to get started.

* HNWIs are often publicly known, but because of their economic and
political influence, high-level political and administrative support is
needed to enforce their tax compliance.

e Especially initially, careful relationship management and appropriate
communication are more important than enforcement.

Sources: Kangave et al. (2018); Kangave et al. (forthcoming).
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An Exception to the Rule: South Africa

Perhaps the best evidence of the political roots of weak income tax enforcement is
provided by the primary exception to this pattern: South Africa. Whereas most
middle-income countries have limited collection of personal income taxes, South
Africa has long been an exception, with personal income tax collection exceeding
10 percent of GDP by the end of the 1990s—and remaining more than 8 percent of
GDP before and after.

The technical features of the tax base in South Africa offer little to explain
this exceptional performance relative to that of other middle-income countries.
Instead, it has been attributed to South Africa’s unique politics. During the
period of white rule under apartheid (1948-94), there was largely a consensus
among the wealthy in favor of taxation—that is, wealthier white South Africans
were willing to accept significant income taxes as the “price” of sustaining white
rule (Lieberman 2003).

South Africa’s experience reveals how persistent tax systems can be. In the
postapartheid period, those institutions of tax collection have largely persisted
amid a strong popular politics of taxation—that is, broad support for redistribu-
tive taxation to reduce historical inequalities. The key message is that effective
income tax systems can be put in place, but that is likely to depend on either an
elite consensus or broad popular support for taxation (Prichard 2019).

Political Barriers to Property Taxation

Political logic has similarly hindered the enforcement of property taxes in low-
and middle-income countries, even though property—a major source of wealth in
many countries—appears ideally suited to tax enforcement even in low-capacity
environments (see chapter 6 for more details).

The clearest illustration of the political barriers to effective property taxation
is the extent of countries’ collection arrears. Among African countries, arrears
range from 25 percent in Zambia to 80 percent in Niger (Franzsen and McCluskey
2017). In Latin America, Castro and Scartascini (2015) report compliance of only
about 40 percent among billed properties. Where tax arrears have been identi-
fied, enforcement should be straightforward. Properties are immovable, and
thus identifying owners, or at least tenants, is generally simple. And yet arrears
frequently persist, uncollected.

Meanwhile, although the persistent failure to build more effective property
valuation systems is often attributed to technical challenges, it is difficult not to
trace these to deeper political roots. Lack of valuation capacity and problems
with complex models of valuation have been evident for decades, but govern-
ments have generally failed to act. In some countries, explicit gaps in existing
laws appear to benefit those with political and economic power—such as par-
tially or fully exempting unequally distributed rural land from taxation or long
delays in placing new developments on the property tax rolls (Piracha and
Moore 2015).

Political Forces against Reform

The absence of political support for taxing the wealthy reflects competing politi-
cal pressures (Fairfield 2013). On the one hand, the absence of reform is unsur-
prising. HNWIs are likely to wield extensive political influence—and indeed, in
some cases, hold political office. Efforts to tax powerful, politically connected
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individuals face powerful interests resistant to reform, while also threatening to
disrupt patronage networks important to political leaders. For example, the
notion that wealthy individuals are particularly well placed to mobilize against
expanded taxation is illustrated by the dispute in the United States over the inher-
itance tax or so-called death tax (Graetz 2016).

On the other hand, one would expect a large majority of taxpayers to strongly
support more effective tax enforcement among the wealthy. Although taxpayers
may not support what they view as punitive taxes on the rich, it seems reason-
able to believe that most taxpayers are likely to support enforcement of existing
laws, particularly when it could expand investment in public services. The
empirical message appears to be that, in almost all cases, the potential political
gains from catering to the majority of taxpayers have failed to offset the costs of
confronting more powerful vested interests.

Reform Progress—and Future Options

It is useful to consider recent reform priorities, and possible future reform direc-
tions, through the lens of these diverse barriers to progress. This section thus
begins with more traditional interventions targeting enforcement and simplifica-
tion before turning to issues related to trust—such as quasi-voluntary compliance
and the compilation of political support for reform.

Enforcement

Efforts to strengthen the taxation of HNWTs have focused primarily on strength-
ening enforcement, improving data collection, implementing more effective infor-
mation technology (IT) systems, and ramping up audits. The push for improved
information collection and management is at the core of all these efforts, which
recently are highlighting the critical role of data sharing within government and
access to third-party data in strengthening enforcement.

Enforcing Wealth Taxes

In recent decades, many observers have argued that the advantages of taxing
wealth over focusing on personal income tax may be limited. They point out that
wealth taxes would be costly to collect and would raise significantly less revenue
than predicted because of avoidance and evasion. Many countries have similarly
focused on inheritance taxes or other taxes on transfers of wealth based on the
view that it is easier to tax wealth when it is moved after a death or at any other
point. This reasoning was the basis for the United Kingdom’s Capital Transfer Tax
introduced in the 1970s but abolished in the 1980s.

Yet experiences in Colombia and Europe reveal that wealth taxes can work if
well designed. In Colombia, compliance with wealth taxes improved when cou-
pled with stronger enforcement. The higher probability of detection triggered
by the Panama Papers leak improved wealth tax collection through disclosures
(Londofio-Vélez and Avila-Mahecha 2021). Meanwhile, the wealth tax in
Norway, Spain, and Switzerland raises between 0.5 and 3.7 percent of total tax
revenue (Drometer et al. 2018). In Denmark, efforts by the wealthy to avoid and
evade the wealth tax in place until 1997 were sizable, but they were less than
what is generally (theoretically) assumed (Jakobsen et al. 2020). In response to
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the further expansion of wealth inequality stemming from the COVID-19 pan-
demic, many countries, now armed with tools to identify wealth held offshore
through the automatic exchange of information for tax purposes and aided by
the new limits on anonymous shell corporations, are reconsidering the potential
merits of wealth taxes.

Domestic Data Sharing and Audit Capacity

The administrative challenges encountered in data sharing and audits arise at
both the institutional and individual levels within and beyond tax agencies.
Legal reform is often needed to grant tax authorities greater access to third-
party data. Laws that allow data sharing across government agencies are a
starting point. But the actual sharing of data has often lagged far behind what
is permitted by law. To solve this problem, reformers have often tended to rely
on the development of sophisticated IT systems to automate the process. And
yet, as explored in greater detail in chapter 7, such systems have not always
been successful.

In lower-income countries, in particular, strengthening specific and strate-
gic areas of data sharing using simpler and even manual methods may prove to
be more effective solutions at lower cost, at least in the short term. For exam-
ple, the customs department could simply share a spreadsheet with the
taxpayer identification numbers of the largest importers in a given year to
cross-reference against databases of individual and corporate taxpayers.
Similar exchanges of basic data could be applied across different tax types,
with the business registrar, or with other data sources. Slightly more
sophisticated but still achievable would be efforts to understand the network
of relationships that a HNWI has built, including family members and key
business relationships, thereby helping to piece together the transactions in
which they are involved. Such an effort could, in turn, serve as the foundation
for simplified identification of audits, with systems of risk-based audit to be
upgraded over time.

Even where data have been accessed, many countries urgently need an
expanded audit capacity—and a greater willingness and ability to prosecute
noncompliance. This need for audit capacity is expanding with the prospect of
access to new data, and a variety of international programs have begun to tar-
get capacity building in this area. A key barrier to the effort is the surprising
dearth of research into which modalities are most effective for building—and
sustaining—new audit capacity. Anecdotal evidence suggests that capacity
building has tended to remain relatively fragmented and theoretical, even
while tax agencies have pushed for more coordinated and applied training and
support. Empowering local authorities to coordinate capacity-building sup-
port to fit their needs is an important but imperfectly implemented principle
(Fjeldstad 2014; Moore et al. 2015).

Capacity building for tax enforcement that targets HNWIs faces a unique
additional challenge: government staff often enjoy significant and lucrative job
prospects with large accounting firms. Therefore, tax agencies must have plans
for retaining skilled staff. Meanwhile, barriers to prosecution for tax evasion
sometimes lie beyond tax authorities—that is, with the courts—thereby requir-
ing broader legal reforms (Hassan and Prichard 2016).
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Simplifying Property Tax Administration

Difficulties in enforcing property taxes share similar characteristics and are often
characterized by significant neglect. Frequent commitments have been made to
strengthening property valuation and improving enforcement of arrears—all sup-
ported by often-fragmented efforts to introduce new IT systems. However, suc-
cess has often been fleeting, primarily amid large-scale failures to produce
complete, up-to-date property registers and valuations. Despite these failures,
some reform programs continue to push the same agenda of capacity upgrading, in
some cases by shifting administration of property taxes from subnational to
national governments (Goodfellow 2017a). Finally, at its root the enforcement
problem is often political rather than technical, as most clearly illustrated by large
unenforced arrears—for property taxes, in particular.

Yet, as with income tax enforcement, an alternative narrative around simpli-
fication has gained traction. This alternative view holds that in many contexts
expert-driven, market-based valuation of properties is too onerous, complex,
and subjective, and thus prone to both delays and collusion or corruption.
Further complicating property tax administration are complex institutional
arrangements in which land registries, valuation departments, and tax authori-
ties rarely cooperate. Against this background, a growing chorus of reformers
have called for simplified systems of property identification, simplified but still
progressive valuation, and simplified links between valuation and tax collection
to make property tax systems more enforceable given local capacity constraints
(Franzsen and McCluskey 2017; Zebong, Fish, and Prichard 2017). More con-
crete options are discussed in greater detail in chapter 6.

International Exchange of Information

Recently, the focus has shifted to accessing third-party data on wealth held inter-
nationally, primarily through the OECD-led agreement on Automatic Exchange of
Information (AEOI) for tax purposes.?2 Since 2014, this agreement has had sub-
stantial potential to curb tax evasion undertaken by stashing wealth abroad, but
low- and middle-income countries must not only sign on to the agreement but also
be able to use the data effectively, implement data management safeguards suffi-
cient to satisfy other members, and collect adequate data domestically to meet rec-
iprocity requirements for participation.

In practice, these requirements have so far served as a major hurdle to partic-
ipation by low-income countries (Collin 2020), which have yet to participate in
the AEOI agreement (table 3.1). Many of them worry that they may struggle to
put in place systems adequate enough to fully participate in the AEOI, or else
they lack information about how or whether to participate. Advocates have
argued for greater outreach and support, as well as for simplifying the participa-
tion process—including through lower thresholds for participation, nonrecipro-
cal provision of data to lower-income countries, “pairing” with wealthy partners
in implementing new processes, or the provision of simplified data where full
participation is not possible (Knobel 2017).

Another option for countries seeking to strengthen taxation of wealth
held overseas is multilateral cooperation between (regional) tax authorities.
Such cooperation can facilitate information flows and the recovery of for-
eign tax claims, as illustrated in the success of the OECD and Council of
Europe’s Convention on Mutual Administrative Assistance in Tax Matters.
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TABLE 3.1 Number of Countries Participating in Automatic Exchange of
Information Agreement, by Region and Country Income Group, 2021

Region Country income group

East Asia and Pacific 16 High-income 71
Europe and Central Asia 45 Upper-middle-income 26
Latin America and the Caribbean 24 Lower-middle-income 6
Middle East and North Africa 8  Low-income 0
North America 2

South Asia 3

Sub-Saharan Africa 5

Total 103 103

Source: OECD 2021.

Note: Regions follow the World Bank regional definitions (under which North America
comprises Bermuda, Canada, and the United States). All country income categories use
World Bank-defined classifications.

Indeed, the clout of regional initiatives such as the Inter-American Center
of Tax Administrations or the African Tax Administration Forum seems to
be growing.

Although bilateral tax treaties often include information exchange clauses,
evidence is mounting that many treaties unnecessarily limit the taxing powers of
low- and middle-income countries. For example, tax treaties may stipulate a
maximum rate at which a country can tax dividends (Hearson and Kangave
2016). There is, however, a growing push for countries to renegotiate those tax
treaties. The OECD or United Nations (UN) model conventions could serve as a
starting point. For many lower-income countries, the UN Model Double Taxation
Convention may be more appropriate because it includes more source taxation
rights (also see chapter 4).

Tax Amnesties and Voluntary Disclosure

For countries seeking to encourage taxpayers to declare wealth held offshore, one
option is reliance on tax amnesties—time-limited government offers that allow
taxpayers to pay a defined amount in exchange for forgiveness of a past tax liabil-
ity, including interest and penalties (Le Borgne and Baer 2008). Amnesties are
often seen as a way to raise additional revenue in the short term while expanding
the tax base in the medium term by bringing hidden wealth and income into the
tax net.

However, successful amnesties are the exception rather than the rule (Alm,
Martinez-Vazquez, and Wallace 2009; Le Borgne and Baer 2008). Success
depends on a delicate balance between encouraging declarations, avoiding
undermining the rule of law, and offering credible incentives along with a credi-
ble threat of enforcement. Poorly designed amnesties may actually result in a
revenue loss either by undermining perceptions of fairness and tax morale or by
counterintuitively creating incentives for the wealthy to move wealth offshore in
the expectation of future amnesty programs.
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An alternative to amnesty programs is voluntary disclosure programs, and
their results have been promising (OECD 2015). Whereas amnesty programs
typically include relief from tax liabilities and penalties, voluntary disclosure
programs insist on payment of tax liabilities, but they agree to partly or fully
waive the severest penalties and the possibility of prosecution. The key differ-
ence is that amnesty programs leave beneficiaries better off than individuals who
have been consistently compliant, whereas voluntary disclosure programs cre-
ate no such benefit. Voluntary disclosure programs are therefore less likely to
undermine perceptions of fairness, although they create weaker incentives for
disclosure.

Although still scarce, rigorous research on the effectiveness of tax amnesties
and voluntary disclosure programs in low- and middle-income countries is
growing (Langenmayr 2017). A recent paper examines the effect of a 2019 volun-
tary disclosure program in Colombia (Londofio-Vélez and Avila-Mahecha 2021).
A key feature of Colombia’s program was that, in exchange for paying a penalty
of 10 percent of the value of the disclosed wealth, all evaded income and wealth
taxes from past years were waived. However, disclosers did have to start paying
income and wealth taxes upon disclosure. The program was accompanied by
broader enforcement measures such as the criminalization of tax evasion. It pro-
duced disclosures worth more than 1.7 percent of GDP, raised 0.2 percent of GDP
in penalty revenues, and substantially increased tax revenue, nearly doubling the
effective tax rate on the rich. Moreover, the improvements in compliance per-
sisted over time (Londofio-Vélez and Avila-Mahecha 2021). Further research in
this area, especially on the impact of tax amnesties and voluntary disclosure on
HNWIs’ disclosures, would help to inform policy discussions.

Facilitation

Alongside enforcement reforms, most tax authorities have invested significantly
in facilitating tax compliance by the relatively wealthy. Among the first such ini-
tiatives was the creation of large taxpayer units across the world. These agencies,
while designed to improve enforcement through greater capacity and data shar-
ing, were equally intended to offer a single point of contact and service for the
most valuable taxpayers (Baer, Benon, and Toro 2002—also see box 3.1 for a
description of Uganda’s “VIP tax unit”). Some tax authorities—among others, in
Brazil, Indonesia, Romania, and South Africa (TJN 2018)—also have special liai-
sons to deal with HNWISs, in part owing to the political complexity of taxing
these individuals and reportedly to address their concerns about privacy and
harassment.

The introduction of new IT systems has also implicitly sought to facilitate
payments primarily by the wealthy. A central component of many IT systems has
been the introduction of online self-assessment for income tax purposes—a ser-
vice that in most low- and middle-income countries is relevant to only a small
segment of the population. Meanwhile, the ability to make tax payments at banks
was initially most relevant to a handful of larger taxpayers before being rolled
out (to varying degrees) to larger groups of taxpayers and tax types.

Although these reforms seem broadly desirable, they raise a question
about the right balance between special treatment for the wealthy and equity
for all taxpayers. The wealthiest taxpayers are disproportionately important
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for national revenue, while improving broader public perceptions about their
compliance may be critical to broader trust in tax systems. HNWIs also har-
bor plausible concerns about their privacy and potential harassment when
paying taxes. At the same time, to the extent they have powerful political
allies, taxing them may prove sensitive for tax officials as well. The tax affairs
of HNWISs are also likely to be substantially more complex than the affairs of
other taxpayers. For all these reasons, specialized units to facilitate their
compliance may be justifiable (OECD 2009).

On the other hand, these specialized units may risk further alienating rank-
and-file taxpayers who may already suspect that the wealthy enjoy preferential
treatment. At a minimum, it thus seems essential that efforts be made to progres-
sively expand facilitation measures (such as online filing and third-party pay-
ments) to the broader base of taxpayers. In short, absent a meaningful impact on
revenue, the creation of special structures to cater to wealthy taxpayers may
exacerbate a lack of popular trust in the equity of the tax system.

Trust: Improving Quasi-Voluntary Compliance

Alongside efforts to facilitate tax compliance by the relatively wealthy, some evi-
dence now indicates that investments in trust may expand quasi-voluntary com-
pliance among HNWIs.

Building Trust by Showing Public Benefits

In Rwanda, short message service (SMS) messages linking income tax payments
to services led to a significant increase in declared income (Mascagni, Nell, and
Monkam 2017). OECD countries have seen similar outcomes (Bott et al. 2017;
Hallsworth et al. 2017), but such studies in low- and middle-income countries have
reported somewhat mixed results overall (Castro and Scartascini 2015; Weigel
2018).

One reason for these mixed results could be that taxpayers in low-income
countries may lack confidence in the ability of governments to deliver meaning-
ful and valuable improvements in service quality. Although this is true for all
taxpayers, it may be particularly important when considering HNWIs because
of their ability to secure access to comparatively high-quality goods and services
through private providers. In other words, the tax-benefit link may, in at least
some cases, be less important for rich taxpayers because of their access to out-
side options, making them less willing to comply with taxes.

HNWI s are not likely able to opt out of the social contract entirely, however.
For example, they probably value public goods such as roads and airports.
Reflecting that logic, the Colombian government was able to introduce a surtax
on the income of the wealthy by explicitly linking it to popular investments in
security, along with the creation of additional oversight mechanisms. Survey
experiments in Mexico suggest the potential broader effectiveness of such strat-
egies (Flores-Macias 2012, 2016).

Although these studies show connections between trust and quasi-voluntary
compliance, they do point out challenges for operationalization on a larger scale.
SMS messages linking taxes to services have an effect, but it may be eroded over
time if not paired with actual and visible improvements in services. Meanwhile,
the model of Colombian security taxes is potentially risky on a larger scale:

Taxing High-Net-Worth Individuals

71



72

governments cannot afford to create a system in which the wealthy are paying
taxes primarily to fund services heavily valued by the wealthy. A key motivation
for stronger personal income taxes is to support redistribution and to signal to
taxpayers more broadly that the tax system is equitable. The type of bargain
established in Colombia may undermine that goal if expanded too far.

Overall, linking revenues more clearly to improved spending and government
performance is likely to be a critical component of trust-building to expand
quasi-voluntary tax compliance. That said, in seeking to strengthen compliance
among HNWTIs it appears important to recognize their concerns and priorities,
but also to approach those concerns carefully to ensure that broad-based,
sustainable benefits remain the priority.

Building Trust by Strengthening Fairness, Equity, and Accountability
Considerable scope remains to continue to focus on fairness, equity, and account-
ability, while more rigorously assessing the demand for reform in these areas and
its impacts on compliance by HNWTs:

e Regarding fairness, despite a lack of systematic data on harassment of
wealthy taxpayers by tax collectors, anecdotal evidence suggests that in some
countries subsets of wealthy taxpayers are targeted by revenue-seeking tax
collectors—or by retributive governments (Hassan and Prichard 2016). In
these contexts, it is easy to imagine that stronger appeals processes and
large taxpayer units could help, but more information is sorely needed.

e Regarding equity, low- and middle-income countries are characterized by
highly uneven tax enforcement among the wealthy, with some paying signifi-
cant income and property taxes and others little or none.2

e Expansion of accountability to larger taxpayers, even through simple steps
such as greater consultation, could have value. Many governments have pur-
sued such a strategy with larger businesses (Moore 2014). However, such
strategies must be balanced with the need for equitable engagement with
taxpayers more broadly.

Building Political Support for Reform

Notwithstanding the reform options described so far, there is little doubt that the
key to more effective income taxation of HNWIs lies in building the necessary
political support. The central questions facing reformers are (1) whose support is
needed, and (2) how can that support be achieved?

Building on case study evidence from Latin America, Fairfield (2013) distin-
guishes broadly between two mechanisms: mobilizing popular support and
tempering elite antagonism. These strategies are, of course, not mutually exclu-
sive, although they likely imply slightly different approaches.

Mobilizing popular support. The first mechanism focuses on building broad-
based popular support for taxation of the wealthy, thus generating a political pay-
off for reformist governments. In principle, most taxpayers stand to benefit from
more effective taxation of the wealthy and therefore are a natural constituency for
reform. Fairfield (2013) documents two strategies used by Latin American govern-
ments to mobilize this support:
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e Legitimating appeals (vertical equity). By appealing to widely held norms and
beliefs, reformists can mobilize popular support, thereby putting pressure on
politicians. This strategy is more likely to succeed when the issues are highly
salient. Common techniques include linking tax reform to vertical and hori-
zontal equity.

e Linking tax reform to popular benefits. Whereas legitimating appeals strate-
gies draws on inherent legitimacy, linking tax reform to popular benefits
invokes legitimacy from the benefits financed by the tax. This link can be
established in discourse, which can be made more credible by including the
tax and benefits in a single reform package, making benefits contingent on the
tax, or earmarking the revenues.

However, outside of some leftist governments in Latin America, such efforts
to mobilize popular support for taxing the wealthy appear to have been rela-
tively rare. One explanation is that even in democracies elites wield sufficient
political power that such broader popular appeals are unlikely to succeed with-
out expanded elite buy-in (Slater 2010). Another possibility is that such appeals
could succeed, but in practice, taxpayers so deeply distrust taxation that mobi-
lizing positive support for taxation, even of the rich, is extremely difficult
(Ascher 1989).

Insofar as the latter is true, the challenge for potentially reformist govern-
ments lies in understanding the root causes of popular distrust of stronger tax
enforcement and finding ways to then build greater trust and political support.
A survey of US respondents revealed that preferences for redistribution and
wealth taxation can be shifted. Informing respondents that property tax only
affects the very rich significantly increased support for it (Kuziemko et al. 2015).

Tempering elite antagonism or enlisting elite support. The alternative mecha-
nism tempers elite antagonism or seeks support among the wealthy either by tar-
geting a subset of supportive taxpayers or by building a mutual interest in expanded
tax collection. Related reform strategies observed by Fairfield (2013) include:

e Attenuating impact. The smaller the impact of a reform on HNWIs’ wealth,
the less likely they are to oppose it. Several strategies can be pursued to
achieve a reform. It can be phased in, introduced gradually over time, or
introduced for a certain period.

» Obfuscating incidence. Strategies that obfuscate tax incidence aim to reduce
HNWIs’ awareness of their tax burden. One commonly used technique is
burden sharing, which exploits the difference between the legal incidence
(who pays the tax) and the economic incidence (who bears the cost).

e Compensating HNWIs. This strategy provides compensation to HNWIs to
convince them to accept a tax reform. This compensation can take many
forms such as subsidies or spending that directly benefits HNWIs or support
for specific reforms elites advocate in other areas. However, the better orga-
nized HNWIs are, the more exclusive the compensation must be. If they are
fragmented, then compensating a few key groups can suffice.

e Linking to universal benefits. This strategy aims to attenuate HNWI resistance
by linking tax reform to public goods from which they stand to benefit, such
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as new investments to expand economic opportunities (Schneider 2012) or
strengthen security (Flores-Macias 2012, 2016).

e Legitimating appeals (horizontal equity). Examples of reforms that improve
horizontal equity include eliminating sector-specific benefits and broadening
the base to include, for example, nonwage incomes. Leveling the playing field
among HNWIs can generate support from those who did not enjoy the bene-
fits or were already included in the tax net. This scenario creates a potentially
virtuous circle: the more incremental progress a government makes in bring-
ing wealthy individuals into the tax net, the larger the constituency for further
reform—especially if success is paired with efforts to expand taxpayer trust

In the abstract, this mechanism has significant appeal: by and large, the most
successful experiences of expanding personal income taxes in low- and
middle-income countries have been rooted in such elite bargains (Prichard 2019).
Yet these bargains may only be politically feasible when the right window of
opportunity opens up. Historically, such bargains have often been the product of
external circumstances or immediate threats (Lieberman 2003; Slater 2010). The
COVID-19 crisis seems to offer such momentum. Various time-limited “solidarity”
surcharges have been added to the personal income tax for the well-off.

Building the Social Contract

Successful efforts to expand taxation of the wealthy also have the potential to
strengthen broader social contracts and contribute to virtuous circles of improved
revenue and outcomes. Income and property taxes have long been central to
research on the processes of tax bargaining and state-building. They are highly
visible to taxpayers, and thus, all else being equal, they appear more likely to spur
popular mobilization and demands for public services and accountability. Property
taxes particularly could be linked explicitly to local services. Yet despite growing
policy interest in linking tax reform to accountability and state-building, the taxes
most likely to spur such gains have sometimes received only muted support.

A key finding from research on tax bargaining is that taxpayers are signifi-
cantly less able to make reciprocal demands on governments when taxpayer
interests—and thus collective action—are divided. This division is likely where
taxes on the wealthy are ineffective—that is, wealthy taxpayers are more likely to
use their political capital to seek to escape taxation than to join with other tax-
payers in demanding reciprocity. The long-term public costs of weak taxation of
elites may thus be substantial, and the ongoing role of both international and
domestic tax havens in facilitating tax evasion may have economic and gover-
nance consequences (Prichard 2015).

Meanwhile, efforts to expand taxation of the wealthy may be an especially
effective way to spur broader state-building. The collection of income taxes—
and to a lesser extent property taxes—gives somewhat unique priority to
cross-government collaboration in gathering and sharing data. This finding has
the potential to spur improvements in administrative competence across agen-
cies, while the data themselves can become valuable input for policy making
elsewhere in government (Gavin et al. 2013; Pieterse, Kreuser, and Gavin 2016).
Meanwhile, property taxes may serve as a key impetus for building often weak
local state structures and engaging citizens directly with local authorities.
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Conclusion

Bringing wealthy and relatively high-income individuals into the tax net may be
the single most meaningful way for governments to improve tax collection as a
whole. The extent of offshoring of wealth by HNWTs, coupled with other forms of
evasion, represents an enormous loss of public revenue. In addition to the revenue
motivation, there is a strong case that lack of equity in taxation undermines the
social contract. A sense that the wealthiest in society do not pay their fair share can
undermine voluntary compliance among other taxpayer groups and weaken sup-
port for tax reform more generally. By increasing efforts to tax the wealthy, gov-
ernments may be able to build broad-based trust in the system, ultimately
generating even greater revenue gains over time.

Although most personal income tax revenue is collected via tax withholding
from wage employees, HNWIs derive most of their income from nonwage
sources, which tend to be taxed ineffectively. To cite a few examples, income
from professional services and capital gains tend to be taxed very little if at all in
lower-income countries, and the vast offshore holdings of the wealthiest lie out-
side the national tax net. There is also low-hanging fruit for reformers in the
realm of property taxation. Many HNWIs have invested heavily in rapidly appre-
ciating real estate, but property taxation tends to be extremely weak in lower-
income countries.

A key challenge lies in identifying the most significant technical barriers to
reform. Verifying nonwage income is not a straightforward matter. Assessing
capital gains taxes is particularly problematic because of the detailed data
required and the lack of access to, or lack of effective sharing of, third-party
information (such as from bank accounts and stock exchanges) in many coun-
tries. Although real estate holdings are more visible, property valuation can be a
technically difficult process that is also vulnerable to collusion and corruption.
Further research on the most effective means of building and maintaining
expanded audit capabilities would be welcome, as would more work to under-
stand the results of initiatives such as tax amnesties and voluntary disclosure
programs. Lack of administrative capacity is frequently cited as a major barrier
to reform, but rather than continuing to push for capacity building, reformers
may wish to consider whether the complexity of the tax system is itself part of
the problem. In that case, simplification of some aspects may be helpful.

Yet despite the variety of technical barriers, the genuinely binding constraints
on reform efforts tend to be political. Indeed, seemingly technical challenges
may reflect underlying political or institutional resistance. For example, even
where third-party data are available, governments often choose not to share or
use them effectively. Similarly, governments often fail to exploit other relatively
simple opportunities for improving tax collection, such as enhancing audit
capacity, increasing the use of withholding taxes, implementing better methods
for property valuation, or pursuing collection of property tax arrears.

Similar to other groups of taxpayers, among HNWIs improvements in volun-
tary compliance and broader support for reform are likely dependent on com-
bining enforcement and facilitation measures with new investments in fairness,
equity, reciprocity, and accountability. Some investments are likely to aim at
assuring wealthy taxpayers that they will be treated fairly and confidentially by
tax officials and at offering evidence that expanded tax enforcement will apply to

Taxing High-Net-Worth Individuals

75



76

a broad range of HNWIs and not just a select few who are targeted. At the same
time, more research is needed on the types of measures that could improve tax
morale and voluntary compliance among HNWIs.

Meanwhile, like other taxpayers, the wealthy may harbor doubts that their
tax payments will be used productively by the government. Drawing a line
between tax payments and public services may help. But a delicate balancing act
may be required. The wealthy are often relatively less dependent than other
groups on public services such as education and health care, and therefore they
may feel less compelled to fund them. However, increasing the rhetorical empha-
sis on public services they may find more personally relevant, such as security,
may run counter to the goal of securing broad public buy-in among the general
population.

More broadly, successful reform is likely to require careful analysis of the
political economy environment to understand what it will take to mobilize the
support needed for reform, not only among the wealthy but also among a broader
base of taxpayers, all the while attenuating HNWI resistance. Effective reform
strategies are likely to reflect country-specific objectives, constraints, and oppor-
tunities. A reform coalition in one context may be characterized by a techno-
cratic and state-led push. Other options could be constructing political support
among wealthy taxpayers (an elite bargain) or appealing to the broader base of
taxpayers. Among the broader base there likely is, in principle, substantial sup-
port for strengthening taxation of the affluent, but perhaps a lack of trust that it
will be done fairly or yield broader benefits. Where significant political support
exists or can be fostered, it may be possible to immediately expand the sharing
and use of available data as well as enforcement efforts.

Where political support is lacking, tax administrations may instead adopt a
more incremental strategy, focusing on the building blocks of future improve-
ments and investing in offering citizens evidence of concrete benefits. It may
also mean adopting more targeted goals by focusing on a subset of high-income
taxpayers, or higher-value properties, and emphasizing more cooperative
approaches to compliance when more aggressive enforcement is not politically
feasible. That said, national governments often cannot address the challenges
posed by HNWIs alone. International partners have an important role to play in
revisiting tax treaties that may unreasonably constrain the tax collecting powers
of low- and middle-income countries, and in collaborating on ways to implement
international data-sharing and cooperation agreements.

Notes

1. As further discussed in chapter 1, this study distinguishes between “enforced
compliance” (resulting from the state’s enforcement power) and “voluntary” or
“quasi-voluntary” compliance (driven by values, social norms, and levels of trust
in the fairness, equity, reciprocity, and accountability of tax systems). Both
enforcement power and high levels of trust help to ensure the highest overall tax
compliance.

2. For more information, see OECD (2016).
3. See, for example, Kangave, Byrne, and Karangwa (2020).

4. Research has documented such a dynamic in relation to larger firms
(Prichard 2015).
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CHAPTER 4

Taxing Corporate Income

Roel Dom and Wilson Prichard

The Tax Compliance Challenge

The challenges of taxing large corporate taxpayers, and especially multinationals,
have attracted increasing attention over the last decade because many larger firms
do not appear to be paying their fair share (ICRICT 2015; IMF 2021). This percep-
tion not only undermines revenue collection, but also may lead to unfair competi-
tion across firms and greater tax burdens on other taxpayers. Moreover, perceptions
of unfair taxation of corporate actors may negatively affect the tax morale of other
taxpayers and reduce their political support for broader tax reforms.

The taxation of larger corporate taxpayers is of particular concern to low-
and middle-income countries where revenue from corporate income taxes is
almost as high, as a share of the gross domestic product (GDP), as in high-
income countries. Because of their lower levels of revenue collection overall,
however, in low- and middle-income countries corporate income taxes make
up a significantly larger share of total revenue. Meanwhile, lower-income
countries may be particularly vulnerable to international tax avoidance and
evasion because of the challenges they face in enforcing international rules.
Lower-income countries have also been most likely to experience revenue
losses stemming from tax incentives and exemptions (Andersen, Kett, and
von Uexkull 2018).
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The growing global concern about corporate income taxation has also been
driven by concerns that the rise of the digital economy could, if not addressed
proactively, facilitate expanded avoidance and evasion via the international tax
system. The assets and activities of digital firms are especially amenable to profit
shifting by moving intangible assets and services—and key activities more
broadly—to low-tax jurisdictions. This practice has prompted major global ini-
tiatives to revise the existing rules to deal more effectively with this changing
economic reality. However, such revisions may not take into account the unique
needs and priorities of lower-income countries.

This chapter reviews the income taxation of large corporate taxpayers, high-
lighting the challenges and barriers to reform. It discusses key reforms and
reflects on what the conceptual framework developed in this report implies for
thinking about future reforms. The term large corporate taxpayers refers to
those firms, incorporated and partnerships alike, that have a significant eco-
nomic size in terms of assets, turnover, or employees. They generally include
but are not limited to multinational firms as well as large domestic firms, which
may or may not exploit the international tax system to lower their tax burdens.
The chapter refrains from defining a specific size threshold, recognizing that
countries may use different criteria and thresholds to identify large taxpayers
(IMF 2002; TOTA 2008).

A Revenue Paradox

Superficially, corporate income taxation (CIT) does not appear to be in an imme-
diate state of crisis. Across countries, revenue collected from CIT has been rela-
tively stable over time. Since the 2008-09 global financial crisis, corporate income
taxes have remained steady as a share of GDP and even increased for low-income
countries (see figure 4.1).

However, these aggregate figures paint an overly optimistic picture, as most
evidence suggests that CIT collection is declining in effectiveness relative to
its potential over time. This finding reflects the fact that CIT revenue has
remained flat despite significant increases in corporate profits over the same
period. Since at least the 1980s, the profitability of firms, especially multi-
nationals, has been growing both in absolute terms and as a share of GDP in
many higher-income countries (McKinsey 2015; Torslov, Wier, and Zucman
2018).! This finding implies that if effective rates of corporate taxation had
remained unchanged, one would expect to see large increases in corporate tax
revenue in line with increases in profitability. Although such data are not
available for lower-income countries, a similar pattern appears likely. Higher
levels of corporate profitability in low-income countries relative to
Organisation for Economic Co-operation and Development (OECD) countries
would predict still higher levels of corporate tax revenue (Torslav, Wier, and
Zucman 2018).

The stagnation in corporate income tax revenue reflects declines in the
effective tax rates on corporate income (Abbas and Klemm 2013; Markle and
Shackelford 2009). Tax competition, profit shifting, tax exemptions, and limited
administrative capacity have all reduced effective levels of corporate income
taxation, especially in lower-income countries.
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FIGURE 4.1 Average Corporate Income Tax Revenue as a Share of GDP, by Country Income
Group, 1980-2017
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Source: United Nations University World Institute for Development Economics Research (UNU-WIDER),
Government Revenue Dataset of the International Centre for Tax and Development, https:/www.wider.unu.edu
/project/government-revenue-dataset.

Note: GDP = gross domestic product; HICs = high-income countries; LICs = low-income countries; LMICs = lower-
middle-income countries; UMICs = upper-middle-income countries.

International Tax Competition

Globalization has placed long-term downward pressure on statutory corporate tax
rates around the world. Increased capital and financial mobility have allowed
firms to seek out locations that minimize production costs and maximize profits.
To the extent that taxes increase production costs and lower profits, governments
find it in their interest to lower corporate tax burdens to attract and retain invest-
ment as well as profits at home (Keen and Konrad 2013). For both lower- and
higher-income countries, the tax competition between countries now seems a
well-established fact (Devereux, Lockwood, and Redoano 2008; Keen and
Mansour 2010). As a result, statutory tax rates have been in decline since the 1980s
(figure 4.2), which runs the risk of a race to the bottom and undermines tax reve-
nue. The precise extent of the revenue forgone because of international tax com-
petition is difficult to estimate, but it may well be much more than that from
international tax avoidance.

Not only have statutory rates declined, but the effective rates of taxation—the
actual tax burdens faced by corporate taxpayers—have also fallen over the last
two decades for both multinational and domestic firms (Dyreng et al. 2017;
Markle and Shackelford 2009). Effective rates of corporate income taxation vary
across firms and in part depend on the aggressiveness of corporate tax planning
strategies (Cooper and Nguyen 2020). Although the evidence on the importance
of firm size is more mixed, especially among larger firms, effective tax rates are
often found to be the highest for small firms, especially in lower-income coun-
tries (Carreras, Dachapalli, and Mascagni 2017; Mascagni and Mengistu 2019;
Muller and Kolk 2015). Thus, although all firms can theoretically benefit from
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FIGURE 4.2 Average Statutory Corporate Income Tax Rate, 1979-2017
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Source: K. Habu, Centre for Business Taxation Tax Database 2017, Oxford University Research
Archive, https://ora.ox.ac.uk/.

Note: The graph presents the average statutory tax rate for a sample of 48 countries between
1979 and 2017. For some countries, data were not available for the earlier years. The following
countries composed the sample: Argentina, Australia, Austria, Belgium, Bosnia and
Herzegovina, Brazil, Bulgaria, Canada, Chile, China, Croatia, Czech Republic, Denmark, Estonia,
Finland, France, Germany, Greece, Hungary, Iceland, India, Indonesia, Ireland, Israel, Italy,
Japan, the Republic of Korea, Luxembourg, Mexico, Netherlands, New Zealand, Norway,
Poland, Portugal, Romania, Russian Federation, Saudi Arabia, Serbia, Slovak Republic, Slovenia,
South Africa, Spain, Sweden, Switzerland, Turkey, Ukraine, United Kingdom, and United States.

tax planning, in practice, it is likely to be more accessible for larger firms, giving
them a competitive advantage over smaller businesses.

Tax Incentives

The extent to which companies can lower their effective tax rates further
depends on the availability of tax planning opportunities. Domestically, such
opportunities often reside in legal loopholes and tax incentives such as tax holi-
days, exemptions, or tax credits. Countries continue to rely on such tax incentives
to attract and retain businesses. More than half of lower-income countries have
introduced new tax incentives or increased the generosity of existing ones since
2009 (Andersen, Kett, and von Uexkull 2018). Evidence on the usefulness of tax
incentives in attracting investment is mixed. Although a recent survey of multina-
tional corporation (MNC) executives in low- and middle-income countries found
that tax incentives generally do not drive investment decisions (World Bank 2018),
empirical evidence suggests that in some cases they do (Chaurey 2017). The cur-
rent consensus is that tax incentives can be effective if well designed and targeted,
but that is frequently not true in practice (James 2014; PCT 2015).

Tax exemptions invariably generate costs such as revenue losses, administra-
tive costs, market distortions, or higher risks of rent-seeking. Countries are
increasingly reporting on the revenue losses, or tax expenditures, associated
with tax incentives, but the quality of these reports is often weak (Kassim and
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Mansour 2018). Moreover, cross-country comparisons can be misleading because
definitions, methodologies, and exemptions vary (Dom and McCulloch 2019;
Villela, Lemgruber, and Jorratt 2010). Many studies include all exemptions, with
figures often dominated by relatively uncontroversial exemptions from value
added tax (VAT) and customs duties for basic consumer goods (Oppong and
James 2016). Of interest here, however, are investment incentives. Estimates of
their size are more limited, but they can reach up to 2 percent of GDP (TJN-A
and AAT 2012; Trigueros 2014).

Of perhaps as much concern is the process around them. Tax incentives con-
tinue to be subject to significant discretion and poor oversight, thereby reducing
their efficacy and increasing the scope for corruption and abuse, especially in
lower-income countries (Li 2006). Many countries need to improve transpar-
ency and properly establish the costs and benefits of tax incentives (Kronfol and
Steenbergen 2020). However, achieving such transparency has proven stub-
bornly difficult. Calls to improve reporting have been heard for several decades,
but with limited success, and superficial improvements in reporting often fail to
address key areas of concern.

Profit Shifting

Weaknesses in the international tax system can also be exploited by firms, espe-
cially MNCs, to reduce their tax burdens. Profits are shifted to low-tax jurisdic-
tions using a variety of aggressive tax planning strategies. As a result, multinational
companies often face the lowest effective tax rates (Egger, Eggert, and Winner
2010). The impact of international profit shifting on revenue and competitiveness
is difficult to estimate precisely because of the secretive nature of the practice. But
the available evidence suggests the impact on revenue is sizable, which, in turn,
suggests that these practices also offer international firms a significant competi-
tive advantage.

Some early efforts appear, in retrospect, to have overestimated the likely scale
of tax losses from tax avoidance. Recent and more refined analyses by Crivelli,
de Mooij, and Keen (2016) and Terslev, Wier, and Zucman (2018) suggest total
global losses of somewhere between US$200 billion (0.4 percent of GDP) and
US$600 billion (1.1 percent of GDP). These numbers are significant in simple
revenue terms, despite the lower estimates being intentionally conservative
(Torslav, Wier, and Zucman 2018). Even more striking are other comparisons.
These revenue losses represent roughly 10 percent of global corporate tax reve-
nue, while offshore profits represent about 40 percent of the total profits of
MNCs (Terslov, Wier, and Zucman 2018). These profits are, in turn, likely to
increase overall income inequality because the owners of capital who benefit
from this reduced taxation tend to be comparatively wealthy (Terslev, Wier, and
Zucman 2018).

Meanwhile, the challenges in international tax enforcement appear to be
most acute in lower-income countries. The best estimates of corporate tax reve-
nue losses consistently point to somewhat higher losses (as a share of GDP) in
lower-income countries as follows:

e An International Monetary Fund (IMF) study estimates average losses of
1.3 percent of GDP in low- and middle-income countries, compared with
1.0 percent in OECD countries (Crivelli, de Mooij, and Keen 2016).
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e A study by Cobham and Jansky (2017), using a similar methodology but more
complete data, estimates similar global losses overall, but puts losses in
low-income and lower-middle-income countries at almost 2 percent of GDP
on average, compared with less than 1 percent of GDP for OECD countries.

e Estimates by Torslav, Wier, and Zucman (2018) focus less explicitly on
lower-income countries but point to roughly similar levels of revenue loss
across income levels.

These patterns are consistent with intuition: effective implementation of
existing international tax rules requires significant administrative capacity,
thereby raising the bar for lower-income countries.

Effective Tax Administration

Finally, equally critical to the challenges of international tax competition, tax
exemptions, and profit shifting are the domestic challenges of building effective
tax administrations. Especially in lower-income countries, poor corporate compli-
ance is likely to be driven less by international evasion and more by the mundane
domestic drivers of noncompliance: underreporting of profits, overreporting of
costs, weak administrative capacity, corruption, and politicization (Moore,
Prichard, and Fjeldstad 2018). Absent a robust tax administration relatively free
from corruption and politicization, more successful corporate tax collection will
remain a challenge.

Moreover, ensuring the effective administration of corporate taxpayers is
crucial well beyond the corporate income tax. In India, firms remit about
85 percent of all tax revenue to the government, and similar patterns seem to
hold in other countries (Slemrod and Velayudhan 2018). Firms not only pay the
government the direct taxes due on their own incomes, but also act as remitters
for sales or excise taxes or as withholding agents for salary incomes.

Barriers to Reform

In seeking to strengthen the taxation of large corporations, tax administrations
face serious information asymmetries. At its most basic, all tax enforcement
involves some form of verifying incomes, assets, and transactions. Because of the
private nature of this information, information asymmetries between the taxpayer
and the administration are one of the most important hurdles reformers must
overcome. In taxing corporate income, this challenge is compounded by the nature
of international tax rules, limited local administrative capacity, and politics.

International Tax Rules

International tax rules can create significant scope for aggressive tax planning
strategies that exploit gaps and mismatches in tax rules to artificially shift prof-
its to locations with no or low tax rates and no or little economic activity. While
relevant to all countries, this challenge is especially acute in lower-income
countries because (1) they are typically more dependent on revenue from corpo-
rate income taxes than higher-income countries (Crivelli, de Mooij, and Keen
2016); and (2) estimates of revenue lost from base erosion and profit shifting are
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at least as high if not higher for lower-income countries than for rich countries
(Reynolds and Wier 2016). Recent international reforms designed to combat
international tax avoidance, culminating in proposals for a global minimum tax
on the largest multinational enterprises, are therefore welcome. Yet concerns
remain about whether recent achievements address all challenges, especially
those of lower-income countries.

The OECD/G20-led Base Erosion and Profit Shifting (BEPS) Project has been
at the center of recent progress and represents one of the most ambitious reforms
of the international tax system in recent memory (OECD 2013a, 2019a). The
project was launched by the G20 following the global financial crisis of 2008-09
with the aim of setting up a new international framework to limit tax avoidance
by multinational enterprises. In 2015, a 15-point BEPS Action Plan endorsed by
the G20 set out a variety of measures, including new minimum standards, revi-
sion of existing standards, and common approaches to facilitating the conver-
gence of national practices and guidance drawing on best practices (OECD
2017). The OECD-based Inclusive Framework has continued to lead the final-
ization, refinement, and implementation of the measures proposed under the
BEPS Action Plan. The effort is widely acknowledged as one of the most compre-
hensive efforts to reform the international tax system.

Although the BEPS Action Plan has much potential, it may not fully address
some core concerns of lower-income countries. Implementation of many of its
proposals, such as Action 4 on interest deductibility, is relatively straightforward
and should deliver some immediate gains. Yet in other areas there are important
questions about whether reforms have addressed the core needs of lower-income
countries. For example, they have failed to reduce, or have even increased, the
complexity of international rules—complexity that has long made it extraordi-
narily difficult for many low-income countries to implement and enforce inter-
national rules effectively (Moore, Prichard, and Fjeldstad 2018). However, some
of these concerns are being addressed through toolkits developed by the Platform
for Collaboration on Tax (OECD/G20 2014).

These concerns are on view in the “arm’s-length” principle under which
transactions between related parties are to be priced as if they were between
independent entities. This principle remains the bedrock of international rules,
but its implementation presents lower-income countries with particularly big
challenges because they frequently lack access to adequate data on “compara-
bles” and adequate capacity to scrutinize and challenge MNCs’ profit-shifting
strategies (Durst 2019). Many lower-income countries and their supporters have
called for more formulary approaches to allocating profits across countries, but
those calls have been largely rejected by wealthier states (ATAF 2021). The
expansion of the digital economy has only intensified this problem: pricing digi-
tal transactions—like other intangibles—is particularly complex, and digital
firms are raising challenging questions about whether and how firms should pay
taxes in countries in which they sell goods and services but may not have a sig-
nificant physical presence (ATAF 2020).

These problems are compounded by lopsided tax treaties that often are not
adequately implemented. Alongside the general challenges posed by interna-
tional tax rules and reform processes, many low-income countries apparently
continue to lose meaningful tax revenue thanks to tax treaties that can be easily
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abused to enable avoidance, such as through treaty shopping (see box 4.1), or
that unnecessarily limit local taxing rights. Despite some examples of good
negotiating practices, the tax treaty networks of most low-income countries are
not fit for their purpose, having been built up over half a century on the basis of
short-term political priorities, weak negotiating capacity, and an absence of
checks and balances on the treaty-making process (Hearson 2018b). Research
continues to produce mixed conclusions on the impact of tax treaties on invest-
ment flows while pointing to significant revenue losses.

BOX 4.1
Tax Treaties

Tax treaties allocate taxing rights between countries. Intended to avoid
double taxation and facilitate cross-border investment, they clarify the
balance between two principles of tax jurisdiction: (1) the principle of
source, which entitles a country to tax income earned within its borders;
and (2) the principle of residence, which entitles a country to tax income
earned by one of its residents. In practice, tax treaties generally restrict
source taxation by limiting the rate and scope of withholding taxes and
by providing certain exemptions.

The balance between source and resident taxation matters, particularly
when the investment flows between two countries are uneven. Source
taxation favors capital-importing countries (often lower-income
countries), while resident taxation benefits capital-exporting countries
(often higher-income countries). Empirical evidence shows that tax
treaties concluded between higher-income countries and lower-income
countries have become more restrictive over time regarding the taxing
rights of lower-income countries (Hearson 2016).

By clearly demarcating taxing rights, tax treaties alleviate concerns
about double taxation of cross-border investment and are therefore
expected to support investment. However, the evidence on tax treaties’
impact on investment is inconclusive at best, especially for lower-income
countries (Beer and Loeprick 2018; IMF 2014). To minimize their tax
burden, firms take advantage of tax treaty networks to route their
investments through countries that have favorable treaties—so-called
treaty shopping. In practice, then, tax treaties lower the effective tax rate,
but they may fail to grow the tax base and therefore often result in
significant revenue losses, especially in lower-income countries.

Steps are being taken to address treaty shopping. Some lower-income
countries are proactively reviewing their policies toward tax treaties
(Hearson and Kangave 2016). Meanwhile, the Organisation for Economic
Co-operation and Development’s Multilateral Instrument (MLI) is lessening
the opportunity for tax avoidance by multinational enterprises through tax
treaty abuse. It offers concrete ways in which governments can close the
gaps in international tax rules by transposing results from the OECD/G20
BEPS Project into bilateral tax treaties worldwide, and also implements
agreed-on minimum standards to counter treaty abuse and to improve
dispute resolution mechanisms (OECD 2020a). However, many lower-
income countries have not yet signed onto or ratified the MLL.
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Limited Local Administrative Capacity

Problems with international tax treaties are often compounded by the domestic
tax code. A good example is offshore indirect transfers of assets—that is, the indi-
rect interest and the asset in question are located in two different countries.2
Attention here has rightly focused on certain clauses often absent from treaties
that are needed to tax an offshore transfer, but that focus has also obscured the
fact that many countries lack the power in their domestic law to benefit from
those clauses in the first place. Even with reform and simplification of interna-
tional rules, effective enforcement will still require that new policies be adopted
locally along with the development of significant administrative capacity and
expertise (PCT 2020). Neither should be taken for granted.

Although international tax rules and treaties pose significant challenges,
improved outcomes are likely to depend most critically on building stronger
domestic systems. Recent studies have highlighted the challenges facing low-
income countries in trying to administer the existing international rules (GIZ
2018). Meanwhile, other studies suggest that if raising revenue is the only
objective, then countries might do better to focus on the domestic taxation of
firms rather than international taxation (Forstater 2018).

A host of administrative and policy options are now available to lower-income
countries that would likely improve outcomes—irrespective of international
rules—but they are, at best, imperfectly implemented. On the policy front,
lower-income countries continue to sacrifice parts of their tax base through a
combination of tax incentives and poor legislation. The challenges include poor
management and monitoring of tax exemptions and incentives and the frequent
absence of key antiavoidance provisions. On the administrative side, challenges
include weak audit capacity (Pomeranz, Marshall, and Castelléon 2014); poor
access to and sharing of third-party data (Carrillo, Pomeranz, and Singhal 2017);
inaccurate and bloated taxpayer registers (Mayega et al. 2019); suboptimal use of
information technology (IT) facilities (Moore 2020); and an inability to track
and audit VAT paper trails (Mascagni, Mukama, and Santoro 2019; Pomeranz
2015).

In seeking to build policy and administrative capacity, a critical but often
overlooked challenge is staff recruitment and retention. In recent decades, coun-
tries have focused on modernizing their tax administrations and upskilling their
workforce. A central goal of these reforms has been to improve salaries and
working conditions in order to recruit and retain highly skilled technical staff.
However, even with greater flexibility, recruitment and retention remain chal-
lenging in contexts where private sector firms can often offer salaries far higher
than those available in the public sector. The result is often a limited supply of
staff with the sophisticated audit skills required to confront larger corporate tax
and legal departments (GIZ 2018).

Political Barriers

Underlying many of the challenges described so far are political barriers that slow
or disrupt potential reform. These barriers are most obvious for tax incentives and
exemptions, where discretion, opaqueness, and decentralized control make it eas-
ier to grant incentives that serve political rather than economic purposes (Li 2006;
Moore, Prichard, and Fjeldstad 2018). Perverse tax treaties or a failure to abide by
or ratify international rules also appear likely to reflect elites’ engagement in
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(ineffective) tax competition. A lack of technical capacity and policies to guide
treaty negotiations often creates ambiguity on matters such as who should be
involved in the negotiations. This ambiguity, in turn, provides room for political
and elite capture of the negotiation process and leads to the conclusion of treaties
without adequate consideration of their technical implications (Hearson and
Kangave 2016; Mutava 2019).

More broadly, weaknesses in tax enforcement are frequently rooted in the
political influence exercised by large firms. A recent study describes how corpo-
rations influence the international tax regime by pressuring their home govern-
ments (Hearson 2018a). As for domestic taxation, a study from Bangladesh
highlights the ways in which large corporate actors have traded financial contri-
butions to political parties for relatively weak and predictable tax enforcement
(Hassan and Prichard 2016). Work by Fairfield (2010) has also highlighted the
broader ways in which corporate interests in Latin America have influenced
political elites to limit taxation. Such political maneuvering can explain not only
weak enforcement, or perverse tax incentives, but also more subtle weaknesses
of reform such as inadequate or ineffective sharing of third-party data.

Taxing the extractives sector, and particularly mining, bears mention here.
Mining taxation is an inherently difficult and politically fraught exercise given
the ample opportunities for avoidance and evasion (Moore, Prichard, and
Fjeldstad 2018). The available evidence for the mining sector suggests that the
related revenue losses can be significant (Beer and Loeprick 2015; Lundstel
2018)—see box 4.2.

BOX 4.2
Compliance Challenges in the Extractives Sector

Compliance challenges intersect most dramatically in the ineffective
taxation of mining operations across much of the lower-income world.
For lower-income countries, mining operations should be a major source
of tax revenue—the primary social benefit expected from mining activities.
In Botswana, for example, minerals contribute an estimated 40 percent of
total government revenue (ANRC 2016). Yet in many countries, the tax
revenue from mining operations has often been limited, although the data
are also highly imperfect.

This shortfall reflects a variety of interconnected factors. Resource
extraction firms have been particularly aggressive in exploiting interna-
tional tax rules to reduce their tax liabilities, including through sector-
specific strategies (Readhead 2016). They also have often been the
beneficiaries of firm-specific resource extraction contracts that have
offered significant tax incentives and holidays with limited transparency
and seemingly driven by corruption and broader political interests
(Lundstgl, Raballand, and Nyirongo 2015; Moore, Prichard, and Fjeldstad
2018; Prichard 2009; Prichard and Jibao 2010). In turn, the ability of firms
to take advantage of international tax rules and otherwise avoid their tax
obligations has been aided by the weak capacity of the agencies respon-
sible for taxing resource extraction companies. These agencies frequently
struggle to retain key staff and often experience political interference
that disrupts reform (Lundstel, Raballand, and Nyirongo 2015).
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Tax Morale
Finally, to understand the challenge of compliance by larger corporate actors, it is
equally necessary to consider the potential drivers of tax morale and quasi-
voluntary tax compliance. Tax morale needs to be conceptualized quite differently
for large firms than for individuals and smaller firms (Slemrod 2004). For larger
firms, decisions about whether to be more voluntarily compliant are likely to be
shaped by considerations less linked to tax morale and trust than to narrower cor-
porate interests, especially when ownership and control are separated (Armstrong
et al. 2015; Cai and Liu 2009; Chyz et al. 2013; DeBacker, Heim, and Tran 2015).
Limited research, however, does suggest that questions about fairness and
equity are especially important for corporations (Alm and McClellan 2012;
Hassan and Prichard 2016; Nur-tegin 2008; OECD 2019c¢). Will more voluntary
compliance result in fairer treatment by tax authorities (for example, less harass-
ment and lower compliance costs)? And are other firms in the same sector bear-
ing roughly equivalent tax burdens? Somewhat fragmented evidence suggests
that firms frequently fear that more cooperation will not protect them from
harassment and may put them at a disadvantage relative to competitors, thereby
spurring greater reliance on avoidance and evasion (Cule and Fulton 2009).
Beyond these concerns, firms also are more likely to be compliant when they
believe the government is funding services and activities that benefit them and
when they have a voice in shaping those decisions (Prichard 2015). Labor-
intensive firms, in particular, may have a vested interest in the state delivering on
public services, as it lessens the need for firms to fill the gap.

Reform Progress—and Future Options

Strengthening the taxation of larger corporations likely requires a heavy emphasis
on improving enforcement, along with specific facilitation and trust-building mea-
sures. Enforcement appears paramount given the likelihood that firms will focus
on cost-benefit analysis in making tax compliance decisions. Their decisions are
depersonalized and incentivized by shareholders, stock-based compensation, and
financial markets, and thus are more likely to be driven by profit maximization.

Despite the primacy of enforcement, research also suggests the importance of
combining investment in enforcement with parallel investments in facilitation
and trust because very aggressive enforcement on its own may backfire by con-
vincing firms to pursue tax minimization strategies more aggressively (Siglé
et al. 2018). Consistent with this cooperative approach to compliance, over the
last several decades large investments have been aimed at improving the busi-
ness climate, including by reducing tax compliance costs. That said, evidence
suggests that high costs of compliance are, in general, a more acute challenge for
medium and small firms (Marcuss et al. 2013).

Enforcement

Strengthening enforcement entails both developing better enforcement tools
and overcoming political and capacity-related barriers to applying those tools
more effectively. International tax rules pose obvious challenges to effective
enforcement and compliance, as do problematic tax treaties. Countries also face
inescapable capacity challenges in trying to confront large firms staffed by teams
of accountants and lawyers seeking to limit their firms’ tax liabilities. Moreover,
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many countries continue to sacrifice parts of their tax base through tax exemp-
tions. And yet where the political will to act can be mobilized, improved out-
comes appear achievable in a variety of areas, even without any changes in the
international environment. Of course, building political will may hinge, at least
in part, on building greater trust among taxpayers. This feedback loop between
trust and political will may not necessarily involve the corporate taxpayers
directly involved, but it may build on a social contract with other taxpayers who
might be perturbed by the low tax compliance or legal tax burdens of, in this
case, larger companies.

Reform of International Rules and Representation

The OECD/G20 BEPS Action Plan has been an important step forward. It will
improve the coherence of international tax rules and ensure a more transparent
tax environment. The key to success will be implementation as well as ensuring
that standards developed under the Action Plan and beyond fit the needs of all
countries. To enable coordinated global implementation of the BEPS Action Plan
and to ensure that interested countries and jurisdictions can participate on an
equal footing in the development of standards on BEPS-related issues, OECD/G20
established the Inclusive Framework. The framework brings together 139 coun-
tries, and once excluded non-OECD and non-G20 countries (including lower-
income countries) are now equal members of the decision-making processes
(OECD 2013a, 2019a). As a result, new proposals are more likely to reflect the con-
straints and needs of lower-income countries. For example, OECD (2020b) simu-
lations suggest that low-income countries stand to gain more than middle-income
countries from recent proposals to address the tax challenges arising from the dig-
italization of the economy.

More can be done to address the needs and concerns of lower-income coun-
tries by ensuring the effective participation of all countries under the Inclusive
Framework. Lower-income countries have become progressively more vocal
about the challenges they face in implementing the existing rules. Initiatives
such as the contributions of the Intergovernmental Group of Twenty-Four
(G-24) to discussions on digitalization and of the African Tax Administration
Forum’s Cross Border Taxation Technical Committee show that lower-income
countries are attempting to weigh in.2

Still, lower-income countries continue to struggle to achieve priority for their
concerns, particularly at the technical level. In part this can be ascribed to, and
is exacerbated by, some aspects of the decision-making processes, such as the
pace and intensity of discussions, the culture of policy making, the costs of
attending regular meetings in Paris, and the absence of routine and timely trans-
lation of documents and meetings. Meanwhile, negotiation of dynamics and out-
comes is still being driven primarily by the interests of larger and wealthier
countries to the relative exclusion of the concerns of lower-income countries.
Expansion of initiatives aimed at deepening the knowledge of representatives
from lower-income countries or at building the ecosystems of South-South col-
laboration could help to overcome these challenges (Christensen, Hearson, and
Randriamanalina 2020).

Maximizing benefits for lower-income countries is likely to require further
reform. Current rules are often still too complex to implement for
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administrations in low-capacity countries (Clavey et al. 2019; GIZ 2018; Picciotto
2018). To serve the interests of these countries, and arguably others as well,
international tax reform is likely to need to prioritize both further simplification
of international rules and investments in the capacity development of tax
administrations in lower-income countries.

Building on an idea of the Tax Justice Network, an advocacy group, OECD
and the United Nations Development Programme launched Tax Inspectors
Without Borders (TIWB) in 2015 to strengthen the capacity of lower-income
countries to effectively tax multinational enterprises. Via TIWB, expert tax
auditors are embedded in lower-income country tax administrations to provide
local officials with practical, hands-on help in dealing with tax audits and
international tax issues. This capacity building complements efforts of other
international and regional organizations, including World Bank technical
assistance, and has resulted in significant extra revenue for lower-income
countries (TTWB 2021).

Capacity-building efforts should be complemented with the simplification of
international rules to make them easier to enforce and to provide more certainty.
There have been some small but notable changes in this regard, drawing on the
practices of lower-income countries. These include recognition in OECD’s
transfer pricing guidelines of a simplified approach to the treatment of commod-
ities exports originating from Argentina and of the Chinese notion of location
savings, which gives manufacturing countries a greater share of the tax base?
The United Nations, too, introduced a provision into its Model Double Taxation
Convention allowing the imposition of withholding taxes on fees for technical
services. Some other proposals push the boundaries of the existing paradigm
(Durst 2016a; ICRICT 2018; IMF 2019; Picciotto 2016). Yet these reforms have
been limited in scope and have focused primarily on larger middle-income coun-
tries (Hearson and Prichard 2018).

More ambitious has been a recent proposal by 130 countries to introduce a
new international tax framework. The agreement builds on the OECD/G20
Inclusive Framework’s work to address the tax challenges of a digitalized econ-
omy. The two-pillar package aims to ensure that large multinationals pay tax
where they operate and earn profits, while adding much-needed certainty and
stability to the international tax system. Pillar One would reallocate some taxing
rights over multinationals to the markets where they have business activities,
regardless of whether firms have a physical presence there. Pillar Two seeks to
put a floor on competition over corporate income tax by introducing a global
minimum corporate tax rate that countries can use to protect their tax base
(OECD 2021).

The significance of this agreement is hard to overestimate. Yet the agreement
also has limitations that may be particularly relevant for lower-income countries
(Picciotto 2021). The proposal is restricted to the largest multinationals, which
may be more important to larger countries and will likely be subject to carve-
outs for specific industries. Lower-income countries have also raised concerns
about the details of the design of both pillars, arguing that both remain biased
toward increasing revenue for large economies and are administratively com-
plex (ATAF 2021; G-24 2021). Moreover, a (small) number of key low-tax juris-
dictions have yet to join the framework, raising additional challenges.
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This progress is welcome, but the interests of lower-income countries still
require greater priority and attention. Based on the World Bank’s work in sup-
porting tax policy and administration reforms in lower-income economies, a
paper by Clavey et al. (2019) identifies five areas for further improvement to
account for the specific (capacity) challenges faced by lower-income countries:

1. For proposals that require an allocation of a slice of all or part of an MNC’s
profit, a formulaic approach is desirable.

2. Work on the allocation of taxing rights should include the option to reallocate
all nonroutine profit rather than only that part reflecting user value or market-
ing intangibles.

3. Approaches should consider both capital importing and exporting countries.

4. Detailed guidance is needed on the use of withholding tax and on the applica-
tion of mandatory safe harbors.

5. Practical limitations to accessing relevant information for developing econo-
mies should be removed.

New Domestic Approaches to Taxing MNCs

Alongside efforts to further reform international rules to better suit the needs and
realities of lower-income countries, such countries may rely on domestic policy
options to reduce the scope for aggressive tax avoidance and evasion. These
solutions are likely to share the characteristics of second-best policy options—that
is, they sacrifice a measure of efficiency and equity in order to simplify adminis-
tration and thus improve the quality of outcomes in practice in lower-capacity
environments (Kleven, Khan, and Kaul 2016; Prichard and Moore 2018).

Withholding taxes. Although they likely distort production efficiency, withhold-
ing taxes have become increasingly popular, especially in lower-income countries,
because they are relatively easy to implement and can raise significant revenue
(Brockmeyer and Hernandez 2016). Usually, government institutions and large
firms withhold a certain amount from their transactions with other parties. That
revenue is then remitted to the tax administration and acts as a prepayment of
taxes by those other parties.

Withholding taxes not only have potential for domestic transactions, but
also can be effective tools for taxing outbound payments in cross-border trans-
actions (Clavey et al. 2019; Durst 2016a). Although tax treaties often restrict
their use, withholding taxes are back on the international agenda, especially in
areas where they have not traditionally been applied such as to cross-border
payments for technical services as proposed in the new UN model treaty pro-
vision (IMF 2019). Because of the risk of double taxation, especially when
withholding taxes are placed outside tax treaties, alternatives such as diverted
profit taxes have also been proposed (Clavey et al. 2019; Pemberton and
Loeprick 2019).

Alternative minimum taxes. The governments of lower-income countries could
rely more heavily on alternative minimum taxes (AMTS) to establish a floor for
corporate tax payments. Thirty-six countries have provisions for an AMT in place,
and although most are based on turnover, some implement an asset-based variant
(Durst 2019).
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The basic logic of a turnover-based AMT is that if the taxable profit declared
by a firm falls below a predetermined threshold, then an AMT levied on total
firm turnover is applied instead. The underlying concern is that firms may artifi-
cially reduce their taxable profit in two ways: by understating revenue or by
inflating costs. Because an AMT focuses exclusively on turnover, it bypasses the
need to verify the costs being claimed by the firms, thereby simplifying adminis-
tration and reducing the scope for abuse.

But this approach comes at a cost. An AMT can be a rather blunt tool. It is
more economically efficient to tax profits because an AMT risks imposing a
significant tax on firms that are legitimately making little profit or incurring a
loss, potentially disincentivizing investment. That said, the best study of
AMTs in lower-income countries, focusing on Pakistan, concludes that the
benefits of the AMT significantly outweigh the costs, at least in that case,
thereby suggesting the value of further research (Best et al. 2015). According
to the IMF (2019), minimum taxes, especially on inbound investments in
lower-income countries, could be a powerful tool for addressing profit shifting
and tax competition.

Mining sector tax reforms. In the mining sector, a range of policies have been
proposed to help curb rampant abuses. Although the BEPS Action Plan has
addressed some concerns, implementation often remains problematic because
many tax administrations in lower-income countries lack the required technical
expertise, sectoral knowledge, or proper risk assessment procedures (Readhead
2016). In response, toolkits have been developed to assist lower-income countries
(Guj et al. 2017; Readhead 2017; UN 2017).

Transfer pricing risks remain, especially for minerals and specialized ser-
vices in the mining sector (Durst 2016b; Readhead 2018). Nevertheless, some
progress is being made on addressing the related information gaps (PCT 2017).
Alternatives have also been proposed, such as a price-based royalty tax or
index pricing, where values are based on publicly quoted prices (Clausing and
Durst 2015; Readhead 2018). However, Readhead (2018) argues that for hard
rock minerals, administrative pricing—where the government, not the tax-
payer, sets the price—should be applied because it gives governments the pre-
sumptive advantage. Technical solutions aside, the combination of
sector-specific risks and large rents creates distinct political economy chal-
lenges, making mining a hard-to-tax sector (Moore, Prichard, and Fjeldstad
2018; Readhead 2016).

Improved Data Quality and Deployment

The most widely cited path to improved compliance among corporate taxpayers
lies in improving the collection and deployment of data to increase enforcement.
One option is to focus on the collection, management, and sharing of data available
within the tax administration or across government agencies (see more details in
chapter 7). Many low-income countries have significant opportunities to improve
the cross-checking of corporate income tax, VAT, and customs data to assess the
credibility of tax returns (Mascagni, Mukama, and Santoro 2019). Another, often
overlooked, option is better cross-referencing of information from other govern-
ment activities, such as government contracts, to assess the completeness of tax
reporting.
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Greater reliance on both domestic and international third-party data, such as
firms’ transactions or banking information, is yet another option with significant
potential. Although legal provisions enabling this access are improving, they are
still often missing in the domestic legislation of certain countries, while other
countries have yet to become signatories of information exchange treaties. New
technologies are also expanding the possibilities to improve access to relevant
data. For example, satellite imagery could be used to track changes in the physi-
cal footprints of firms, while changes in things such as taxi services and apart-
ment rentals online can, in principle, provide tax authorities with detailed
digitalized information about overall activities.

However, more third-party data are not a panacea. Although in Ecuador
third-party information prompted businesses to declare more revenue, they
simultaneously declared larger deductions (Carillo, Pomeranz, and Singhal
2017). Menkhoff and Miethe (2019) observe a similar dynamic: tax evaders adapt
to both new and established information exchange treaties and find new ways to
hide their income. Ultimately, information is needed from multiple sources, cou-
pled with follow-up audit capacity and a capacity to pursue arrears where avoid-
ance and evasion are detected (Menkhoff and Miethe 2019; Slemrod et al. 2017).
Research on VAT enforcement suggests that tax administrations in lower-
income countries often struggle to fully exploit data even though they are
increasingly ubiquitous (Mascagni, Dom, and Santoro 2021).

Difficulty in taking full advantage of data also arises from political chal-
lenges within governments. Tax administrations may resist cooperating
because of a desire to defend administrative fiefdoms or information monopo-
lies, which can be a source of power and perks. Meanwhile, cross-government
cooperation may lag as requests for sharing information move up and down
hierarchical chains or because data formats and sources may not be readily
compatible or available.

Investment in Administrative Capacity

Alongside specific policy and administrative strategies, building broad capacity
and expertise within tax administrations is particularly important in strengthen-
ing the taxation of corporate actors. Properly taxing large corporate actors is
inherently complex in legal and accountancy terms. Another acute challenge for
tax authorities is retaining staff with the relevant skills (Moore 2014). Both chal-
lenges are amplified in international tax rules.

Effective enforcement thus requires both a sustained and a coordinated
approach to building targeted capacity, as well as well-developed human
resource strategies to support staff recruitment and retention. Meeting these
needs has posed challenges for donors and governments alike in ensuring
that capacity-building strategies are locally owned and driven, while moving
beyond one-off training programs in favor of strategies for building broader
and deeper capacity (Fjeldstad 2014; Fjeldstad and Heggstad 2012). It also
means tax administrations must generate the right incentives for staff—for
example, by increasing internal audit capacity (Schreiber 2018), improving
performance incentives (Khan, Khwaja, and Olken 2016), or employing IT
systems to introduce better data controls and assess staff performance
(Moore 2020).
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A Role for Social Sanctions and Recognition

The available research, although limited, suggests that social norms, rewards, and
sanctions can strengthen compliance by large corporate taxpayers (Feld, Frey, and
Torgler 2006). Compliance behavior among individual taxpayers may respond to
social norms because of the importance of individual relationships or a desire to
contribute to public welfare. By contrast, corporate responsiveness to social
norms, rewards, and sanctions is likely to be rooted in a simpler logic: maintaining
the corporation’s reputation to maximize long-term profitability.

Where there are strong corporate norms of tax compliance, failure to pay
taxes may undermine a firm’s reputation in ways that affect its financial bot-
tom line. For example, in Bangladesh the promise of exposing information
about tax payments by all firms led to more tax compliance by previously non-
compliant firms, specifically in areas in which some firms were already com-
pliant (Chetty, Mobarak, and Singhal 2014). Meanwhile, Pakistan’s government,
instead of shaming firms, publicly recognized and rewarded the country’s top
100 tax-paying firms. This approach significantly increased compliance, par-
ticularly among large incorporated firms, suggesting that they are best placed
to monetize the goodwill generated by the program (Slemrod, Rehman, and
Mazhar 2019).

The compliance effects of social sanctions are likely limited to firms with the
greatestexposure to reputational damage (Austin and Wilson 2017). Nevertheless,
by exploiting reputational concerns, public pressure can increase corporate tax
compliance (Dyreng, Hoopes, and Wilde 2016). Whether firms become fully
compliant because of these actions or merely ensure they pay enough taxes to
avoid public scrutiny and critique—but no more than that—remains an open
question.

Facilitation

Easing Tax Compliance

Over the last several decades, the issue of compliance costs has assumed more
importance, buttressed by empirical evidence suggesting that greater compliance
burdens negatively affect the business environment (Djankov et al. 2002; Marcuss
et al. 2013; Slemrod and Yitzhaki 2002). In response, many countries have—often
successfully—implemented measures to simplify their tax regimes to bring down
compliance costs, frequently for large businesses. Central to this agenda has been
seeking simplified tax design and improved tax administration. Tax systems had to
become clearer, more transparent, more predictable, easier to administer, and less
vulnerable to extortion and corruption. Tax administrations were reorganized and
restructured to make processes more user-friendly. The idea that all taxpayers
were potential evaders gradually gave way to the notion that taxpayers were cus-
tomers (Fjeldstad and Moore 2008).

Similarly, international standards may reduce compliance burdens, especially
for multinational enterprises. Harmonizing international tax rules and practices
was one of the goals of the OECD/G20 BEPS process. By ensuring that predict-
able standards and procedures apply globally, compliance is simplified for cor-
porations that operate across borders, even if international rules are still
complex. Although a simple system would be best, a complex system that is the
same everywhere is a good second-best.
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Large Taxpayer Units

Many facilitation reforms began to focus on large corporate taxpayers by estab-
lishing large taxpayer units (LTUs). This approach was intended to improve the
specialization of tax officials, while also facilitating compliance (Baer 2002).
Because large corporate taxpayers are responsible for a disproportionally large
share of total tax revenue (Slemrod and Velayudhan 2018), monitoring and
improving the tax compliance of the largest taxpayers have often been the pri-
mary motivation for establishing LTUs. In line with the reorganization of many
tax administrations from divisions dealing with tax types to those dealing with
taxpayer segments, these units act as single windows for large corporate tax-
payers. Typically, they are responsible for most tax administration functions,
including taxpayer services, collection, enforcement of tax arrears, and audits
(Baer 2002).

Despite the popularity of this reform, little evidence has emerged on its effec-
tiveness, and its impact on revenue performance is not clear (Akhand 2015;
Ebeke, Mansour, and Rota-Graziosi 2016). Anecdotal evidence suggests that
greater specialization indeed strengthened risk management as well as taxpayer
engagement. However, the available empirical evidence for lower-income coun-
tries suggests that at an aggregate level the revenue impact of LTUs has been
insignificant (Ebeke, Mansour, and Rota-Graziosi 2016).

Meanwhile, taxpayers may respond strategically to size-dependent enforce-
ment efforts, especially if they strengthen perceptions of increased or dispropor-
tionate monitoring. Evidence from Spain shows that firms tend to strategically
bunch under the LTU threshold to avoid oversight (Almunia and Lopez-
Rodriguez 2018). Research suggests that such bunching is not solely indicative of
evasion efforts. Rather, it reflects real economic responses and therefore has real
welfare implications. By affecting incentives for resource allocation, entry and
exit, and investment in innovation, size-dependent enforcement (marginally)
distorts the productivity of firms (Bachas, Jaef, and Jensen 2019).

On the other hand, given evidence that larger firms often benefit dispropor-
tionately from opportunities for avoidance and evasion, it may be that more
intensive enforcement by LTUs merely levels the playing field. More evidence is
needed to draw any strong conclusions. Nevertheless, at a minimum LTUs often
appear to have acted as a pilot for other reforms.

Paying Taxes

Overall, the administrative burden associated with paying taxes seems to have
lessened. Although it is hard to measure compliance costs precisely (Eichfelder
and Hechtner 2018), the available evidence suggests that paying taxes has
become increasingly less burdensome for businesses. Among the measures it
tracks, the World Bank’s Enterprise Survey assesses the extent to which firms
identify tax administration as a constraint. Table 4.1 summarizes recent trends.
Worldwide, with the exception of South Asia, it has become easier—as measured
by the amount of time required—for a firm to fulfill its tax obligations. These
results confirm that recent efforts aimed at facilitating tax compliance have had
some success. Yet compliance costs remain an important factor in the business
environment of large firms, with some studies suggesting they may affect invest-
ment decisions (Lawless 2013; World Bank 2018). However, compliance costs
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TABLE 4.1 Average Time Taken to Comply with Tax Laws, by Region, 2006-20
Hours per year

Region 2006 2010 2015 2020
East Asia and Pacific 291 222 n 172
Europe and Central Asia 473 347 234 203
High-income: OECD 230 197 169 158
Latin America and the Caribbean 416 388 482 379
Middle East and North Africa 226 201 214 203
South Asia 268 248 303 295
Sub-Saharan Africa 332 304 307 283
Average 324 280 281 245

Source: World Bank, Doing Business (database), https:/www.doingbusiness.org/en/data
/exploretopics/paying-taxes.

Note: The Paying Taxes indicator measures the time it takes a firm to prepare, file, and pay
three major types of taxes and contributions: corporate income tax, value added or sales tax,
and labor taxes, including payroll taxes and social contributions. OECD = Organisation for
Economic Co-operation and Development.

generally seem to be more binding for medium and small firms than for larger
ones (Slemrod and Venkatesh 2002).

Trust

Fairness: Increasing Predictability and Certainty

The most essential component of strengthening trust among corporate taxpayers—
and thus in fostering greater tax compliance and support for reform—is likely to lie
in improving the predictability and certainty of tax enforcement. Uncertainty
around enforcement can follow from discretionary applications of rules and pro-
cedures motivated by, for example, rent-seeking or political considerations.
Moreover, time inconsistencies can prompt governments to promise low taxation
in advance of a firm’s investment decision, while afterward it has every incentive
to increase taxation (see, for example, Fischer 1980). Most research, though not
extensive, suggests that predictability is a critical concern of corporate taxpayers
in lower-income countries—and, in some cases, perhaps more important than the
overall payments required (Campos, Lien, and Pradhan 1999; Hassan and Prichard
2016; OECD/IMF 2017; World Bank 2018).

Tax uncertainty is likely to discourage investment and undermine quasi-
voluntary tax compliance. From a firm’s perspective, the importance of predict-
ability is twofold: it allows them to plan for the future, and it provides assurance
they will be treated like their competitors. Both aspects, in turn, are likely to
encourage quasi-voluntary compliance. In the face of tax uncertainty, firms may
think it better to rely on a lower tax declaration as a starting point for negotiation.
However, a firm that knows taxes will be enforced in ways consistent with the
law is more likely to declare honestly to avoid the costs, uncertainty, and poten-
tial informality of efforts to reduce tax burdens. Moreover, a firm that has confi-
dence that its peers are paying broadly similar taxes will feel less pressure to
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engage in aggressive avoidance and evasion to remain competitive—or may even
feel pressure to declare honestly for reputational reasons, as discussed earlier.

Building predictability and trust depends, in part, on the broad work of build-
ing reliable, rules-based tax administrations, which can also be supported by
“rewarding” compliant taxpayers. Tax uncertainty can arise in various corners
of the tax system: legislation may be unclear; administrative practices may be
inconsistent; dispute resolution mechanisms may be slow; technological changes
may complicate the applicability of existing rules; or taxpayers themselves may
test the limits of the interpretation of tax provisions (OECD/IMF 2017). However,
as spelled out in greater detail in the OECD/IMF Report on Tax Certainty (2017),
there are alternatives for strengthening tax certainty such as by

» Developing principle-based tax laws
e Issuing timely rulings and technical interpretations
» Creating effective and timely dispute resolution mechanisms

e Investing in dispute prevention.

Cooperative Compliance

To improve predictability and certainty, several countries have introduced in
recent years cooperative compliance programs. The notion of cooperative com-
pliance goes back to a 2008 OECD report that defined it as “a relationship that
favours collaboration over confrontation and is anchored more on mutual trust
than on enforceable obligations” (OECD 2008, 39). Cooperative compliance pro-
grams usually require corporations to have an internal control framework in
place to ensure they can comply with their tax obligations and can also detect
uncertain tax positions and disclose these to the tax authority. In exchange, the
tax authority ensures that tax matters are resolved quickly, quietly, fairly, and
with finality (Goslinga, Siglé, and Veldhuizen 2019; van Dijk and Siglé 2015).
This strategy can be summarized as “transparency in exchange for certainty”
(OECD 2013b, 28).

No two cooperative compliance approaches are the same, but there are simi-
larities across countries. In 2017, about 22 countries had a cooperative compli-
ance program in place, while another 15, mostly higher-income, were either
implementing or planning one. The nature of these arrangements varies and is
often—though not always—formalized in specific regulations or a formal agree-
ment (OECD 2019b). Most of these cooperative compliance programs entail
commitments by the tax administration and taxpayer to share information on a
real-time basis, as illustrated in figure 4.3.

Although the assumptions underlying the cooperative compliance frame-
work seem supported by research (Kirchler, Kogler, and Muehlbacher 2014), the
real-life effects of these programs are less clear owing to scant empirical research.
Anecdotal evidence, mostly for high-income countries, suggests that the
approach has led to less uncertainty in tax positions because tax issues are
resolved before reporting and fewer issues are decided in court (Larsen and Oats
2019). Yet even in countries such as Sweden with a highly capable tax adminis-
tration, success is not guaranteed, especially when businesses believe the initia-
tive is skewed against them (Larsen 2019). Moreover, although these approaches
may have been successful in establishing trust between the administration and
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FIGURE 4.3 Features of Cooperative Compliance Programs, 2017

Real-time tax position

Real-time disclosure of tax issues
by taxpayer

Real-time solving of tax issues

Transparency on audit plan

Other

0 10 20 30 40 50 60 70 80
Share of cooperative arrangements (%)

Source: International Monetary Fund, Revenue Administration Fiscal Information Tool
(RA-FIT ISORA).

large businesses, they could lead to a diminution of trust from the broader public
who does not enjoy such perks and may view the relationship as too “cozy”
(Freedman 2018).

Little is known about the applicability and suitability of the framework for
lower-income countries. Experiences so far seem to point to necessary precon-
ditions for the successful implementation of cooperative compliance programs.
Most important, both tax administrations and businesses must be able to gain
from cooperation, such as cost savings or tax predictability. A report by OECD
further identifies commercial awareness, impartiality, proportionality, open-
ness, and responsiveness as crucial factors for the success of cooperative compli-
ance programs (OECD 2013b). Also required are adequate accountability
frameworks as well as skilled and specialized staff within tax administrations.
This notion suggests that maturer administrations may benefit more from the
implementation of cooperative compliance approaches, while less advanced
administrations should prioritize strengthening basic functions and account-
ability frameworks.

Accountability: Expansion of Representation

Finally, several countries have made progress in recent years toward expanding
forums for engagement between businesses and governments. These forums have
in many countries served as spaces for discussing key tax questions and for build-
ing support for new taxation and expanded tax compliance. By doing so, they have
offered businesses assurance that they have a space for engaging with government
around their priorities.

Anecdotally, the existence of these forums appears to have fostered trust and
engagement. However, because so little detailed research has been conducted
(Moore 2014; Prichard 2015), much scope remains for learning more about how
to foster corporate compliance and political support, including through targeted
reciprocity and expanded representation.
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Conclusion

Weak corporate tax compliance implies large revenue losses for governments,
undermines tax morale among taxpayers in general, and can offer firms more
able to avoid and evade taxes an unfair competitive advantage. Although global
corporate tax revenue has risen in recent years because of rising corporate
profits, collection as a share of GDP has been relatively stable, signaling declines
in the taxation of corporations over time and the need for new approaches to
reform.

Corporate taxation in low- and middle-income countries is undermined by
international dynamics. In an era of capital and financial mobility, interna-
tional tax competition has led to declining statutory corporate tax rates and
generated continued pressure for often poorly designed and ineffective tax
incentives and exemptions. Meanwhile, there is now extensive evidence of
significant (albeit hard to measure) revenue losses due to international profit
shifting by MNCs. These challenges have often been exacerbated by unbal-
anced tax treaties that reduce the taxing right of lower-income countries.
The OECD/G20’s BEPS process has generated substantial progress, but
lower-income countries have had a limited say in the process, and most
observers agree that reforms to date have failed to adequately prioritize and
address their core concerns.

Yet despite international progress, many lower-income countries often still
lack the capacity to adequately enforce international and domestic rules.
Institutional weaknesses in national tax administrations, such as a lack of
audit capacity, limited use of third-party data, and suboptimal use of IT con-
tinue to undermine effective administration. These weaknesses are often
exacerbated by the difficulty of retaining staff with the sophisticated skills
needed to audit large corporations given the frequently much higher salaries
in the private sector.

Although recent debates have tended to focus on the technical challenges of
taxing large corporate actors—many of them rooted in international tax rules—
national political economy factors also pose a critical challenge to reform. Simply
put, firms are able to exert significant political influence to limit taxation and
enforcement. As with other tax types, the critical importance of politics tends to
be revealed in the extent to which countries do not implement measures that are
likely both effective and technically achievable. The persistence of poorly
designed and poorly monitored tax incentives and exemptions is in many ways
the largest and most striking challenge.

In recent decades, countries have pursued a wide range of reform directions,
all of which appear individually useful but collectively not sufficient to counter-
balance international challenges and domestic political barriers. For enforce-
ment, governments have long emphasized trying to improve access to and use of
third-party data, make new investments in audit capacity, pursue improved
strategies to retain skilled staff, and strengthen IT systems. The last decade has
also seen rapidly expanding international support for capacity building around
international tax rules. Yet progress has been slow amid political and institu-
tional obstacles. Countries have also increasingly emphasized efforts to facilitate
compliance through institutional reform, efforts to simplify policy and adminis-
trative procedures, and a broader stress on customer service. These efforts
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appear to have enjoyed meaningful success, although the overall impact on com-
pliance has not been widely studied.

Looking ahead, the central challenge for governments appears to be tackling
international sources of tax avoidance and evasion, while addressing domestic
political and institutional barriers to improved policy and administration.

At the international level, lower-income countries will continue to advocate
through increasingly organized regional blocs for reforms that simplify interna-
tional rules and allocate greater taxing rights to source countries. A range of
options are available, including moving globally toward formulary apportion-
ment; improving transparency and data sharing related to country-by-country
reporting of corporate tax data; increasing reliance on withholding taxes or safe
harbor rules; adopting a destination-based cash-flow tax; sharing residual prof-
its; ascribing standardized profit margins to the operations of international
firms; or using AMTs as a backstop on tax collection. In principle, some of these
options could be adopted by individual countries or regional groupings, even in
the absence of an international agreement, because many lower-income coun-
tries continue to debate whether the OECD-led reform process will meet their
needs.

Any international reforms will need to be matched by domestic willingness
to adopt and effectively implement new rules fairly and equitably. This willing-
ness is, in part, a technical challenge, requiring investments in skilled staff,
audit capacity, and better IT systems, among other things. Targeted research
into the effectiveness of relatively new approaches to tax reform such as AMTs
and cooperative compliance programs could be productive. On a more funda-
mental level, progress will require confronting corporate power by both mobi-
lizing pro-tax coalitions and seeking to garner support from businesses
themselves. Civil society organizations worldwide have been encouraging
public pressure to improve corporate taxation by highlighting weak compli-
ance and the social costs of lost revenue—often successfully (Dyreng, Hoopes,
and Wilde 2016).

Firms that already bear significant tax burdens are natural allies of such
efforts, and expanding effective, rules-based taxation to a critical mass of
firms could tilt political dynamics further in that direction. Meanwhile, gov-
ernments may be able to foster greater buy-in among firms through
investments in trust-building. Two directions seem particularly promising:
(1) taking steps to increase predictability through more transparent and
consistent rules-based enforcement, adopting as much as possible princi-
ples of cooperative compliance; and (2) seeking to increase the collective
dialogue with businesses to reduce the scope for bilateral rent-seeking,
while increasing responsiveness to the concerns of businesses as a group.
The question of how efforts to expand government engagement with corpo-
rate taxpayers affects trust and quasi-voluntary compliance, however, mer-
its further research.

Notes

1. US Bureau of Economic Analysis, Gross National Product [GNP], retrieved from
FRED, Federal Reserve Bank of St. Louis, https://fred.stlouisfed.org/series/GNP,
November 4, 2020.
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2. For further explanation and examples, see https://www.tax-platform.org/sites
/pct/files/publications/PCT_Toolkit_The_Taxation_of_Offshore_Indirect
_Transfers.pdf.

3. The Intergovernmental Group of Twenty-Four on International Monetary
Affairs and Development was established in 1971 to help coordinate the positions
of low- and middle-income countries on international monetary and
development finance issues as well as to ensure that their interests are
adequately represented in negotiations on international monetary matters.

4. Location savings refers to the cost savings stemming from differences in the cost
of operations in high- and low-cost jurisdictions.
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CHAPTER 5

Taxing SMEs

Roel Dom and Wilson Prichard

The Tax Compliance Challenge

Tax reform initiatives have long sought to expand the taxation of micro, small, and
medium enterprises (SMEs). Small firms constitute a large majority of firms in
most low- and middle-income countries. They make up a large share of the gross
domestic product (GDP) and generate at least as many jobs as large firms—in fact,
often more. However, they are also frequently unregistered or noncompliant with
tax laws (Ayyagari, Demirgiic-Kunt, and Maksimovic 2011; Benjamin and Mbaye
2012; Kumar 2017; Page and S6derbom 2015).

This chapter takes a closer look at the taxation of micro, small, and medium
enterprises. Instead of focusing on a specific tax instrument, such as income tax,
the chapter presents examples from different tax instruments to illustrate some
of the barriers to taxing SMEs, as well as reforms proposed to address these
challenges. Much like in chapter 4 for larger corporate taxpayers, no specific
definition is offered for SMEs because they are highly diverse. They differ not
only in terms of sectors and industries, but also in terms of their economic
behavior, profitability, or growth potential (OECD 2015). Because this study
draws on existing literature, it relies on the definitions there.

In low-income countries, the taxation of SMEs often overlaps with the goal of
taxing the informal sector, as many or most SMEs in lower-income countries are
to some degree informal. Although it is common for governments to call for
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expanded efforts to tax the informal sector, use of this term risks conflating a
very diverse group of firms. At best this is unhelpful, and at worst it may be coun-
terproductive if it leads to blanket approaches where more-targeted ones are
needed. Therefore, it is important to understand the distinct varieties of infor-
mality instead of treating it like a uniform category.

In legal terms, some informal firms may operate in the shadow economy,
implying that they intentionally hide their economic activity from all govern-
ment authorities to escape not only taxation, but also the burdens imposed by,
for example, health and safety standards (Medina and Schneider 2018). Other
informal firms may have a more complex status that is formal from some per-
spectives but not others. For example, firms may have a business license but not
necessarily be registered with the tax authority. For others, the opposite may be
true, or they may be registered with subnational authorities but not national
agencies. These different types of informality imply different challenges and
opportunities. For those in the shadow economy, identification and registration
may be the first step, while for firms that have business licenses the challenge
lies in tax registration.

Alongside recognizing the diverse types of legal informality is the need to
highlight the broader economic diversity of informal firms and tailor tax strate-
gies accordingly. Some informal firms may be very large but operate in the shad-
ows, whereas many informal firms are quite small. Likewise, some informal
firms aspire to be long-lived and grow over time, while others are essentially
subsistence-oriented. From the perspective of tax authorities, larger and more
growth-oriented firms are the most important targets: they offer meaningful rev-
enue potential; they may be unfairly benefitting relative to formal firms; and they
may benefit from formalization. By contrast, focusing on micro, small, and sub-
sistence firms may absorb scarce administrative resources and undermine the
quality of taxpayer registers without significantly advancing revenue collection
or other goals (Moore 2020).

Recognition of this diversity gives rise to two observations that permeate the
rest of this chapter. First, although there are strong arguments for seeking to tax
some parts of the informal sector more extensively, there are questions about the
wisdom and benefits of making the taxation of all (informal) SMEs a major pri-
ority of reform efforts. Second, when tax reform is pursued, different groups of
informal firms may warrant very different approaches to compliance. Thus any
discussion of taxing SMEs should begin with an understanding of what reforms
aim to achieve, which groups of firms should be targeted, and what kinds of
strategies are most appropriate for those groups.

(Limited) Revenue Potential

Improving the taxation of (registered) SMEs and broadening the tax net by reduc-
ing the number of informal or unregistered SMEs could significantly increase gov-
ernment revenue. However, these benefits may be overstated because of high
compliance and administration costs and limited revenue potential.

Taxing SMEs is notoriously difficult because they must first be brought into
the formal part of the economy and then taxed. The shadow economy is often
large in lower-income countries (Medina and Schneider 2018). But while the
larger unregistered firms may offer significant revenue potential, the revenue
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potential from formalizing smaller firms will be limited because of their small
size and small margins. Data from higher-income countries suggest that dedi-
cated SME schemes on average account for only around 23 percent of total reve-
nue (OECD 2019). Figures for lower-income countries are scarcer, but they
suggest that around 90 percent of corporate tax revenue is collected from the
largest 10 percent of firms (Mascagni and Mengistu 2019; URA 2020). In Rwanda,
the bottom 50 percent of firms contributes less than 2 percent of total corporate
income taxation (CIT) revenue, while the top 10 percent of firms is responsible
for nearly 85 precent (Mascagni, Monkam, and Nell 2016)—see figure 5.1. This
finding suggests that a drive to include smaller informal SMEs in the tax net is
unlikely to result in substantial revenue gains. The largest revenue potential
appears to lie with the largest informal SMEs.

Even when they are identified and registered, SMEs may be difficult to
tax. They are frequently transient and hard to track, resulting in bloated and
inaccurate taxpayer registers (Mayega et al. 2019). It can also be difficult to
accurately estimate turnover and profit because of poor bookkeeping and a
heavy reliance on cash transactions. In addition, research suggests that many
such firms struggle to navigate the process for formalizing and paying taxes
because of their limited knowledge and the complexity of formal systems
(Joshi, Prichard, and Heady 2014). In view of these challenges, enforcement
often relies heavily on face-to-face interactions between tax officials and
taxpayers, resulting in high collection costs and extensive opportunities for
informality and corruption (Fjeldstad and Heggstad 2011; Hassan and
Prichard 2016).

FIGURE 5.1 Corporate Tax Contribution by Rwandan Firms, by Decile,
2012-14
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Meanwhile, the frequent claim that SMEs, and particularly unregistered
ones, benefit unfairly from low tax burdens is open to question. Smaller firms,
registered and unregistered, often bear significant burdens of small taxes and
fees along with informal payments to state and nonstate actors (Paler et al. 2017).
There is now evidence that, for example, small-market traders bear dispropor-
tionately high tax burdens relative to other firms (Akpan and Sempere 2019;
Ligomeka 2019); effective tax rates are often substantial for small formal firms
(Carreras, Dachapalli, and Mascagni 2017; Mascagni and Mengistu 2016); and
formal and informal tax burdens are highest for informal firms (McCulloch,
Schulze, and Voss 2010).

Benefits of Taxation and Formalization

Given the uncertain revenue benefits, the most persuasive alternative arguments
for taxing SMEs tend to consider the possible ancillary benefits such as reducing
unfair competition, promoting pro-poor economic growth, and improving gover-
nance (Joshi, Prichard, and Heady 2014).

One argument for improving taxation of SMEs is that it is important to
ensuring equity and improving tax morale. The evidence suggests that the rela-
tionship between firm size and evasion is negative or U-shaped, implying that
small firms are more likely to evade taxation (Abdixhiku et al. 2017; Cowell
2003; DeBacker, Heim, and Tran 2015; Hanlon, Mills, and Slemrod 2007;
Slemrod 2004). This evasion may lead to unfair competition, which can under-
mine trust and negatively affect tax morale (Torgler and Schneider 2007). Yet
although informality and low tax morale appear to be correlated, it remains
unclear whether informality causes low tax morale: it may equally be that low
tax morale (and poor government performance) encourages firms to remain
unregistered (Williams and Horodnic 2017). Likewise, arguments that taxing
SMESs can improve equity probably require greater nuance because, as previ-
ously noted, smaller firms may, in fact, bear more significant, though often frag-
mented and informal, burdens than is often assumed.

The formalization of SMEs could also support accelerated economic growth.!
Formalization may reduce disincentives to growth and give small firms greater
access to important resources such as legal protections, financing, and new busi-
ness opportunities. Indeed, several studies in recent years have reported that
formalization can have a positive impact on economic growth (Demenet,
Razafindrakoto, and Roubaud 2016; Rand and Torm 2012; Ulyssea 2018), such as
in Vietnam (box 5.1). Yet the most recent studies suggest that the potential bene-
fits of formalization are likely limited to a subset of firms—often those somewhat
larger and focused on growth rather than subsistence (Boly 2018; Ulyssea 2018).
These studies find there are benefits to enabling and facilitating formalization,
but they caution against aggressive enforcement, which may have negative
impacts on many small firms.2

Formalizing and taxing SMEs may be a way to engage them with the state
and to expand so-called tax bargaining, in which taxpayers negotiate demands
for reciprocal service provision and greater accountability in exchange for tax
payments (Prichard 2015). However, the empirical evidence on this score is
mixed. The belief that taxing informal sector operators may spur popular
engagement is intuitive: these taxes are highly visible, and informal sector asso-
ciations are frequently relatively organized, making them well placed to engage
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BOX 5.1
Benefits of Formalization: Evidence from Vietnam

Vietnam presents a unique opportunity to study informal businesses. Not
only has it made formalization, and registration in particular, a govern-
ment priority, but it also is one of the few countries to systematically and
periodically survey both registered and nonregistered firms.

Studies have thus been able to assess the effects of formalization in
Vietnam. Moreover, they all agree: firms gain from formalization. Rand
and Torm (2012) find that registered firms have higher profits and invest-
ment than unregistered firms and use less casual labor, suggesting
improvements in labor conditions. Demenet, Razafindrakoto, and
Roubaud (2016) show that formalization causes significant increases in
value added, while Boly (2018) confirms that these effects persist over
time.

One prevailing view in the literature is that informal firms face barriers
that prevent them from achieving their optimal size. If true, then formal-
ization can spur productivity and economic growth by allowing firms to
reach their most efficient size.

The evidence suggests that once they are released from informality,
firms indeed grow quickly and considerably, which boosts productivity
by allowing firms to take advantage of these new economies of scale.
Formalization makes firms more competitive and makes it easier for them
to access key services, such as electricity and internet service (Demenet,
Razafindrakoto, and Roubaud 2016). In addition, registered firms adver-
tise more, thereby increasing their customer base. Formalization also may
make it easier for firms to voice their concerns and thus strengthen
accountability because formal firms engage more with business associa-
tions (Boly 2018).

However, these effects appear to be true only for the largest informal
firms. Demenet, Razafindrakoto, and Roubaud (2016) find that firms that
formalize are already similar to the ones operating in the formal sector.
They also show that the gains of formalization mostly benefit informal
businesses that employ at least one person as opposed to the self-
employed. This finding suggests that firms below a certain size may not
benefit from legal existence. It may then be hard to persuade subsistence
firms, in particular, to formalize because they may have no interest in
doing so.

with government. Joshi and Ayee (2008) capture engagement between small
businesses and government around the introduction of associational taxation.
Prichard (2015) finds similar expanded engagement around small-business tax-
ation in capital cities in Ethiopia, Ghana, and Kenya. And de Mel, McKenzie,
and Woodruff (2013) find some expanded trust in the state among informal
firms that formalized in Sri Lanka.

However, such positive outcomes may be the exception rather than the rule
because small businesses—and especially the marginalized groups among
them—can be highly vulnerable to government predation. Moreover, small-
business associations are often poorly organized for engaging in effective advo-
cacy with the state, and the expansion of taxation of these associations may
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sometimes reinforce hierarchical internal divisions (Meagher 2018). This find-
ing prompts Meagher and Lindell (2013) to ask, “Does taxing informal traders
strengthen public accountability, or just create new avenues of predation?” In
practice, outcomes are likely to vary widely, dependent both on the character of
the informal sector associations and on the details of reform efforts (Lindell
2010).

Barriers to Reform

Efforts to expand taxation of SMEs are likely to encounter both technical and
political challenges. As a purely technical challenge, taxing SMEs, especially the
smallest firms, often requires estimating the revenues (and potentially profits) of
firms characterized by poor record keeping, cash transactions, and often a desire
to avoid detection. It likewise requires managing large numbers of taxpayers as
well as the tax collectors with whom they engage. These technical barriers to col-
lection exist in parallel with significant political hurdles: weak revenue potential,
potential resistance from large numbers of small firms, and resistance from tax
officials threatened by a reduced scope for informality and uninterested in the
laborious and unrewarding work of more effectively taxing small firms.

Technical Challenges

Obstacles to formalization. Convincing SMEs to register with the relevant author-
ities, in particular with the tax administration, is difficult when the benefits of for-
malization are not clear. For some firms, informality may be a choice (La Porta and
Shleifer 2014; Williams and Gurtoo 2012). Despite the aggregate benefits of for-
malization, such as greater access to important resources and services, potentially
larger profits and productivity, and a stronger voice through business associations,
it may not be clear to individual firms that the benefits outweigh the costs—or the
benefits of remaining unregistered. For example, evidence from India suggests
that firms that start out unregistered have higher sales and employment growth
than those registered from the outset (Williams and Kedir 2016).

Moreover, the costs linked to formalizing may be considerable. Firms need to
go through the registration procedure; pay taxes; comply with labor, safety, and
other legislation; and possibly require accountants. In a study of Brazilian firms,
the cost of formalization was estimated to be around 15.6 percent of the baseline
profits of the median firm (de Andrade, Bruhn, and McKenzie 2016). In many
lower-income countries, formally registering a business still takes more than 20
days (World Bank 2019). It is therefore not surprising that it is mostly larger
informal firms that formalize because they are likely to be more productive and
therefore better placed to absorb these costs (McCulloch, Schulze, and Voss
2010).

High compliance costs. Once they are registered, complying with tax obligations
requires firms to keep the necessary records, to complete and file the appropriate
paperwork, and to pay the associated taxes. All of this consumes time and
resources, representing a cost to the firm. Several factors can affect these compli-
ance costs. Often it is the complexity of tax systems that drives up compliance
costs. However, the number of taxes to be paid, the frequency of tax policy and
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administration changes, the clarity of laws and regulations, and the cost of hiring
external or internal tax professionals—all have an impact on the financial burden
that complying with tax obligations places on taxpayers.

The burden associated with paying taxes can itself be a deterrent to tax com-
pliance, especially for SMEs. Compared with larger firms, SMEs often face
higher tax compliance costs, in relative terms, due to their smaller size and the
often significant fixed components of compliance costs (Faridy et al. 2014;
Mascagni and Mengistu 2016; OECD 2015). In some cases, this burden can, in
fact, be heavier than the tax payments themselves. A series of World Bank tax
compliance cost surveys across developing and emerging markets documents
the extremely regressive patterns of compliance costs among firms, with small
businesses incurring costs up to 15 percent or more of turnover (Coolidge 2012).
In Finland, these high compliance costs can force firms to remain small (Harju,
Matikka, and Rauhanen 2019). To reduce the disproportionate burden on SMEs,
governments worldwide have put in place provisions to reduce SME compliance
costs.

Limited firm capacity. Compliance costs are closely intertwined with, and
often exacerbated by, the (limited) administrative capacity of SMEs. Smaller
firms typically struggle to keep good records and tend to rely heavily on cash
transactions (World Bank 2016). An investigation of SMEs’ accounting prac-
tices in Ghana’s Kumasi Metropolitan Assembly revealed that most firms fail to
maintain complete records because they do not see the need for them and also
may not want to expose their financial position (Amaoka 2013). Low financial
literacy among SMEs, especially among microenterprises, further compounds
these issues (Fatoki 2014). The combination of a complex tax system and lim-
ited firm capacity may induce a certain level of confusion among taxpayers.
This confusion often leads SMEs to adopt pragmatic strategies to cope with
the tax system, not necessarily to evade taxes but rather to deal with a complex
system and reduce compliance costs (Mascagni, Dom, and Santoro 2021;
Mascagni et al. 2020).

Administrative difficulties and costs. Whatever the broad policy framework, tax-
ing SMEs tends to present tax administrations with significant administrative and
logistical challenges. These challenges are related to managing large numbers of
small, sometimes mobile taxpayers. The frontline administrative task of identify-
ing and ensuring compliance among large numbers of small firms can be particu-
larly demanding—and poorly rewarded within administrative hierarchies. The
administrative cost of taxing SMEs (that is, what it costs the administration to col-
lect the taxes) is therefore likely to be high.

This administrative cost, much like the compliance cost, is endogenous; it
depends on the design of the tax system. Moreover, it is compounded by the
behavior of SMEs. Much like other taxpayers, SMEs have incentives to under-
state their taxable income and transactions, making monitoring and collection
challenging and costly for the tax administrations. Meanwhile, the absence of
reliable bookkeeping and the prevalence of cash transactions among SMEs can
further complicate the tasks of the administration, as can the strategies adopted
by SMEs to deal with the complexities of the system.

Combined with the low revenue potential of smaller SMEs in particular, high
administrative costs leave tax administrations with only weak incentives to
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improve administrative efforts, to the extent that it may even be optimal not to
pursue full enforcement (Keen and Slemrod 2017). However, little evidence is
available on the importance of administrative costs and on the effectiveness of
interventions to reduce them.

Opportunities for corruption and extraction. These administrative challenges
are exacerbated by additional challenges from the often heavy reliance on face-to-
face encounters between taxpayers and officials tasked with verifying revenue or
other aspects of tax liabilities. These interactions create many opportunities for
collusion or for corruption and extraction (Dube and Casale 2019), thereby dimin-
ishing trust (Cohen and Gershgoren 2016).

A handful of studies indicates that SMEs, including market traders, often pay
significantly more to tax collectors than what reaches national budgets, and
some are subject to significant harassment by tax officials. Meanwhile, techni-
cally informal firms may bear overall burdens of formal and informal payments
on par with those of formal firms, pointing to pervasive informality in overall
collection activities (Jibao and Prichard 2016; Jibao, Prichard, and van den
Boogaard 2017; McCulloch, Schulze, and Voss 2010; Prichard and van den
Boogaard 2017). A core challenge for governments thus lies in how to incentivize
and effectively monitor frontline enforcement and collection of taxes on small
firms where significant face-to-face interactions are involved.

Political Challenges

Resistance from politicians. Expanded taxation also faces a fundamental political
challenge: SMEs may contribute relatively limited revenue, but they make up a
large bloc of potential opposition voters and actors. Thus the political costs to gov-
ernment of expanded taxation of small firms may significantly outweigh the
potential revenue benefits. Tendler (2002, 99) dubbed this the “devil’s deal”
between politicians and small informal taxpayers: “If you vote for me ... I won’t
collect taxes from you; I won’t make you comply with other tax, environmental, or
labour regulations; and I will keep the police and inspectors from harassing you.”
In this account, not only are politicians unwilling to bear the political costs of
expanding taxation; they may actually prefer continued informality to sustain the
dependence of small firms on political leaders.

Resistance from SMEs. The political difficulty of taxing the SME sector reflects
the extent to which sector associations are often well organized and can be orga-
nized politically. In Kenya, private bus services were shut down for several weeks
in protest of the imposition of new taxes—although the government eventually
prevailed thanks to sustained popular support (Prichard 2015). Similarly, in
Bangladesh small businesses have long been recognized as a potentially powerful,
disruptive political actor, which has helped to support a system of small-business
taxation characterized by significant loopholes and subjectivity (Hassan and
Prichard 2016).

Resistance from tax officials. A less widely cited political challenge lies
within the tax administration itself, where tax officials may actively resist
reform. Although research is limited, anecdotal evidence suggests that tax
officials often view taxing small firms as unpleasant work lacking in prestige
and opportunities for future advancement. At best, staff involved in this work
are frequently undermotivated. As a result, the prospect of expanding these
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efforts—or transferring senior staff into strengthening SME taxation—poses
significant internal challenges.

These challenges are likely to be all the more acute where reforms also
remove opportunities for collusion and corruption, thereby possibly threat-
ening the livelihood of frontline collectors. For example, shifting away from
a system in which tax collectors directly assess small firms’ tax liability to
one in which firms can identify their presumptive tax category and pay by
mobile phone may significantly threaten long-standing informal practices.
Navigating these administrative politics is thus likely to be critical to suc-
cessful reform.

Reform Progress—and Future Options

Strategies for taxing SMEs are likely to benefit from a realistic assessment of the
potential costs and benefits and of the diverse potential objectives and impacts.
Simply expanding enforcement may not be optimal; it risks generating only mod-
est increases in revenue, at high cost, while imposing heavy formal and informal
burdens on relatively low-income groups and expanding distrust between taxpay-
ers and tax authorities. There may be greater potential in strategies that focus on
higher-priority subsets of firms and that seek to combine strengthened enforce-
ment with facilitation and trust-building to avoid undue burdens on low-income
groups, encourage quasi-voluntary compliance, and seek to foster broader growth
and governance gains. What follows considers options related to enforcement,
facilitation, and trust, in turn, recognizing that any successful reform program will
rely on elements of each.

Enforcement: Countering Avoidance and Evasion

As just described, there are limits to enforcement-led strategy approaches to
improving compliance and tax collection among SMEs. These limits reflect the
complexity of tracking and taxing large numbers of small firms, the correspond-
ingly high costs of such enforcement, the political constraints on pursuing
aggressive enforcement among large numbers of small firms, and the risk that
expanded enforcement may fuel inequality. This does not, however, imply that
improved enforcement is not a central concern. In the absence of a degree of
credible enforcement, many firms will remain noncompliant, while there is also
the risk that larger firms will seek to take advantage of special provisions designed
for smaller firms.

Although there is no simple solution to managing the labor-intensive task of
strengthening enforcement among smaller firms, recent research has pointed to
the potential value of strategies that disaggregate between heterogeneous groups
of SMEs, focus attention on higher-value firms, and seek to strengthen incen-
tives among tax collectors.

Recognizing the Heterogeneous Nature of Informal Firms

References to taxing the informal sector can frequently obscure as much as they
illuminate because the term informal sector masks enormous diversity among
informal SMEs and thus distinct enforcement challenges. More-targeted
approaches may allow for greater success.
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A starting point for more effective revenue collection often lies in esti-
mates of tax gaps—the difference between what should be collected and
what is collected—as well as in understanding the broad characteristics of
particular businesses. All of this may be more feasible at the sectoral level.
Research has produced a variety of estimates of the size of the informal sec-
tor in low- and middle-income countries, but these estimates are so broad
and incorporate so many disparate components that they have little value
for concrete tax policy and administration (Schneider and Klinglmair 2004).
By contrast, the estimation of sectoral tax gaps could help to target resources
at not only the sectors most easily taxed but also those representing the
greatest revenue-generating opportunity. Sectoral approaches have had
comparative success in estimating revenue potential from market traders
(Iversen et al. 2006; ODEP 2013) and private transport operators, while also
being able to map both formal and informal payments to better understand
actual tax burdens, dynamics, and concerns (Sanchez de la Sierra and Titeca
2016).

Targeting Higher-Value Firms

The overall revenue potential of SMEs is not only small, but also distributed
unequally. Larger SMEs may have substantial tax liabilities, but there are risks of
large revenue losses when larger firms pretend to be small to avoid taxes. A key
challenge for tax authorities thus lies in identifying higher-value taxpayers within
the SME sector on whom to focus resources. This process begins by taking a more
disaggregated view of SMEs, as described earlier. A next step may be engaging in
data analysis designed to flag larger and higher-risk SMEs for enforcement
activities.

One example of this kind of approach is exploiting the now well-understood
fact that taxpayers can situate themselves just below a threshold in a tax regime
to minimize their tax liability—a phenomenon known as “bunching” (Almunia
and Lopez-Rodriguez 2018; Kleven 2016; Saez 2010). In Pakistan, large num-
bers of taxpayers place themselves just below the thresholds in the country’s
income tax regime (Kleven and Waseem 2013). Similarly, in South Africa firms
bunch just below the minimum threshold for VAT registration (Boonzaaier et
al. 2016). In Pakistan, illicit evasion is estimated to account for most of the
observed bunching in response to the cutoff between profit and turnover taxa-
tion (Best et al. 2015).

Bunching can be an indication that firms are illicitly evading taxation by
underreporting their income. It can also be a sign that the tax system may be
distorting real economic activity by encouraging firms to remain small (Harju,
Matikka, and Rauhanen 2019; Velayudhan 2019). It is therefore critical to under-
stand the source of the observed bunching: is it a real response, or is it evasion?
In the case of a real response—economic distortions—the benefits of the simpli-
fied tax regime should be weighed against the loss in economic activity. In the
case of evasion, audit capacity should be improved, particularly for firms around
the cutoff, because bunching might result from income underreporting. When
bunching below the threshold is observed, it can be used as a flag to trigger an
audit.
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Flagged declarations can then be cross-checked with other information avail-
able to the tax authority or followed up directly by tax authorities. For relatively
larger firms, this may include relying on third-party data. However, this
cross-checking must be comprehensive because evidence indicates that taxpay-
ers will continue to evade through channels not covered by third-party informa-
tion (Carrillo, Pomeranz, and Singhal 2017). Where third-party information is
not easily available, it may be possible to identify risk using simple predictive
algorithms to estimate turnover using available data within the tax administra-
tion (Arachi and Santoro 2007).

Strengthening Collection Incentives

Along with strategies for effective monitoring of firms, a key challenge for revenue
agencies lies in motivating tax officials to collect revenue effectively. As noted ear-
lier, determining the approximate revenue of informal firms and sectors is possible
in principle through the painstaking work of identifying firms in the field and
monitoring their activities. Digital innovations can help tax officials do this, while
reducing opportunities for corruption (Okunogbe and Pouliquen 2018). However,
the incentives for tax officers matter as well (Khan, Khwaja, and Olken 2019),
especially because their work is labor-intensive but lacking in prestige and career
advancement opportunities. Tax officials often seem undermotivated to perform
effectively, particularly where opportunities for them to receive informal pay-
ments are constrained.

Several mechanisms may help, though few have been researched extensively.
First, higher salaries or some form of reward payments matter for performance.
Although it is important to carefully monitor all the incentives created by such
payments and to pair them with effective monitoring, they can have positive
effects (Khan, Khwaja, and Olken 2016). Similarly, evidence from the Kyrgyz
Republic shows that linking tax inspectors’ rewards to anonymous evaluations
submitted by inspected firms can reduce corruption (Amodio, Choi, and Rahman
2018).

Second, a variety of methods can improve prestige and career trajectories for
those involved in taxing SMEs. The creation of small taxpayer units with clear
trajectories for advancement may help. Likewise, where simplification increases
firms’ voluntary compliance—for example, through simplified business registra-
tion or purchasing tax certificates at banks—the work of tax collectors could be
shifted toward more “desirable” roles in monitoring and audit.

One indicator of the difficulty of motivating tax officials to tax SMEs is scat-
tered evidence of a significant reliance on private revenue collectors to target the
smallest firms. These private collectors have clear incentives to collect addi-
tional revenue because they can retain any surplus. And, indeed, limited evi-
dence suggests that privatization does often improve revenue collection.
However, this generally comes at excessively high cost: less protection for tax-
payers, reduced long-term state capacity (and connections to the state), and
potential corruption in the negotiation of revenue collection contracts (Fjeldstad,
Katera, and Ngalewa 2009; Iversen et al. 2006). The challenge facing revenue
agencies thus lies in finding ways to motivate revenue staff themselves instead of
relying on outside contractors.
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Facilitation: Encouraging Quasi-Voluntary Compliance

Given the limits of enforcement as a strategy for improving compliance and reve-
nue mobilization among SMEs, governments are strongly motivated to invest in
parallel in encouraging quasi-voluntary compliance. Reflecting that logic, there
has been a significant focus, especially over the last two decades, on facilitating
compliance among smaller firms through simplification and positive incentives
for compliance.

Simplifying Formalization and Tax Compliance for Small Firms

The most straightforward but perhaps most valuable facilitation reforms are likely
to be expanding efforts to simplify registration and tax compliance. These efforts
have been at the core of reform movements in many countries, and there is mean-
ingful—though fragmented and incomplete—evidence of the impact of such
measures.

Simplified registration. Central to such efforts has been simplification of the
process of business formalization by streamlining (tax) registration and reducing
the numbers of permits and licenses required by small firms to start their opera-
tions. The creation of one-stop shops, for example, has been an integral part of
many reforms aimed at reducing the number of steps necessary to start a business.
One-stop shops are organizations that receive documents for business registration
and carry out at least one other function related to business start-up, usually tax
registration. New technologies, such as e-tax systems, have often been rolled out to
support these reforms.

Despite differences across countries, progress has been compelling. Global
measures of the ease of starting a business show a clear downward trend. In
2004, starting a business consumed an average of 53 hours, but only 19 hours in
2019 (World Bank 2019). Moreover, according to evidence from Kenya, simplifi-
cation can result in significant formalization as well as improved conditions for
small operators (Devas and Kelly 2001). Yet cross-country studies and meta-
analysis indicate that success is not guaranteed. The ease of formalization alone
is unlikely to spur firms to formalize if the benefits of doing so are small (Bruhn
and McKenzie 2014; Floridi, Demena, and Wagner 2020).

Following formalization, efforts to simplify taxpayer registration have
resulted in impressive expansions of taxpayer registries. However, the value of
these registries depends on the quality of subsequent data management. Uganda’s
registration drive increased the number of taxpayers by 6,700 percent between
2010 and 2017. However, administration of this large assortment of new taxpay-
ers remains difficult, resulting in a bloated and often inaccurate taxpayer register
with many inactive taxpayers (Mayega et al. 2019). Similar problems have been
observed elsewhere (Mascagni et al. 2020; Santoro and Mdluli 2019). Moreover,
an obsession with registering informal firms may distract attention from the
widespread failure to tax the wealthy (Moore 2020).

Therefore, if tax administrations are to take full advantage of the increased
taxpayer registration, they must not lose sight of the more mundane but import-
ant task of following up, tracking those taxpayers over time, contacting them if
they do not submit tax returns (or comply with alternative compliance regimes),
and verifying the submitted tax declarations.
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Simplified tax regimes. Alongside the facilitation of registration, governments
have simplified tax systems to reduce compliance costs. These simplified regimes
can take many forms, but they generally allow special treatment of small taxpayers
that reduces both compliance and collection costs. Instead of levying a tax on the
profit of small companies, some countries levy a tax on their turnover or gross
income because it is easier to track than profits. Countries can also reduce admin-
istrative burdens by reducing the number of brackets, exemptions, or required
documentation.

These changes are likely to reduce not only compliance costs but also
incentives for informality, although their success in achieving the latter is
less clear (Rocha, Ulyssea, and Rachter 2018). For example, although in
Georgia such reforms led to a significant but one-off increase in the number
of newly registered firms, the impact of the SIMPLES initiative in Brazil is
less clear (Bruhn and Loeprick 2016; Fajnzylber, Maloney, and Montes-Rojas
2011; Piza 2018).3

Another commonly used tool to simplify tax regimes for SMEs is to relieve
them from some of their tax duties by means of a threshold. For example,
nearly all value added tax (VAT) regimes include a registration threshold below
which registration for VAT is not compulsory, relieving SMEs from the need to
file VAT returns and tax authorities from the need to cross-check all transac-
tions (Ebrill et al. 2001). But it is important that the real value of thresholds be
kept up to date if they are to retain their usefulness (Hirvonen, Mascagni, and
Roelen 2018).

Presumptive taxation. Presumptive tax regimes are another example of simpli-
fied tax regimes for small firms that have been widely embraced and adopted.
Presumptive taxes differ from standard taxes by using indirect approaches to
estimating a firm’s tax liability—that is, income is presumed rather than directly
measured (Thuronyi 1996). Presumptive taxation reduces the compliance burdens
on the firm and the administrative burdens on the tax administration, especially
when accounts-based methods are unreliable. Moreover, the possibility of contest-
ing the administration’s presumption should encourage taxpayers to keep proper
records (Thuronyi 1996).

Presumptive taxes can take many forms, but they typically calculate taxable
income based on factors assumed to be associated with income generation such
as sales, turnover, number of employees, size of firm, or assets of the taxpayer
(Bird and Wallace 2005). In Ghana, a “tax stamp” regime requires small busi-
nesses below a certain threshold to pay a fixed rate (dependent on sector and
size) quarterly in exchange for a stamp—a physical certificate of payment
(Amponsah and Adu 2015). Ethiopia employs a revenue-based tax calibrated by
sector and approximate firm size (Joshi, Prichard, and Heady 2014). These sim-
plified taxes ease the burden of administration and bookkeeping—if well
designed (box 5.2).

Paradoxically, the introduction of a presumptive tax regime can increase
compliance costs if eligibility requirements become too complex (Memon 2013).
Meanwhile, presumptive regimes can create other costs in terms of reduced
equity and fairness; slow the progression of firms into the standard tax net; and
leave significant discretion in the hands of tax collectors with risks of collusion
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BOX 5.2
Challenges of Informal Sector Taxation: Evidence from the
Presumptive Tax System in Zimbabwe

Recent research assessing Zimbabwe’s efforts to tax the informal sector
illustrates that presumptive tax systems need to be designed carefully
and administered effectively if they are to improve compliance.

Zimbabwe operates a presumptive tax system consisting mostly of
lump-sum taxes, or fixed fees, distinguished by sector. Although the
country’s informal sector is large, little revenue is collected from it. Dube
and Casale (2019) identify low tax morale, caused by concerns about
equity and fairness, as the major hurdle to improving the compliance of
informal firms in Zimbabwe.

The Zimbabwean presumptive tax is characterized by both horizontal
and vertical inequities. Horizontally, the effective tax rate for similarly
placed firms is much higher under the presumptive regime than under
the personal income tax regime—and in some cases higher than under the
corporate income tax regime—because the fixed fee does not account for
actual turnover or profitability. This also causes vertical inequalities
because small firms end up paying proportionally more than larger ones.

Small and medium enterprises further complain about the selective
application of tax rules, while many are not taxed at all. In part because of
lack of resources, tax officers seem to target sectors that are highly
visible, such as flea markets and hairdressers. However, in some instances
the targeting appears to be politically motivated because businesses
with connections to the incumbent party are apparently protected from
taxation.

Design flaws in the presumptive tax system partly explain the equity
outcomes. Fixed fees are largely based on guesswork by the Ministry of
Finance about the profitability of different sectors in the informal
economy. Research is important because sectors that have more credible
estimates also have lower inequalities.

Yet politics also plays a role. Lack of cohesion between the finance
ministry (which designs the regime) and the revenue authority (which
administers it) hinders the effective use of evidence. There also seems to
be little political appetite for reforming the system because the selective
application of its rules provides opportunities for patronage.

and corruption (Dube and Casale 2019; Workneh, Baileyegn, and Stewart-
Wilson 2019). Presumptive systems thus need to maximize simplicity for small
firms, while also balancing the desire for simplicity against concerns about hor-
izontal inequity.

National-subnational coordination. Effective simplification is likely to require
cooperation between the national and subnational authorities in many countries.
Despite enormous variation across countries, SMEs (particularly in more decen-
tralized countries) generally pay taxes, levies, and fees as well as informal pay-
ments to both national and subnational authorities, leading many small firms to
complain of double taxation.
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A common model is that at the national level SMEs pay either the corporate
income tax and VAT or a presumptive tax, while at the local level they are sub-
ject to business licenses or other fees (such as market taxes). Small businesses
often lament the double taxation by multiple levels of government, along with
the uncertainty and vulnerability that it can introduce. Research has also at
times documented rivalry between levels of government in seeking to tax these
groups (Prichard and van den Boogaard 2017).

At a minimum, greater coordination is sorely needed. More provocatively,
some countries have explored fully decentralizing the taxation of smaller firms
because the revenue raised from them is marginal for central governments and
the collection costs are high, whereas for local authorities the same revenue may
be relatively important and collected at lower cost (Joshi, Prichard, and Heady
2014). That said, based on the available evidence it is not clear that such decen-
tralization would necessarily lower the tax burden for SMEs (Chen 2017; Lii and
Landry 2014).

Positively Supporting Compliance by SMEs

Although simplification is a particularly attractive option for the smallest firms,
for somewhat larger firms an argument could be made for specific strategies to
support compliance with the standard tax regime. Small firms usually fall under
presumptive regimes whose thresholds bar larger SMEs. Yet the general case for
simplifying registration and compliance remains. For these firms, there may be
options for simplifying registration and reporting requirements within the stan-
dard tax system.

One alternative is to implement concrete strategies to support SME compli-
ance. In line with wider developments to make the collection process more user-
friendly, as discussed elsewhere in this report, some countries have put in place
not only offices for large taxpayers but also offices for small and medium taxpay-
ers to address concerns specific to those segments. Although large taxpayers
typically have dedicated caseworkers, taxpayer hotlines are emerging as the
alternative for SMEs. In addition, tax authorities are increasingly and proac-
tively reaching out to taxpayers. To deal with poor financial literacy among
SMEs, especially among microbusinesses, taxpayer education campaigns are
being launched with success, as Rwanda has demonstrated (Mascagni, Santoro,
and Mukama 2019).

Some countries are going still further. In Georgia, dedicated tax outreach
officials patrol the streets, not as enforcers but as facilitators to reduce the
distance between the revenue authority and the taxpayer and to facilitate
compliance (box 5.3). Meanwhile, Brazil has, with varying success, experi-
mented with offering free accounting services to informal firms (de Andrade,
Bruhn, and McKenzie 2016). Whereas programs that focus on enforcement
assume that small firms are primarily interested in evading taxation, this
kind of program assumes that a significant share of SMEs—including those
with the greatest long-term tax potential—may be willing to join the tax net
if it is simple and if presented with potentially broader accountancy
benefits. This arrangement is a potential win-win for both governments and
taxpayers.
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BOX 5.3
The District Tax Officer in Georgia

The Georgia Revenue Service (GRS) operates a network of district tax
officers whose primary responsibility is to facilitate tax compliance and
reduce the distance between the GRS and the taxpayer—and small and
medium enterprises, in particular.

Although the district tax officer is intended to facilitate compliance,
taxpayers strongly perceive the position as an enforcement measure.
Among surveyed firms, nearly 70 percent reported that they had been
visited by a district tax officer in the last two years. When firms were
asked what they believe the role of the district officer is, 60 percent said
the officers are there to inspect them (figure B5.3.1). About 30 percent of
firms believe district officers are there to help them.

FIGURE B5.3.1 Perceived Role of the District Tax Officer in Georgia
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Source: World Bank survey, 2020.

Using Technology to Simplify Payments and Reduce Face-to-Face Interactions
Alongside the simplification of registration and tax systems for small businesses,
there is significant interest in using technology to simplify payments and reduce
the scope for corruption, thereby improving fairness. Because of the data-
intensive nature of tax administration, digitalization holds many opportunities
for the taxation of all taxpayer segments (Gupta et al. 2017; Moore 2020), but its
use will likely be challenging for smaller SMEs (Efobi et al. 2019).

For filing, and especially for payments, there is a growing range of options for
making payments directly to the tax agency instead of to tax officers, limiting
opportunities for corruption (Okunogbe and Pouliquen 2018). Electronic filing
and payment systems as well as tax management information systems are
spreading rapidly (see chapter 7). Even where payments are based on in-person
tax assessments, technology can be used both to calculate and display tax liabil-
ities and to enable electronic payments to be directly registered in central data-
bases. Efforts to join various scattered databases will increase the prevalence of
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prepopulated tax returns. Like e-filing, this development will further reduce
compliance costs as well as opportunities for discretion.

However, limits persist to the use of digital solutions. Access to a computer,
a stable supply of electricity, and an internet connection are not guaranteed,
especially in low-income countries. In some countries, many SMEs still use
manual accounts (Coolidge 2012). Meanwhile, comparative research from
Nepal, South Africa, and Ukraine reveals that the learning curve for e-filing
can be quite steep, particularly for small businesses, and that requirements to
submit paperwork alongside e-filing can offset potential gains (Yilmaz and
Coolidge 2013).

Trust: Strengthening the Social Contract

Trust-building is likely to be particularly important to taxation of SMEs in both
seeking to change the political dynamics of reform and ensuring that such taxation
generates broader social benefits. Ineffective taxation of SMEs appears, above all,
to reflect limited political support and weak tax compliance. Efforts to build trust
among taxpayers—including the kinds of facilitation reforms discussed so far—
thus have substantial potential to both improve compliance and shift the political
calculus of reform (Inasius 2018).

Providing Reciprocal Benefits

Many small businesses would willingly consider formalization and expanded tax
compliance if they receive reciprocal benefits for doing so. According to experi-
mental evidence from Brazil, many informal firms will not formalize even when
compliance costs are lowered, suggesting that formality offers little private benefit
to these firms (de Andrade, Bruhn, and McKenzie 2016). Therefore, improving the
private benefits to formalization appears crucial.

Governments could expand the benefits of formalization in many ways.
Benefits might include greater legal security; access to courts, credit, and train-
ing programs; and eligibility for government or private sector contracts. The
value of such benefits is reflected in research showing the willingness of many
firms to formalize if they received incentives to do so, as well as in the evidence
of the improved growth of some firms after formalization (Boly 2018; Demenet,
Razafindrakoto, and Roubaud 2016; Rand and Torm 2012). However, the extent
to which firms benefit from formalization will vary across firms and be shaped
by government efforts to make these benefits a reality.

Where governments proactively invest in providing these reciprocal benefits, the
demand for formalization and tax compliance are likely to increase, particularly
among somewhat larger SMEs. As important, a reform strategy premised on expand-
ing trust and increasing the benefits of tax compliance is likely to draw into the tax
net primarily those firms that stand to benefit most rather than expending resources
on enforcement among small, subsistence-type firms—efforts that are not likely to
raise much revenue and will impose new burdens on low-income groups.

Ensuring Equity

Efforts to ensure that tax regimes for SMEs (including various subnational taxes
and user fees) are designed equitably are likely to be critical to building broad-
based trust. Significant gains are possible by simplifying subnational regimes
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and coordinating them more effectively with central authorities, as described
earlier. In many cases, there is also a worthy argument for examining market
taxes and whether they impose an undue burden on the smallest businesses by
virtue of their accessibility—as well as whether this burden, in turn, especially
disadvantages female taxpayers. Meanwhile, measures to reduce complexity
and face-to-face interactions between tax collectors and taxpayers can help to
reduce informality, while also easing the disproportionate costs of compliance
for smaller firms.

As discussed in box 5.2, another source of inequity is presumptive tax regimes
that, being based on total firm turnover, impose heavier tax burdens on busi-
nesses with smaller profit margins (Getachew 2019). Furthermore, presumptive
tax regimes that distinguish between firms of different sizes or in different sec-
tors can be subject to significant instability when tax rules or rates are adjusted 2
All of these effects can be exacerbated by pervasive informality in tax enforce-
ment. The design of presumptive tax regimes requires a balancing act between
the appeal of simplicity and the need for sufficient disaggregation to avoid
major inequities. Where possible, SMEs should be given the choice to opt into
the normal tax regime if they so desire.

Ensuring Fairness

Ensuring fairness is likely to be particularly important for SMEs, especially those
in the informal sector that might be more vulnerable to abusive enforcement.
Evidence suggests that informal firms perceive their tax burden as unfair, often
because they feel the law is being applied selectively (Dube and Casale 2019;
Getachew 2019).

Although recent reforms separating front-office functions (such as collec-
tion) from back-office functions (such as assessment) have reduced opportuni-
ties for extortion (Fjeldstad and Moore 2008), significant scope for arbitrariness
remains. It is unlikely that this risk can be fully removed. Some aspects of assess-
ments are intrinsically uncertain because at the margin tax officers have to make
judgment calls, especially when rules and regulations are vague or do not cover
all cases (Raaphorst 2017).

Such uncertainty only strengthens the case for an effective and accessible
appeals system, which may or may not include the courts. Anecdotal evidence
also suggests that SME taxpayers might prefer dispute resolution systems within
revenue administrations to taking disputes to court. This is also likely to apply to
larger corporate taxpayers. Although differential levels of trust in both institu-
tions may play a role, lack of specialized knowledge within the judiciary has also
been identified as a factor. Thus more research is needed.

Ensuring Accountability

Given the limited revenue potential from taxing SMEs, much of the recent inter-
est in doing so stems from the potential to tax them as an entry point for popular
public engagement and improved accountability. However, whether these efforts
have resulted in an institutionalized voice for small taxpayers is uncertain.
Evidence of this potential is mixed at best. Certainly, there are scattered exam-
ples of small- and medium-business associations responding to expanded taxa-
tion by engaging governments with demands for reciprocity (Joshi, Prichard, and
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Heady 2014; Prichard 2015). However, in many other cases small-business asso-
ciations appear either too weak to engage government meaningfully (Prichard
and van den Boogaard 2017) or, worse, to have operated primarily for the benefit
of their more powerful members—at least in the realm of taxation (Meagher
2018; Meagher and Lindell 2013).

For these and other reasons, it seems increasingly that reformers would be
unwise to assume that expanded taxation of small firms would automatically
result in accountability benefits from engagement. Instead, such benefits are
likely to turn on explicit and complementary strategies to strengthen effec-
tive small-business associations and to create channels for their engagement
with government. That said, little is known about how to best achieve these
goals.

Associational taxation is a particularly interesting—but also fraught—
example of governments working directly with small-business associations.
Under systems of associational taxation, instead of taxing small firms directly,
governments cooperate with small-business associations, which collect tax on
behalf of governments. In principle, these arrangements can have significant
benefits: tax collection costs are minimized; potential conflicts with tax collec-
tors are largely eliminated; tax payments can be small and periodic for small
taxpayers; a culture of tax compliance spreads slowly among small firms;
small-business associations are institutionalized; and a clear channel is cre-
ated for engagement between small-business associations and governments
(Joshi and Ayee 2008).

However, the risks are equally significant because the benefits of these
arrangements may be captured by association leaders at the expense of most of
the small businesses. For example, association leaders may agree to expand tax-
ation of their members to gain political influence—or patronage—from state
elites for themselves, or they may re-create the role of state tax collectors by
retaining a significant share of revenue for themselves. In these circumstances,
the burden of taxation may expand more rapidly than would otherwise have
been possible, but with few benefits and no expansion of popular engagement.
Associational taxation thus remains a potentially interesting model, but one that
must be approached with significant understanding of local power dynamics—
and sufficient monitoring to ensure that revenue collected by the associations’
leaders reach the state (Prichard 2009).

Conclusion

In many respects, the taxation of SMEs in low-income countries frequently
reflects the worst of all worlds: it raises little revenue, appears to be relatively
inequitable, is politically contentious, diverts scarce administrative resources to
low-value activities and formalization, and when it does happen, carries few ben-
efits for taxpayers. Because SMEs are often transient and cash-based in their
operations with limited record keeping, it is a daunting task to maintain accurate
taxpayer rolls and estimate taxable revenue. SMEs’ limited financial and technical
literacy also undermines tax compliance, leading to a reliance on face-to-face
transactions with tax administrators that create opportunities for corruption and
harassment of vulnerable firms. Meanwhile, efforts to expand taxation of SMEs
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must also confront political and institutional challenges. The sheer number of
SME operators can create a fairly strong (and even well-organized) constituency
in favor of the status quo. Tax officials may also lack incentives to devote more
effort to the relatively cost-intensive and low-prestige task of increasing SME col-
lections, especially if they prefer to maintain avenues for demanding informal
payments. Meanwhile, general arguments in favor of taxing SMEs appear to be
frequently overstated, which suggests a need to distinguish between types of
SMEs and target reform efforts accordingly.

The larger informal SMEs are particularly likely to benefit from formaliza-
tion, present more meaningful revenue potential, and, for the largest such firms,
benefit unfairly relative to their competitors by avoiding taxation. For these
firms, formalization may help long-term growth by opening the door to advan-
tages such as legal protections, better access to utilities and financing, and
opportunities for business networking and advertising. Governments also have
stronger incentives to target larger SMEs because they are more likely to make
longer-term contributions to tax revenue, and bringing them into the tax net
may also increase equity. There seem to be good reasons for targeted govern-
ment efforts to bring these larger firms into the tax net through a combination of
targeted enforcement, easing the path to formalization, and efforts to expand
and publicize the benefits of formalization.

By contrast, the case for aggressively targeting smaller firms appears far less
compelling. These firms are less likely to benefit from formalization, and they
are also more administratively difficult to tax, with greater risk of harassment by
tax officials. Reform experience across countries suggests that the realistic rev-
enue potential from taxing these firms is generally very limited. At the same
time, many smaller SMEs (including those unregistered) paradoxically already
face a relatively heavy fiscal burden of various taxes, fees, and demands for
informal payments. In theory, expanding the tax net can benefit even these
groups by increasing engagement between the government and these new con-
stituencies, thereby strengthening accountability. Yet evidence is mixed on
whether this happens in practice, or if it merely creates new channels for preda-
tion on vulnerable enterprises. For these firms, the best path for governments
may be to rely less on the kinds of mass registration drives that have historically
been common but often unproductive and more on encouraging quasi-voluntary
compliance.

Emerging evidence points to an alternative approach to SME taxation that
emphasizes encouraging quasi-voluntary compliance by promoting trust and
building political support for taxation. Such strategies are likely to reflect four
key elements. First, differentiation: target specific groups of relatively larger,
growth-oriented firms for enforcement efforts instead of relying on blanket
approaches that generate unproductive and bloated tax registers. Second, sim-
plification: complex systems are costly to administer and costly to comply with,
and they undermine trust. A wide variety of reform options are available, includ-
ing eliminating unproductive subnational payments, taxes, and levies; reducing
the number of brackets, exemptions, and paperwork required; introducing one-
stop shops and electronic filing and payment systems; and expanding taxpayer
education programs, hotlines, and technical support. Third, fairness: reduce
opportunities for harassment of taxpayers and create appropriate incentives for
tax collectors. Fourth, reciprocity: highlight and expand the benefits of formality
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by, for example, improving legal protections; expanding key services that benefit
SMEs; and creating forums for direct engagement with government in ways
likely to contribute to the progressive strengthening of the social contract.

Notes

1. Formalization includes but is not limited to registration for tax purposes. It
refers to the broader process of obtaining all the necessary official licenses and
complying with all relevant regulations when starting a business, which includes
registering with the tax authority and paying the necessary taxes.

2. Fajnzylber, Maloney, and Montes-Rojas (2009) report benefits in either case, but
most other recent studies suggest that aggressive efforts to bring firms into the
tax net might yield some winners but also many firms that do not benefit or that
suffer (Maloney 2004; Williams, Shahid, and Martinez 2016).

3. In 1996, Brazil introduced the Integrated System for Payment of Taxes and
Contributions of Micro and Small Enterprises (SIMPLES) initiative—a business
tax reduction and simplification scheme. Microenterprises (self-employed) and
small firms in specified sectors could participate up to certain annual revenue
limits. By combining six different federal taxes and social contributions into one
single monthly-based rate, the reformed system considerably reduced the tax
burden on these firms: instead of paying 5-11 percent of gross revenues on taxes,
under SIMPLES microenterprises would pay 3-5 percent and small firms
5.4-8.6 percent (Piza 2018).

4. In 2005 in Ethiopia, there was a dramatic increase in rates amid such changes
(Prichard 2015).
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CHAPTER 6

Taxing at the Local Level

Wilson Prichard and Roel Dom

The Tax Compliance Challenge

Recent decades have witnessed substantial decentralization across much of the
developing world, but the strengthening of subnational revenue collection has
lagged. Although governments have devolved expenditure decisions to lower
levels, subnational revenue mobilization is often weak. Lower-level govern-
ments in high-income countries typically raise about 30 percent of total public
revenue. Their counterparts in low-income countries raise less than 8 percent
(Smoke 2019).

Decentralization is expected to improve the efficiency of government activi-
ties by moving the level of decision-making closer to those most affected by
government action (Faguet 2014). Although there is no clear optimal model of
tax assignment across levels of government, there is a strong case for a signifi-
cant degree of tax autonomy at the subnational level. The basic argument is that
subnational governments are more likely to allocate their spending effectively
and efficiently if they are also responsible for their own revenue (Bird 2011;
Sanogo 2019). Local revenue mobilization gives subnational governments the
autonomy to respond to citizens’ needs, while being a critical driver of engage-
ment and ownership by taxpayers, thereby improving both accountability and
responsiveness.

This chapter looks at local taxation, focusing, in particular, on efforts to
strengthen property taxation and reform so-called nuisance taxes. But these are
not the only sources of subnational revenue. Subnational governments can
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finance their expenditures from a range of revenue sources, which may include
local taxes and fees, user fees for local services, financial transfers from the
national government or revenue-sharing mechanisms, and nontax revenue
such as revenue from commodity extraction. In several countries, subnational
governments are also allowed to borrow. Three factors are therefore considered
here. First, subnational revenue sources vary significantly across countries,
driven by constitutional arrangements and political settlements and so war-
ranting a closer look at a subset of issues of common concern. Second, although
subnational governments can rely on a wide range of revenue-raising tools,
property taxes are, or should be, the backbone of local revenue-raising almost
everywhere. Third, although nuisance taxes are less critical to revenue-raising,
there is growing evidence that they are very important to equity and broader
trust in tax systems.

Low Revenue Mobilization

The most basic problem of subnational revenue-raising in low-income countries
is the weakness of overall revenue-raising. As noted earlier, the average levels of
subnational revenue collection lag far behind those of wealthier countries—a far
larger gap than that for national revenue-raising. In many respects, even those
average figures understate revenue challenges in many lower-income countries:
total revenue collection even in midsize cities is often only a few dollars per
capita, while in rural areas the amounts raised often barely cover the costs of
collection. In both cases, the revenue is frequently inadequate to provide any
meaningful services beyond paying some government salaries (van den Boogaard
et al., forthcoming).

The weakness of subnational revenue-raising stems overwhelmingly from
the weakness of the most important, and potentially most productive,
subnational tax, the property tax. Although property taxes can encompass a
variety of levies on the use, ownership, and transfer of property, most of this
chapter focuses on the recurrent (annual) tax on immovable property
(Norregaard 2013). Economists generally consider it to be the best local tax pre-
cisely because of the immovability of property. Thus the tax is, in principle, dif-
ficult to evade and does not distort economic decisions. Moreover, because it is
a highly visible tax, it can be expected to promote taxpayer engagement and
accountability (Slack and Bird 2015).

In Organisation for Economic Co-operation and Development (OECD) coun-
tries, property taxes almost universally are the backbone of local government
finances, generally accounting for 1-2 percent of the gross domestic product
(GDP) and in some cases significantly more. By contrast, admittedly imperfect
data from lower-income countries suggest that property tax collection is often
lower than 0.2 percent of GDP (see figure 6.1). Of all the major national and sub-
national taxes, property taxes are the most underperforming relative to higher-
income countries. If property tax collection were to approach the levels seen in
higher-income countries, it could transform local government finances in
lower-income countries.

Differences in property tax collection reflect, in part, differences in income
levels and demographics, but, most important, they reflect the limitations
of policy and administration (Awasthi, Le, and You 2020; Sepulveda and

Innovations in Tax Compliance



FIGURE 6.1 Subnational Tax Revenue as a Share of GDP, by Country Income
Group, 2017
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Source: Authors’ calculations based on United Nations University World Institute for
Development Economics Research (UNU-WIDER), Government Revenue Dataset of the
International Centre for Tax and Development, https:/www.wider.unu.edu/project/government
-revenue-dataset.

Note: GDP = gross domestic product; HICs = high-income countries; HMICs = higher-middle-
income countries; LICs = low-income countries; LMICs = lower-middle-income countries.

Martinez-Vazquez 2012). Available evidence suggests that limited collection is
driven by weak collection among the most valuable properties owing to a
combination of undervaluation of those properties, exemptions, and poor
enforcement. A recent reform program in Freetown, Sierra Leone, sought to
update the valuation of all properties using objective criteria. The result was that
although the valuation of average properties remained effectively unchanged,
tax liabilities on the lower-value properties decreased, whereas those on higher-
value properties increased considerably (table 6.1). As a result, the updated valu-
ation system increased the progressivity of the system (Prichard, Kamara, and
Meriggi 2020).

TABLE 6.1 Change in Tax Liabilities in Freetown, Sierra Leone, by Property
Value Quintile

Quintile  Existing system (US$) New system (US$) Average change (%)

Ist 14.33 4.31 -70
2nd 15.85 9.48 -40
3rd 16.10 17.40 +8
4th 23.38 36.94 +58
5th 41.64 142.25 +242

Source: Prichard, Kamara, and Meriggi 2020.
Note: The table summarizes the impact of a new property valuation system in Freetown.
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Inequity, Mistrust, and Disengagement

The weaknesses of subnational revenue systems go beyond weak revenue
mobilization. Those systems also tend to be characterized by major inequities,
substantial mistrust, and, as a result, disengagement by citizens.

Nuisance Taxes

Popular writing about subnational taxation in low- and middle-income coun-
tries often implies there is limited taxation at the local level and individual
taxpayers pay few taxes (Fjeldstad, Chambas, and Brun 2014; Fjeldstad and
Heggstad 2012). But this is not quite right. It is true that most subnational gov-
ernments raise strikingly little revenue, as discussed previously, particularly
because of the weakness of property taxes on the better-off. However, burdens
on low-income groups are often substantial relative to their limited income
because of the many small taxes, fees, and informal payments—nuisance taxes—
they must pay (van den Boogaard 2020; van den Boogaard, Prichard, and Jibao
2019). The result is the worst of all possible worlds: subnational governments
raise too little revenue to support effective decentralization, but low-income
groups nonetheless bear significant formal and informal fiscal burdens.

A defining feature of nuisance taxes is that they raise little revenue and can
result in inequitable tax burdens (Moore, Prichard, and Fjeldstad 2018). One
study estimates that in North Kivu, Democratic Republic of Congo, 95 percent of
the over 400 legal levies raise only negligible amounts of revenue if any (Paler
et al. 2017). Moreover, they often affect the smallest taxpayers the most
(Pimhidzai and Fox 2011). For example, business licenses are often applied at rel-
atively flat rates to different types of businesses, effectively imposing much
heavier burdens on smaller and lower-income firms (Fjeldstad and Heggstad
2012). Market taxes tend to fall disproportionally on smaller and more itinerant
traders, who are often low-income women (Akpan and Sempere 2019; Ligomeka
2019; Prichard and van den Boogaard 2017; Sempere 2018; Siebert and Mbise
2018). Poll taxes are also highly regressive, which has led to their abolition in
many but not all countries (Fjeldstad and Therkildsen 2008). And user fees usu-
ally impose a fixed burden irrespective of ability to pay.

The economic burden of nuisance taxes is often compounded by poor coordi-
nation between central and local authorities, as well as significant informal
collection, which imposes multiple poorly coordinated demands for taxes and
fees on businesses (Fjeldstad, Ali, and Katera 2019; Wanjiru et al. 2019).

Informal and Nonstate Taxation

Alongside formal revenue collection, recent research has also documented the
prevalence of informal revenue generation at the subnational level, which may
take the form of, among other things, informal user fees to access health care,
education, or water and contributions to community development projects
(van den Boogaard and Santoro, forthcoming). Some informal levies appear to be
aimed at filling the gaps in the chronic underfunding of frontline activities by
higher levels of government (De Herdt and Titeca 2016; van den Boogaard 2020;
van den Boogaard and Santoro, forthcoming). This is most obviously true of
informal fees for health, education, or water, but may also be reflected in infor-
mal levies to cover unpaid local salaries or to top up very low salaries. Critically,
research suggests that these informal taxes are often even more regressive than
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formal taxes and fees, thus imposing a heavy burden on the lowest income
groups (Olken and Singhal 2011; van den Boogaard, Prichard, and Jibao 2019).

Alongside informal payments to the state, research has also highlighted the
role of informal payments to nonstate actors, such as customary authorities or
rebel groups (Sanchez de la Sierra 2020; van den Boogaard and Santoro, forth-
coming). Although these payments are not taxes in the legal sense, from the per-
spective of taxpayers they impose a similar burden. They should therefore
feature in any discussion of the extent and nature of the burdens on citizens at
the subnational level as well as of potential directions for reform.

Most critically, these fees further highlight the extent to which lower-income
groups, in particular, may already face significant fiscal and quasi-fiscal burdens.
They also signal the extent to which reform of subnational revenue systems
should focus on improving revenue collection from the relatively wealthy (most
notably through property taxation), while seeking to rationalize, and likely
reduce, largely informal burdens on lower-income groups. That said, recent
research also highlights the huge diversity of taxation by nonstate actors, which
ranges from relatively popular and trusted strategies for funding public services
(where the state is absent) to much more predatory forms of extraction (van den
Boogaard, Prichard, and Jibao 2019).

Overall, the regressivity of small and informal payments means that while
they are relatively modest for higher-income households, they impose a heavy
burden on lower-income groups. In Sierra Leone, for example, lower-income
households in smaller towns spend 10-15 percent of household income on
smaller taxes, fees, and informal payments (van den Boogaard, Prichard, and
Jibao 2019). Evidence from the Democratic Republic of Congo yields similar
findings (Olsson, Baaz, and Martinsson 2020; Paler et al. 2017). Actual tax bur-
dens on lower-income households and businesses are thus substantially higher
than what is suggested by formal taxes alone or by the revenue that appears in
government budgets.

This pattern of collection not only is disappointing in revenue and equity
terms but also undermines the broader potential of decentralization to improve
the government’s responsiveness, accountability, and trustworthiness. At the
core of arguments in favor of fiscal decentralization is the idea that it will bring
political decision-making closer to citizens, make those decisions more respon-
sive to local preferences, and encourage popular engagement in holding govern-
ments accountable (Prichard 2017). Yet this potential depends significantly on
effective subnational taxation (Fjeldstad 2015). In the absence of subnational
tax revenue, local governments are less able to respond to local preferences
(Gervasoni 2010). And in the absence of taxation, taxpayers are less likely to
engage politically and demand reciprocity and accountability from local govern-
ments (Prichard, Jibao, and Orgeira, forthcoming; Weigel 2020). The prevalence
of inequitable and unfair forms of taxation is likely to further exacerbate these
problems by undermining public trust in government.

Against this background, the broad contours of appropriate reform strategies
look quite similar across many contexts: a dual-track strategy to both strengthen
property taxation and curb nuisance taxes and the most problematic informal
burdens. Critically, these two objectives are not only individually important but
also closely intertwined and potentially reinforcing. Strengthening property tax-
ation is likely critical to giving subnational governments the flexibility to curb
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nuisance taxes and informality. Meanwhile, curbing nuisance taxes and infor-
mality is likely important to generating the trust and political support needed to
underpin a serious expansion of property taxation. So long as subnational tax
systems remain characterized by significant unfairness and inequity, as well as
limited reciprocity and accountability, building popular support for property tax
reform is likely to be difficult.

Barriers to Reform

In many respects, the weakness of property taxation is surprising. Unlike income
or sales, properties are both visible and immovable and thus seem to be an easy
target for taxation. Yet in many countries (particularly lower-income ones),
reforming property tax systems has proven to be exceptionally difficult
(Norregaard 2013). To understand the barriers to reform, it is useful to consider
issues within the various stages of the property taxation process—discovery, val-
uation, rate setting, billing, payment, and enforcement—as well as the political
challenges and other cross-cutting issues (Fish 2018).

Discovery

Identification and registration of each property in a jurisdiction are a critical
first step to effective property taxation. Yet it is not uncommon to observe cover-
age ratios (the number of registered properties divided by the total number of
properties in a jurisdiction) of around 30 percent (Kelly 2000). In some coun-
tries, this ratio even falls below 10 percent. Such low rates reflect the fact that
authorities often lack the capacity, or the will, to map all the properties within
their jurisdictions and to keep such maps updated.

Properties can be mapped manually or by drawing on geographic information
system (GIS), satellite, or drone imagery. This function is usually centralized
within the national government as part of its broader responsibility for oversee-
ing land use, land titling, and construction. As a result, the development of prop-
erty registers is often subsumed within the broader and much more complex
(as well as politically contentious) processes of titling and registering land.
These processes have, in turn, frequently led to significant delays that have lim-
ited efforts to expand property tax rolls because the comparatively simple task of
identifying all properties for tax purposes is slowed by challenges related to land
titling; lack of coordination among players (such as the cadastral agency, the
property registry, courts, tax authorities, geodetic institutes, and subnational
authorities); and lack of central government resources for, or interest in, regis-
tering properties for taxation by subnational authorities (Martinez-Vazquez and
Rider 2008).

The alternative is to make subnational governments responsible for the
property tax register, thereby separating the process from land titling and
reducing potential institutional hurdles. This change has been successful in a
variety of jurisdictions (Jibao and Prichard 2016; Prichard, Kamara, and
Meriggi 2020), but it faces challenges because local authorities often lack the
capacity needed to maintain the registers. Accurate maps or qualified staff
may not be available, or records are kept manually, making the change prone to
error and manipulation.
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Valuation

Once identified, the value of the properties must be established. Equitable,
productive property taxation requires accurate valuation to ensure that more
valuable properties are taxed more. However, determining the value of proper-
ties, or their (implied) rental value, is not straightforward: property prices and
rental values are not always easily observed, and transactions may be infrequent,
requiring efforts to estimate property values over time. This step has proven
notoriously difficult in practice, even in high-income countries, owing to inaccu-
rate valuations and the difficulty and cost of keeping valuation rolls up-to-date
over time. Consequently, undervaluation can be dramatic, especially in lower-
income countries. Valuation ratios (dividing the assessed value by the real mar-
ket value) of 10-25 percent are not uncommon (Bahl 2009).

In addition, dominant models of property valuation in lower-income coun-
tries, usually inherited from the colonial period, frequently dictate that every
property must be valued by a professional valuation officer (Moore, Prichard,
and Fjeldstad 2018). Fulfilling this need is, however, enormously expensive, far
beyond the resources of lower-income jurisdictions, and enormously slow
because of the lack of professionally trained valuation officers (Kelly 2014). In
Ghana, any subnational government wishing to update property valuations was
required to contract the national valuation office, but many jurisdictions reported
that they lacked the resources to do so or that too few valuation officers were
available (Mohiuddin and Ohemeng, forthcoming). Such systems are also
extremely vulnerable to collusion and corruption because expert valuations
conducted in the absence of widely available market information leave much
scope for subjectivity and negotiation.

Rate Setting

Once the tax base is determined, revenue collection and the distribution of the
burden depend on the tax rates and exemptions adopted. Conventional policy
advice is to broaden the tax base by limiting exemptions (which also increases
equity and reduces administrative complexity), while setting rates according to
revenue targets and taxpayers’ ability to pay. In practice, however, tax systems
across lower-income countries have been plagued by a proliferation of
exemptions.

In Uganda, primary residences are exempt from property taxation (Kopanyi
2015). This policy is designed to protect property owners who may have valuable
family homes but limited incomes. However, to protect a small subset of vulner-
able taxpayers, it exempts a wide range of taxpayers who can and should pay,
while also creating an enormous loophole through which owners of multiple
properties can avoid tax liability by falsely claiming that properties are primary
residences. Elsewhere, exemptions for government buildings or for charitable
uses undermine revenue potential and increase administrative complexity
(Franzsen and McCluskey 2017, 54-63).

Billing and Payment

Property taxation is relatively unique in that the assessment is generally con-
ducted by the government, after which bills are sent to taxpayers. This seemingly
straightforward task can, however, present additional challenges. In many cities
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in lower-income countries, street addressing and mapping are limited, which can
complicate the task of identifying taxable properties and delivering tax bills.
Similarly, in the absence of strong postal services, including methods for confirm-
ing such delivery, ensuring that tax bills are delivered can be difficult.

Thus most reform efforts now include plans to develop maps of relevant juris-
dictions along with new systems of street addressing or property identification
(Franzsen and Youngman 2009). These efforts are increasingly relying on satel-
lite imagery or similar technology (Ali, Deininger, and Wild 2018; Richter and
Georgiadou 2016). Technology can also be used to coordinate and confirm deliv-
eries of tax bills (McCluskey et al. 2018). That said, mapping and addressing pro-
cesses could remain a challenge in lower-capacity areas, as can organizing the
complex logistics to ensure reliable delivery (Prichard and Fish 2017). One
option is to attempt delivery everywhere—but also put the onus on taxpayers to
seek their tax bill from government offices if it is not delivered for any reason.

The task of receiving payments also seems straightforward, but it can present
problems, particularly in lower-income and lower-capacity environments
(Nengeze 2018). Property tax systems have historically tended to rely on taxpay-
ers making payments directly to tax collectors, either in the field or at govern-
ment offices. These kinds of relationships are, however, ripe for corruption and
collusion, which undermine trust (Fjeldstad 2003; Piracha and Moore 2016).

As a result, most reform programs are now attempting to set up payment via
banks, with funds deposited directly in government accounts (Krolikowski
2014; Lall 2017). But here, too, capacity limitations within subnational govern-
ments can be a challenge. To facilitate compliance tracking and subsequent
enforcement, payments must be credited against the accounts of individual
taxpayers, but many subnational governments are limited in their capacity to
match payments made at banks with individual taxpayer accounts. In some
countries, taxpayers are expected to pay their tax at the bank and then bring
their receipt to a government office for reconciliation. In others, governments
have sought to establish direct links to the bank so payments are registered
directly to taxpayer accounts. But doing that often means building new links
between the bank’s and the subnational government’s information technology
(IT) systems (Okunogbe and Pouliquen 2018). Some governments are also
introducing mobile payments as a way to limit interaction between taxpayers
and tax collectors, but here again it is important to get the technology right to
ensure effective reconciliation of payments.

Enforcement
Finally, governments must be willing and able to take enforcement action against
taxpayers who do not comply by the relevant deadline. In the absence of effec-
tive enforcement, taxpayers have few incentives to comply both because they
face little penalty for noncompliance and because they have little confidence
that other taxpayers are paying their fair share (Filippin, Fiorio, and Viviano
2013). Research from Sierra Leone found that compliance increased quite
dramatically in city council areas where enforcement action was expanded
(Jibao and Prichard 2016).

Although reliable and comparable data are not available, there is extensive
anecdotal evidence of extremely large uncollected arrears across lower-income
countries. Similarly, anecdotal evidence suggests that enforcement actions by
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government tend to be quite limited (Bodea and LeBas 2016). At times, lack of
enforcement is indicative of a technical problem. As just noted, where govern-
ments cannot reliably link payments to individual taxpayer accounts, it is impossi-
ble to target enforcement action.

Political Challenges

Although property tax systems seem to be plagued by technical challenges, there
is mounting evidence that many constraints are political (Grover et al. 2017;
von Haldenwang 2017). This factor is most obvious in relation to poor enforce-
ment and arrears collection—neither of which presents insurmountable techni-
cal challenges but both of which require confronting powerful interests.

Similarly, the absence of adequate valuation staff or sufficient IT capacity
may reflect an unwillingness to recruit appropriately trained staff—or an
unwillingness of central governments to allow subnational authorities to do so
independently—rather than an inability to do so. Again anecdotally, many gov-
ernments report significant numbers of unfilled government positions (Balogun
2019). In the same vein, continued reliance on “titling-led” approaches to
reform or on extremely resource-intensive approaches to expert valuation of
properties often indicates a political reluctance to challenge existing ways of
working or to adopt reforms that would likely strengthen taxation (Chirambo
and McCluskey 2019; Mohiuddin and Ohemeng, forthcoming).

The political barriers to improved property taxation appear to emerge from
three sources: taxpayers, administrators, and elected officials.

Taxpayers. The first and most widely acknowledged political barrier is resis-
tance from taxpayers themselves. In contrast to the taxes often withheld at the
source or paid indirectly, the property tax is a visible tax. Its visibility makes it
more salient to taxpayers and thus more difficult for politicians to reform
(Slack and Bird 2014). Moreover, robust collection of property taxes depends on
taxation of the most valuable properties, which are often owned by elites who
successfully, actively and passively, resisted increased taxation of their proper-
ties (Fjeldstad 2005; Goodfellow 2017). Meanwhile, the close link with local ser-
vice provision has made it difficult to build popular support for reform wherever
the quality of those services is poor, reflecting a lack of trust in governments.
Consequently, governments often shy away from effective but politically costly
property tax reforms (von Haldenwang 2017).

Administrators. Revenue administrations are the second major source of
resistance to improved property taxation because they may benefit from oppor-
tunities for collusion and corruption within unreformed systems. Research has
begun to document the importance of bureaucratic politics, the scope of infor-
mality, and the agency of collectors (Cirolia and Mizes 2019). One case study
illustrates how in Pakistan the relationships among field staff, taxpayers, depart-
mental superiors, and politicians shape incentives for reform (Piracha and
Moore 2016). There, a dysfunctional property tax system generates a continual
stream of modest rents for many of the actors involved, who, in turn, resist any
effort to undermine their activities. Field staff collude with taxpayers and both
monopolize and manipulate the information they report to their superiors.
Senior staff, in turn, often have few incentives to engage in longer-term structural
reform because they are frequently rotated among jurisdictions to keep them
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disempowered and dependent on their political masters. Across jurisdictions,
this kind of pattern is repeated, with some administrators resisting reform that
threatens rent-seeking activities.

Elected officials. Finally, and closely related, is the resistance or passivity of
elected officials. Case studies from emerging economies in Europe and Central
Asia demonstrate that property tax reforms often lack a political champion
(Grover et al. 2017). This lack of support has three possible sources. First,
central governments may express public support for decentralization but in
practice seek to limit the fiscal autonomy of local governments. Alternatively,
municipal governments may hinder national efforts to revise property tax sys-
tems if change implies a loss of power or revenue, as in Slovenia (Zibrik 2016).
Second, because of their salience, property taxes are more likely than other
taxes to generate political costs and may therefore be more difficult for politi-
cians to support (Cabral and Hoxby 2012). For example, von Haldenwang (2017)
documents how Indonesian local governments shied away from using the prop-
erty tax because of the high political cost. Third, rents from more informal
modes of property tax administration—much as in other areas of tax adminis-
tration—may flow not only to senior administrators but to political officials as
well (Hassan and Prichard 2016).

Quasi-Voluntary Compliance
Against this background of both technical and political challenges, it is not sur-
prising that quasi-voluntary compliance among taxpayers remains limited in
many places. More broadly, the relative absence of fairness, equity, reciprocity,
and accountability appears to further undermine compliance (Fjeldstad 2016).
Part of the foundation for quasi-voluntary compliance is credible, fair enforce-
ment. Few taxpayers will voluntarily comply if they do not believe their neigh-
bors are also paying their fair share (Alm, Bloomquist, and McKee 2016). When
undervaluation of properties is coupled with poor enforcement, most owners of
high-value properties appear to pay only a fraction of what they should, further
undermining public confidence in the fairness and equity of the system (Zebong,
Fish, and Prichard 2017). In terms of reciprocity and accountability, case studies
consistently report that taxpayers have little confidence that property tax reve-
nues will translate into concrete benefits, despite the obvious potential for draw-
ing such links more clearly (Prichard 2017).

Nuisance Taxes
Strengthening property taxation presents a particular set of technical and polit-
ical challenges, whereas the parallel challenge facing subnational revenue-
raising is the continued prominence of nuisance taxes.

The persistence of these nuisance taxes, despite their unpopularity, appears
to reflect a combination of bureaucratic inertia and broader rent-seeking. Once a
particular revenue instrument has been created, the public officials tasked with
its collection will have incentives to resist abolishment. In the simplest cases,
public officials may be defending their small fiefdoms and opportunities to
engage in informality. The preservation of such opportunities may be more
deeply entrenched where resources flow upward within the public sector—or
where central governments wish to expand public sector employment as part of
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a broader logic of patronage politics but lack the ability to pay adequate salaries.
The latter is widely understood to help explain the enormous prevalence of
nuisance taxes in the Democratic Republic of Congo, where former president
Mobutu famously encouraged state officials to self-finance their salaries and
operating costs through informal and predatory taxation (Weijs, Hilhorst, and
Ferf 2012).

Reform Progress—and Future Options

Despite the challenges of strengthening subnational revenue-raising and the
limited revenue potential relative to national tax sources, there remain compel-
ling reasons to reform subnational revenue collection.

Property taxes, more than perhaps any other tax type, could lead to virtuous
cycles of improved compliance and service delivery (Prichard 2017). Whereas
for national taxes the connections between additional revenue collection and
improved service delivery are often distant and vague, these connections are
much more immediate and visible at the subnational level. Meanwhile, although
other subnational taxes, fees, and levies tend to be relatively small in absolute
terms, they may have significant welfare and livelihood implications for lower-
income people (van den Boogaard, Prichard, and Jibao 2019).

The sections that follow describe strategies for achieving the most critical
priorities for subnational reform: strengthening property taxes and improving
the equity and fairness of other aspects of local revenue-raising.

Enforcement
Strengthening Collection of Property Tax Liabilities
The most basic priority for any property tax reform is likely to be strengthening
enforcement of existing property tax liabilities. Moreover, complementary
investments in strengthening property identification or valuation will not trans-
late into increased revenue unless they are paired with the technical and politi-
cal capacity to pursue enforcement of unpaid taxes. It is thus sensible for
reformers to first ask whether there is the capacity and political will to strengthen
enforcement before undertaking costlier, more extensive reform initiatives.
That said, efforts to strengthen enforcement will often best be paired with
other kinds of reforms to ensure fairness and therefore avoid further undermin-
ing public trust. An aggressive push to strengthen enforcement when many
properties are not captured within property tax rolls, or when many higher-value
properties are severely undervalued, could further expand inequities and frus-
trations. Similarly, an aggressive push to expand enforcement without adopting
mechanisms to reduce face-to-face payments or allow for appeals against unfair
treatment could lead to increased extraction, albeit distributed inequitably and
with significant collection not reaching government budgets.

Moving Away from Title-Led Taxation

A critical question and challenge revolve around whether formal land titling
must precede the expansion of property taxation. Historically, many reform
projects have adopted a titling-led approach to reform in which public authori-
ties first seek to formally register the ownership of properties and land before
subjecting them to property taxation (Deininger 2003). Conceptually, this
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approach makes sense: property taxes are almost universally levied on property
owners. Practically, however, it has often posed an enormous constraint on prop-
erty taxation because of both capacity constraints and the pervasiveness of land
title disputes in many low-income countries (Boone 2014; Earle 2014; Goodfellow
and Owen 2018). Land titling processes can often take years and become politi-
cally fraught, creating delays that, in turn, have limited efforts to expand prop-
erty tax rolls.

Reflecting the challenges of implementing titling-led approaches to building
property tax registers, some countries, including Brazil and Colombia, have
moved to tax properties even if formal titling is incomplete (Norregaard 2013;
Smolka and De Cesare 2006). Conceptually, this approach rests on the idea that
one can tax a visible, immovable property without necessarily knowing the iden-
tity of the legal owner or having a perfect cadastral survey of the land.

Practically, this approach is straightforward. Freetown, Sierra Leone, initiated
its property tax reform (box 6.1) by mapping all properties in the city using
satellite imagery (Prichard, Kamara, and Meriggi 2020). When it came time to
distribute the tax bills, they were simply addressed to “The Owner” along with
the legal instruction that tax liability did not depend on being able to name the
owner. Where contact information was available for an owner, that information
was also included on tax bills. Owners were also invited to contact the authori-
ties to add their information to the government database; otherwise, the infor-
mation would be recorded about those making payments. Unlike other taxes, if
the owner does not pay and if the owner is not known to the tax authorities,
enforcement action can still target the property itself. Instead of struggling to
formally register properties as a prerequisite to raising property taxes, such an
approach moves ahead in issuing property tax notices and uses the existence of
those tax demands as a means of identifying owners.

Implementing Simpler, More Equitable Valuation
In attempting to keep valuation rolls up-to-date and ensure progressivity and
equity, countries have explored alternative approaches to valuing properties.
Most countries follow some form of market-based valuation, based on either
sales or rental values (Martinez-Vazquez and Rider 2008). These market values
have traditionally been established either through access to concrete sales and
rental data or, where such data are not available, by relying on expert opinion.
The latter approach is most common in lower-income jurisdictions, where sales
and rental values are often nonexistent, unavailable, or unreliable, but it is
enormously costly, capacity-intensive, and prone to subjectivity, collusion, and
corruption (Franzsen and McCluskey 2017).

Several alternative strategies seek to lower the cost, complexity, and subjec-
tivity of maintaining valuation rolls:

» Computer-assisted mass appraisal approaches develop models that automate
the translation of available property characteristics (including historical
sales and rental values, where available) into estimated market values.
However, a lack of data about properties or about market transactions
(including underdeclaration of prices) can make it administratively com-
plex and costly to implement (McCluskey and Adair 1997; McCluskey and
Franzsen 2005).
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» Self-assessment approaches ask taxpayers to declare the value of their property,
but they depend on the ability of governments to assess the quality of that
information, which is often limited. One frequent result is undervaluation of
high-value properties, which tends to make systems regressive (Bird 2015).

BOX 6.1
Points-Based Property Valuation in Freetown, Sierra Leone

In 2019, Sierra Leone’s capital, Freetown, implemented a points-based
system to simplify and improve the valuation of properties. Before this
reform, Freetown, like many other cities across the developing world,
used a valuation system from its colonial days. But that manual system,
based on floor area, had become obsolete.

The new points-based system relies on a hybrid methodology that uses
both surface area and easily observable characteristics to arrive at an
estimated market value. It can be thought of as a simplified form of
computer-assisted mass appraisal (CAMA). Properties are assigned a stan-
dard number of points based on the surface area of the building (measured
with satellite imagery), and additional points are awarded for positive
features or deducted for negative features, such as location, quality of
materials, and access to services. Accurate valuation data for a sample
of properties are then used to calibrate the values implied by the scores.

The appeal of the points-based methodology is that it combines
the relative simplicity of implementation with significant accuracy and
progressivity as well as a high level of transparency to both curb the
potential for revenue leakages and encourage voluntary compliance by
taxpayers.

Although an evaluation of the new system is still under way, the project
doubled the number of properties in the tax register. Moreover, it increased
the overall size of the tax base fivefold by expanding coverage and taxing
higher-value properties that had long gone undertaxed. The tax payable
on the top 20 percent of properties more than tripled, while the burden
on the bottom 20 percent was more than halved.

The project has been a technical success, but it also highlights the
political challenges and dynamics of reform. Shortly after distribution of
the new property tax bills began in 2020, central government authorities
intervened and demanded a pause to the reform, while senior staff of the
city council began a series of strikes and work disruptions. Formally, they
argued the reform had failed to follow the appropriate processes. Infor-
mally, most observers believe that the central government’s opposition to
reform reflected its efforts to curb the fiscal autonomy of the opposition-
led city council, and that staff resistance was driven by concerns that a
more transparent, objective system would reduce opportunities to
engage in informality.

Resistance from the central government eventually forced a six-month
pause in the reform program, during which new national guidelines were
negotiated. Here the value of a simple, transparent system was put on
display: supporters of the Freetown reform were able to make a compel-
ling case, both publicly and in formal government meetings, in favor of
the reform. Gradually resistance to reform declined, and it was success-
fully relaunched in February 2021.
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» Area-based systems tax parcels at a specific rate per area unit. These systems
are far more administrable, but they tend to be highly inequitable because
they do not account for differences in the quality of properties (Carolini,
Gelaye, and Khan 2020). Although some adjustment is typically made for the
quality or location of the property, it is often inadequate in the complex urban
environments of lower-income countries. It is not unusual, for example, to
encounter large but relatively low-value property compounds within large
urban areas (Connolly and Bell 2009; Norregaard 2013).

There is growing interest in models that seek to strike a balance between sim-
plicity and equity. Points-based approaches, for example, use enumeration teams
equipped with data collection applications to record the easily observable exter-
nal characteristics of every property in a given jurisdiction (Grieco et al. 2019).
Simple models, which can easily be communicated to and checked by taxpayers,
can then be developed to translate those property characteristics into estimated
values that broadly mimic market values (Fish 2018; Franzsen and McCluskey
2017). This approach has been most successfully implemented in Sierra Leone
(box 6.1), where it has resulted in dramatic increases in both revenue collection
and progressivity (Prichard, Kamara, and Meriggi 2020).

Yet simplicity needs to avoid incentives for evasion and related losses. There
are plenty of examples in which properties are modified based on the character-
istics that affect taxation (Oates and Schwab 2015). By deploying a wide enough
range of property features, points-based systems can minimize these incentives
so that no single and easily modified feature has a major impact on valuation.

Ultimately, how jurisdictions address the trade-off between accuracy and
simplicity will depend on local capacity and political constraints (figure 6.2).
Although a market-based valuation may be highly accurate, the data require-
ments are enormous while transparency can be low. Area-based methods, at the
other end of the spectrum, may be simple and transparent but lack accuracy

FIGURE 6.2 Property Valuation Systems
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and equity. These findings suggest that where registration levels are high, trans-
actions are properly recorded, and technical capacity is good, a market-based
valuation or mass appraisal may be possible. Elsewhere, area-based methods or
points-based systems may be more appropriate and more readily accepted
because of their relative transparency (Collier et al. 2018).

Developing Locally Appropriate Approaches to IT

Virtually all plans to reform property tax systems in lower-income countries
now include a push toward automation of administrative systems. This push
reflects the obvious advantages of automation for managing large volumes of
data; the growing use of satellite imagery and GIS to identify and measure prop-
erties; the potential for automation to increase transparency and trust in tax sys-
tems; and the growing use of IT systems to translate information about property
characteristics into estimated property values using standardized formulas and
models (Ali, Deininger, and Wild 2018; Prichard, Kamara, and Meriggi 2020;
Richter and Georgiadou 2016).

However, new technologies will not on their own always suffice to ensure
better outcomes. Reformers need to assess where new IT systems are likely to be
an appropriate target for reform (see box 6.2). In many countries, the property
tax administration could be immediately improved even without new IT tools—
most obviously where there are large uncollected arrears, property tax registers
are incomplete, or broad, poorly enforced exemptions are undercutting the

BOX 6.2
Reforming Cadastral Mapping in Kaduna, Nigeria

A pilot assessment of Kaduna’s property tax reform under the World Bank’s
Innovations in Tax Compliance program shifted the direction of reform.
Kaduna State, Nigeria, recently abolished its Land Ministry and replaced it
with the Kaduna Geographic Information Service (KADGIS). The creation
of KADGIS facilitated transformative investments in new information tech-
nology systems aimed at modernizing cadaster management and auto-
mating the billing system for the ground rent levy. The new systems resulted
in an impressive digitalization of the administration.

To ensure that these capabilities were put to good use, the World
Bank, at the request of the Kaduna state government, assessed the reform
progress. The assessment found that core administrative processes
needed to be strengthened in parallel to the ongoing technology reforms
to ensure that the benefits of the latter would materialize. The assess-
ment reprioritized the direction of short-term reform toward

¢ Investing in robust frontline administrative systems

* Improving facilitation by lowering information-related transaction
costs

* Strengthening trust, specifically through investments in fairness.

The assessment revealed that new technologies will not on their own
always ensure improved outcomes. To sustainably improve tax compli-
ance, they need to be part of a holistic reform.
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tax base. It is only where governments have shown a willingness to confront the
political barriers to reform—both among taxpayers and within their own
administrations—that automation is likely to contribute to significant improve-
ments in outcomes (McCluskey et al. 2018).

When IT systems are reformed, new technologies must be appropriate to the
jurisdiction. Particularly where subnational governments administer property
tax systems, IT capacity is often quite limited, as are financial resources
(McCluskey et al. 2018). An IT system that is practical and administrable for a
national revenue agency may be both too complicated and too expensive for sub-
national governments. And what works for larger cities is unlikely to be the right
answer for smaller cities and towns with more limited capacity and resources.

Thus IT systems should be relatively simple, inexpensive, and tailored to the
needs of subnational governments. In practice, these requirements call for bal-
ancing the benefits and costs of off-the-shelf solutions, often from wealthier
countries (which offer reliability, stability, and often shorter rollout times), with
more tailored, locally developed solutions (which may be more adaptable and
less costly)—see Prichard (2014).

Asymmetric Approaches

Where local authorities differ widely in capacity, asymmetric approaches to the
administration of a property tax system could be considered. Larger cities are
likely to possess more resources and administrative capacity than smaller juris-
dictions, and some may also enjoy more independence in setting policy and
deciding on administrative variables for revenue and expenditure management.
In such settings, the creation of a national—or perhaps regional—“back office”
could be considered to support smaller jurisdictions in the administration of
their property taxes. These back-office functions could include valuation and the
administration of the fiscal cadaster. Some examples of this approach can be
found in the provinces of British Columbia and Ontario in Canada and in
Colombia, the Philippines, and Spain. In the Philippines, designated cities
administer the property tax, but the province handles administration for local
governments that are not cities (Awasthi and Nagarajan 2020).

Facilitation

In facilitating tax compliance, one of the most important places to begin at the
subnational level is by allowing payments through banks or mobile money
accounts and simplifying the administrative processes associated with making
those payments. Such a shift would not have to be limited to property tax pay-
ments. They could be applied equally to the payment of business licenses, market
fees, or any other fees collected by local authorities (Krolikowski 2014).

The motivations for such a shift are straightforward. First, it seeks to remove
opportunities for harassment, extraction, or corruption by government officials.
Second, it increases simplicity by making it possible for taxpayers to make pay-
ments when they want and at a variety of locations, thereby eliminating the need
to travel to sometimes distant government offices. Mobile payments are even
better than bank payments because they allow taxpayers to make payments
without traveling to a payment point.

The key challenge for subnational governments in setting up such systems
often lies not in setting up the payment system itself but in ensuring that such
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systems are secure and in establishing systems for recording and reconciling
those payments to taxpayer accounts. In many localities, payments can be made
at banks or through mobile platforms, but taxpayers are then required to travel to
government offices to have those payments recorded against their accounts and
to receive receipts. More ambitious reform efforts are seeking to establish direct
links from banks and mobile money providers to a government’s IT systems, so
that payments are linked to a unique taxpayer identification (ID) or tax bill ID.
This link, in turn, allows payments to be recorded directly in taxpayer accounts
without requiring taxpayers to travel to government offices and can allow receipts
to be generated directly by banks by mobile phone or email (Jankeeparsad,
Jankeeparsad, and Nienaber 2016; Maphumula and Njenga 2019).

Trust

Expansion of property taxation, especially where explicitly targeting more
valuable properties, should unambiguously benefit the vast majority of citizens.
Intuitively, such reforms should be popular with the public, but largely anec-
dotal evidence suggests this is often not the case, thereby undermining the
broad-based support needed to overcome entrenched resistance to reform by
wealthy taxpayers, some administrators and politicians, and higher levels of
government (Jibao and Prichard 2016). Addressing the lack of trust stemming
from perceptions around fairness, equity, reciprocity, and accountability appears
critical to building political support for more effective subnational taxation.

Linking Revenue to Services

A critical part of building trust is an ability to demonstrate, concretely and visi-
bly, that expanded tax revenue is resulting in services and broader benefits for
taxpayers (Ali, Fjeldstad and Sjursen 2014; Fjeldstad 2004). This outcome is, in
principle, straightforward at the subnational level, where there are many oppor-
tunities for using local revenue to support highly visible local services such as
road repairs, bus services, improved markets, and expanded and improved sani-
tation services (Bird 2010).

Available research suggests that when governments can demonstrate those
connections, it is possible to build meaningful popular support for more effective
taxation and compliance (Prichard et al., forthcoming; Sanogo 2019). For exam-
ple, Korsun and Meagher (2004) found that market traders in Guinea were more
willing to pay taxes if they saw at least part of those revenues reinvested in
improving market facilities. Recent experimental evidence from Haiti confirms
the same dynamic for property taxation. In collaboration with a local mayor’s
office, Krause (2020) cross-randomized property tax collection and the provision
of a public good (municipal garbage removal). The results are clear: providing the
public good increased tax compliance by 27 percent. By contrast, where quality
local services are lacking it may be hard to build political support for property tax
reform, causing politicians to shy away from trying (von Haldenwang 2017).

Consistent with this logic, in some countries local politicians have successfully
allowed improved revenue collection to play a central role in their political plat-
forms by demonstrating broader benefits to the community. For example,
successful property tax reform in Bo City, compared with other councils in Sierra
Leone, followed significant public education programs and new forums for
engagement between taxpayers and the city council (Jibao and Prichard 2015).
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Improving Meaningful Transparency

Alongside better efforts to link revenue to better service delivery, governments
may benefit from broader investments in enhancing transparency to reinforce
popular trust.

Transparency in expenditures. Research suggests that it is not enough to sim-
ply give the public access to budget information, which can be extremely diffi-
cult for most taxpayers to access and understand. More important are efforts to
present revenue and spending information that is widely accessible and easily
understandable (Krause 2020). Better still may be forums that facilitate interac-
tion between taxpayers and government to increase public understanding of
revenue-raising and public expenditures (Prichard et al., forthcoming).

Most ambitious is the introduction of participatory budgeting processes by
which taxpayers can have a direct say in how new revenue is being spent.
Although it is hard to establish a causal link between participation and tax
compliance, experiences from Latin American cities suggest links between par-
ticipatory budgeting, less tax delinquency, and higher revenue from property
taxation (Biderman and da Silva 2007; Cabannes 2004). A World Bank paper
describes how Brazilian municipalities that voluntarily adopt participatory
institutions collect significantly higher levels of taxes, especially property taxes,
than similar municipalities without these institutions (Touchton, Wampler, and
Peixoto 2019). Support for the notion that participation may lead to greater com-
pliance also comes indirectly from recent evidence showing that when taxpayers
pay more taxes, they become more engaged in making demands on government
for reciprocity (see box 6.3).

Transparency in tax collection. There are also opportunities to improve trans-
parency in revenue collection to build taxpayer trust in the fairness and equity of
revenue-raising. Although research on this aspect is limited, anecdotal evidence
from the field suggests that taxpayers generally have little confidence that prop-
erty taxes are assessed consistently and fairly. This is in many ways not surpris-
ing because of the subjectivity and opacity of many existing systems.

Simplified systems of assessment that use satellite images to map and identify
properties, as well as consistent criteria to assess property value, can help to
build trust that everyone is paying their fair share (Ali, Deininger, and Wild 2018;
Prichard, Kamara, and Meriggi 2020). Along these lines, one strategy is to make
property valuation lists publicly available for scrutiny.

Similarly, limited survey data suggest that taxpayers have little confidence
that enforcement will be applied to those who do not meet their tax obliga-
tions, particularly when those taxpayers are politically well connected.
Highly visible and consistently applied enforcement targeting higher-profile
taxpayers—and not just those from the political opposition—can build public
confidence (Hasegawa et al. 2013; Jibao and Prichard 2016; Slemrod, Rehman,
and Mazhar 2019).

Transparency through recourse. Transparency can also be pursued by intro-
ducing appeals processes that offer taxpayers recourse if they feel their tax bur-
den is unreasonable, as well as access to information about how tax assessments
are carried out. For property taxes, this would mean allowing taxpayers to
request information from the government about the basis for their assessment
and to request changes to the assessment if the explanation does not match the
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BOX 6.3
The Participation Dividend of Taxation in the Democratic
Republic of Congo

Theories of state-building and taxation argue that a link exists between
accountability and taxation—a narrative to which policy makers and
donors often appeal when supporting tax reforms. Yet causal evidence
for this relationship has long been elusive. A recently published article on
property taxation in the Democratic Republic of Congo (DRC) provides
such evidence.

Weigel (2020) explores the participation dividend of tax collection in
Kananga, the capital city of Kasai-Central Province in the DRC. In 2016,
the provincial government launched its first citywide citizen tax cam-
paign to raise property tax revenue. Citizens were asked to register for
property taxation and subsequently to pay the tax. To facilitate evalua-
tion, the government randomized the rollout of the campaign across the
city’s neighborhoods. Because the rollout was random, the only differ-
ence between neighborhoods was whether they were affected by the
campaign. Therefore, any differences in measured outcomes could be
attributed to the tax campaign.

To test the hypothesis that taxation prompts citizens to become more
vocal in making demands on the government, the study examines partic-
ipation in town hall meetings and anonymous evaluations of the provin-
cial government, which were submitted in drop boxes.

The results are astonishing. By both measures, the tax campaign
increased participation. Residents of treated neighborhoods were about
5 percentage points more likely to attend a town hall meeting or to sub-
mit an evaluation—a 31 percent increase relative to the control group. The
campaign also raised property tax compliance by more than 11 percent-
age points, from 0.1 percent in control to 11.6 percent in treatment. These
findings are consistent with the existence of a virtuous circle between
taxation, accountability, trust, and quasi-voluntary compliance.

characteristics of the property. Such a process allows taxpayers not only to
challenge their own property assessment but also to access information about
the broader functioning of the system.

The same principles could be applied to business licenses or other sub-
national levies, where the ability to lodge appeals—and to receive transparent,
detailed information about the basis for assessment—can address taxpayer
concerns that the system is fundamentally inequitable or arbitrary.

Abolishing Nuisance Taxes

Although the greatest revenue potential for subnational governments lies in
strengthening property taxes, reforming other aspects of the revenue system can
be important as well for building popular trust. This is most obviously true of
nuisance taxes, which can appear arbitrary and are often subject to significant
informality and negotiation with tax collectors.

Taxing at the Local Level

159



160

These characteristics, in turn, lend themselves to a simple solution: eliminate
the wide range of levies and fees that fit the nuisance tax description while
focusing attention on larger revenue sources. As noted earlier, in North Kivu in
the Democratic Republic of Congo the government could have eliminated
95 percent of all provincial taxes and levies while having only a negligible impact
on total revenue collection (Paler et al. 2017).

Efforts to abolish nuisance taxes will, however, likely confront significant
political barriers because such taxes usually reflect a combination of (1) inade-
quate subnational financing of key governance functions and public services and
(2) alack of effective mechanisms for limiting extraction by state officials.

The biggest challenge lies in inadequate governance mechanisms for moni-
toring and limiting rent extraction. Although revenue from nuisance taxes may
be small compared with the overall budget, it can be very material for those who
levy the taxes. China’s experience with outlawing such practices suggests that
efforts are likely to fail if the incentive structure of public servants is not changed
(Ang 2020). These challenges point to the importance of ensuring adequate
transfers from the central government and simplifying local systems to reduce
both incentives and opportunities for informal extraction.

Developing Hybrid Forms of Service Delivery

Many governments considering directions for subnational revenue reform face
the complex question of how to respond to informal revenue-raising by nonstate
actors. A growing body of evidence indicates that such informal revenue collec-
tion, either in cash or in kind, is relatively widespread in many lower-income
contexts and that such payments are often more extensive than formal tax pay-
ments, particularly for lower-income groups (van den Boogaard, Prichard, and
Jibao 2019).

But how should governments respond? On the one hand, there is an incentive
to seek to formalize revenue collection and limit informal collection. On the
other hand, some forms of informal revenue generation by nonstate actors are
widely accepted and supported by citizens and play an important role in local
service delivery (van den Boogaard and Santoro, forthcoming). A handful of sur-
veys suggest that informal payments to nonstate actors are often more trusted
than payments to the state (van den Boogaard, Prichard, and Jibao 2019).

In broad terms, governments might be best served by seeking to curb the
more extractive forms of informal collection and implicitly or explicitly support-
ing “hybrid” forms of service delivery where appropriate (MacLean 2017;
MacLean and Brass 2015; Stel, de Boer, and Hilhorst 2012; Trefon 2009). At
times, informal revenue-raising by nonstate actors appears to be relatively
extractive and regressive; there is less broad public benefit and little oversight of
funds (Meagher 2012, 2016). In these cases, the rightful role of the state is in
curbing such informality. But elsewhere, informal revenue generation by non-
state actors may help to fill gaps in service delivery and enjoy significant public
legitimacy (van den Boogaard and Santoro, forthcoming). Thus governments
might tacitly accept or even endorse those community projects or seek to play a
regulatory role that brings additional accountability to the use of these funds.
Recent research suggests that this can sometimes be a more efficient way of sup-
porting local service delivery while fostering broader public support for the
state (van den Boogaard 2020).
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Conclusion

Two challenges underlie weak local revenue systems in many low- and middle-
income countries, and they may undermine the broader potential benefits of
decentralization. The first is the weakness of property taxes, which should be
the foundation of local revenue mobilization but are, in practice, vastly under-
collected and often highly inequitable, resulting in the wealthy often paying
very little tax. The second is the heavy reliance instead on a regressive, cum-
bersome, and economically distorting mix of nuisance taxes, user and license
fees, and demands for informal payments or contributions to community
projects. These payments impose substantial burdens on lower-income groups
and undermine broader public trust because of the often widespread corrup-
tion and extraction.

The overall message from this chapter is therefore not surprising: local tax
reforms are urgently needed to strengthen property taxes while curbing nuisance
taxes and more informal forms of extraction. As with other tax types, strength-
ening property taxes is, in part, a technical challenge. Improved property map-
ping and registration are needed to identify all those who should be taxed.
Valuation and rate setting are complicated by difficulties in assessing property
values in an illiquid and nontransparent market. Billing and receipt of payment
are logistically challenging and vulnerable to abuse. And the introduction of new
IT systems often poses significant challenges, particularly in lower-capacity
environments. In turn, there is growing evidence that approaches guided by
best practices drawn from wealthier contexts have been relatively ineffective.
Although they are successful in some cases, approaches that have relied on quite
sophisticated technology, an emphasis on land titling as a precursor to property
taxation, and an emphasis on complex models of valuation have tended to disap-
point (Deininger 2003; Grieco et al. 2019; McCluskey et al. 2018).

More promising are the technical strategies emerging from recent research;
they are better suited to the challenges of lower-income contexts. Property iden-
tification for tax purposes may be simplified by disconnecting it from longer-
term land titling exercises. Valuation can be simplified by adopting methods
such as points-based valuation that emphasize the need to combine equity,
administrability, and transparency for taxpayers. IT systems can be simplified to
their core functionality, while reform programs may also benefit from focusing
first on more basic problems before initiating technology-driven reforms. The
right solution will vary across localities. For example, large cities may adopt
more complex systems and methods than smaller jurisdictions, and some locali-
ties might support hybrid forms of service delivery in which some services are
provided by nonstate actors.

In view of advances in research and practice on the technical aspects of
reform, the most important challenges of subnational revenue reform thus
appear to be political rather than technical. In many cases, property tax collec-
tion could be improved immediately simply by making more concerted efforts to
collect arrears, enforce taxation of high-income households, or review and
update property rolls and property valuation, starting with high-income areas.
Further research on the effect that taxpayer perceptions of fairness in the admin-
istration of property taxes have on compliance and ways to level the playing
field—perhaps via increased transparency—would also be useful.
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Reducing the burdens on the poorest and curbing extractive behavior by state
officials could technically be easily achieved by eliminating many nuisance taxes
and simplifying the rules and processes for other taxes. Facilitation-oriented
reforms, such as shifting payments to banks or mobile money, require slightly
more technical capacity, but they are nonetheless achievable almost everywhere
and could significantly increase trust and reduce abuses. Yet these reforms are
frequently not undertaken, or they face sharp resistance from public officials.

Because of the primacy of the political economy context in shaping reform
outcomes, one critical question for reformers is how to identify genuine political
support for reform. As with other areas of tax reform, the best indicator of such
political commitment is likely to lie in the willingness of officials to take politi-
cally challenging but technically feasible reform steps early in the process. None
of the steps just mentioned requires large new investments. Instead, they rely on
a willingness to confront strong vested interests among taxpayers who see little
benefitin compliance, public administrators who prefer to maintain rent-seeking
opportunities, or public officials at higher levels of government who do not wish
to pay what they perceive to be a big political price for strengthening taxation.

Reform strategies should also seek to proactively construct and sustain polit-
ical support for reform—and in so doing also strengthen the local social contract.
Central to such efforts is likely to be building trust by emphasizing equity and
fairness, strengthening visible links between revenue collection and service
delivery, and expanding accountability. Strengthening fairness and equity—and
doing so transparently, including through measures such as public valuation
lists—could be useful not only for building support among the broad base of tax-
payers, but also for responding systematically to political resistance. Introducing
appeals procedures for taxpayers and publicizing enforcement efforts against
high-profile taxpayers could also boost tax morale. Most ambitious—and the
subject of multiple ongoing studies—are commitments to allocating a share of
property tax revenue via participatory budgeting processes or other forms of
engagement with taxpayers. These kinds of measures can be strategies for build-
ing political support, thereby fostering a virtuous circle of increased collection
and improved outcomes for taxpayers.
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CHAPTER 7

The Tax and Technology
Challenge

Moyo Arewa and Stephen Davenport

The Tax and Technology Challenge

Tax administration is inherently data-intensive, and digitalization has enormous
potential to enhance various administrative functions, including the collection,
sharing, and use of tax information. Investments in information technology (IT)
are thus a central component of many tax reform efforts, and so technology is a
central theme of this report. This chapter explores the promise and limitations
of digital technologies in greater detail and how revenue authorities use these
technologies to address critical gaps in enforcement, facilitation, and trust.

Tax administration tends to be laborious for both taxpayers and tax officials.
It often involves face-to-face interactions, the use of manual systems for admin-
istration, inadequate human and technical resources, rigid bureaucracy, and
insufficient access to or use of data for enforcement and tax compliance pur-
poses. These factors ultimately result in high enforcement and tax compliance
costs and therefore relatively high levels of tax noncompliance, fraud, evasion,
and avoidance (Okunogbe and Pouliquen 2018).

Digital technologies can, in theory, alleviate many of these challenges. For
that reason, countries have invested heavily in technological systems and
platforms, including taxpayer portals, automation, integrated databases, e-filing/
returns systems, and e-payment platforms (Awasthi et al. 2019; Bird and Zolt
2008; Gupta et al. 2017; Moore 2020; Okunogbe and Pouliquen 2018).
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However, these investments do not always deliver, and the potential of digita-
lization has not always been fully realized. In general, many government-led
digital technology and IT projects underperform, suffering from scope creep,
benefits shortfalls, cost overruns, or schedule delays. These projects are often
abandoned entirely or provide limited benefits because they are misaligned with
local contexts and capabilities (Mayega et al. 2019; World Bank 2016). Part of the
problem has been implementation. Growing evidence points to the underutiliza-
tion of existing IT systems and frequent challenges in delivering new systems,
reflecting broader bureaucratic, political, social, legislative, and capacity con-
straints. It is also a question of scope. Most digitalization efforts have focused on
improving enforcement and compliance, but less is known about the power of
digital technologies to strengthen trust between governments and taxpayers—
and thus to reshape the often-challenging politics of reform.

Many countries still struggle to improve their revenue performance or to
make their tax systems more efficient and equitable. The shortcomings in digita-
lization efforts reflect three dynamics:

1. There are inherent difficulties in designing useful technology systems in
low-capacity contexts.

2. In retrospect, major IT projects have often proven to be overly ambitious in
view of both technical and political constraints.

3. There has been a tendency to expect technology to solve the various chal-
lenges facing tax administrations—but with no emphasis on understanding
the current processes and the forces inhibiting the effective adoption of tech-
nology. As aresult, the introduction of new technologies has often been insuf-
ficient on its own to overcome the underlying barriers to establishing more
effective tax administration (World Bank 2016).

Despite the challenges of digitalization, it is practically impossible to run an
effective and modern tax administration without relying on digital technologies
and IT systems (Junquera-Varela et al. 2017). Moreover, the economies of many
low- and middle-income countries are rapidly becoming more digitally con-
nected, spurred by the ubiquity of mobile technologies, the advent of new
citizen-facing digital platforms, increased internet penetration, and broad
improvements in IT infrastructure and digital literacy (IMF 2020).

Yet many countries remain in the nascent stages of their digital transforma-
tion, which can take several years, if not decades, as it has in many wealthy
countries (Awasthi et al. 2019, 67). This lag has vital implications for efforts to
digitalize tax administration functions.

In line with previous chapters, this chapter explores a wide range of barriers
to successful IT projects and discusses the current landscape of reform efforts,
emphasizing the importance of tailoring IT projects to local contexts and capa-
bilities while responding to binding constraints. The chapter does not exhaus-
tively cover the wider government technology ecosystem, nor does it delve
deeply into the legal, regulatory, or legislative interdependencies often critical to
technology investments. Instead, its focus is specifically on the direct political
and administrative dynamics underpinning revenue authorities’ investments in
digital technologies and IT.
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Barriers to Reform

IT projects are challenging by nature, even in the best circumstances. Regardless
of their scale, they tend to confront a range of technical, administrative, political,
and economic barriers, although the height of these barriers depends on country-
specific realities. Some of the challenges include the broader enabling environ-
ment and the need to integrate IT systems into the broader institutional
framework, but they also reflect factors related to political economy or capacity
that fall outside revenue authorities’ remit. Other barriers reflect bureaucratic
dysfunction, misaligned incentives, or other weaknesses within the tax adminis-
tration itself. Technology investments are more likely to succeed if managers and
champions of the project understand precisely which factors are most likely to
impede progress in their unique context and plan accordingly.

This section, which is by no means exhaustive, examines some of the com-
mon challenges that revenue authorities face when implementing digital tech-
nology and IT projects. Although the barriers discussed in this section may
appear numerous or too high to climb, they are often not unique to revenue
authorities in low- and middle-income countries. Governments everywhere
struggle to get technology right, and tax administration—including the technol-
ogy ecosystem supporting it—is especially complex. There is no one-size-fits-all
approach to making IT investments succeed, even despite the proliferation of
internationally validated IT solutions. A key lesson here is that technology is not
a panacea. Rather, it should be accompanied by broader organizational improve-
ments, human capacity development, and business process reengineering to be
successful.

Gaps in Technology Infrastructure

IT projects are constrained by the level of sophistication of the underlying
countrywide technological infrastructure. Infrastructure limitations could
include an unstable electricity supply, inadequate access to computers and other
consumer technology, limited availability of data centers, or low mobile and
internet connectivity.

Although many low- and middle-income countries are rapidly closing the
digital gap and becoming more digitally connected (see figure 7.1), the depth of
this connection is still relatively shallow (Gnangnon and Brun 2018; IMF 2020).2
Moreover, low- and middle-income countries are especially at a disadvantage
because of the rapidly evolving advancement of mobile and internet (including
cloud) technologies, which are intensifying the adverse effects of weak or
outdated infrastructure (World Bank 2021b).

The general improvements in IT and data infrastructure, internet use and
quality, and other technology infrastructure are notable but ultimately not
enough to create an enabling environment for large-scale, whole-of-government
digital transformation projects (IMF 2020). The proliferation of mobile technol-
ogy does, however, present many novel opportunities for tax administrations,
notably by creating new platforms for taxpayers to settle tax liabilities and access
taxpayer services. Although several low- and middle-income countries have
embraced this avenue for electronic payments and taxpayer engagement, efforts
may be constrained by poor-quality mobile connection and, perhaps more
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FIGURE 7.1 Share of Individuals Using the Internet, by Country Income Group, 2011-17
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important, lack of integration between traditional and mobile payment systems
(Awasthi et al. 2019).

The infrastructure gap also extends to cybersecurity and data protection.
Many low- and middle-income countries have untenably insecure cyberdefense
capabilities. As cyber threats become even more sophisticated and internation-
alized, revenue authorities, which control and process volumes of sensitive
personal and financial data, are especially at risk—even more so without robust
investments in systemwide cybersecurity and cyber risk mitigation frameworks
and systems (Adelmann et al. 2020).

Digital Literacy and the Human Capacity Gap

Low digital literacy further dampens the positive effects of adopting digital tech-
nologies and I'T. From the perspective of taxpayers, it limits their ability or desire
to use the digital taxpayer platforms and services in which many revenue author-
ities have invested. Individuals in low- and middle-income countries, where dig-
ital literacy and internet penetration levels are lowest, overwhelmingly report
not knowing what the internet is or how to use it (Bhuasiri et al. 2016; Okunogbe
and Pouliquen 2018; World Bank 2016; Yilmaz and Coolidge 2013). The few who
do have internet access do not consume much data, with monthly per capita data
consumption sitting at just 0.2 gigabytes (World Bank 2021b).

The digital literacy gap is also a question of affordability. In many low- and
middle-income countries, the cost of a smartphone can be up to 80 percent of
the monthly income of the poorest, with high taxes and duties making these
products even more out of reach (GSMA 2019).
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From a tax administration’s perspective, the human capacity gap hinders tax
officials’ ability to make productive use of the various internal technology and
data analytics tools now available to revenue authorities, even in low-capacity
contexts. Moreover, tax administrations struggle to manage new data systems
and use the resulting data to improve core administrative functions, including
audit management, revenue forecasting, business intelligence, and fraud detec-
tion (Awasthi et al. 2019; Mascagni, Monkam, and Nell 2016).

Tax administrations also struggle to recruit, train, and retain appropriately
skilled staff, including the programmers and developers, business and data
analysts, statisticians, user researchers, systems integrators, and product and
project managers needed to sustain IT projects. This struggle stems, in part,
from the frequent immobilization of administrations by inflexible job classifica-
tions and salaries (making them uncompetitive in the market for talent), a lack of
sustainable employee training programs, and poorly suited civil service frame-
works (Awasthi et al. 2019).

Taken together, limited technology infrastructure, low levels of digital
literacy, and the human capacity gap suggest that some countries may not be
ready to adopt many advanced technological solutions for tax administration.
This unreadiness also underscores the need to tailor digital technology and IT
projects to local contexts and capabilities lest they maintain or exacerbate exist-
ing inequities and tax enforcement and compliance challenges (Awasthi et al.
2019; World Bank 2016).

Political and Administrative Constraints

On the political and institutional fronts, key decision-makers often face perverse
incentives when it comes to implementing IT projects and new technologies.
Senior bureaucrats, wealthy taxpayers, and politicians—that is, those on whom
reform efforts depend to be successful—often face greater incentives to maintain
collusive opportunities through rent-seeking networks than to invest smartly in
technologies that may improve transparency and accountability (AlphaBeta
and BMGF 2018; Bird and Zolt 2008; CIAT 2020; Prichard and Fish 2017).
Unlike their counterparts in the private sector, they do not need to respond
to market competition and, in some cases, are patronage-based rather than
performance-oriented (World Bank 2016, 177).

In some contexts, reform projects are curtailed even before they begin. In
other settings, they are disrupted either tacitly or explicitly, ensuring that the
final products fail to deliver entirely or fail to provide critical components. The
efficiency gains from technology adoption may also threaten existing depart-
mental mandates and budgets within government or the revenue authority
(World Bank 2016, 179). Moreover, the high cost and long duration of many tech-
nology projects are misaligned with the typical political or election cycles that
underpin government decision-making. This combination of political and
administrative disincentives can blunt the impact of IT projects unless there is
strong, sustained political leadership moving the machinery of government and
the tax administration at all levels (see box 7.1).

Weak institutional and administrative structures also effectively entrench
inefficiencies and rigidities, while precluding coordination within revenue
authorities and with other relevant agencies (Heeks 2003; Kangave et al. 2016, 25).
Several reports have emerged of departments competing for both budgetary and
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BOX 7.1
IT-Supported Property Tax Reform in Freetown,
Sierra Leone

Many low- and middle-income countries operate ineffective property
tax systems, which often fall under the authority of subnational and
local governments. These systems, especially in Sub-Saharan Africa,
are frequently vestiges of the colonial era, heavily manual, and based
on antiquated property valuation methods. One African city has taken
bold steps to remedy this situation (also see box 6.1 in chapter 6). In
Freetown, Sierra Leone, the International Centre for Tax and Develop-
ment (ICTD) and the International Growth Centre (IGC) have embarked
on an ambitious property tax reform in collaboration with the Free-
town City Council (FCC).

Backed by the city’s reformist mayor, Yvonne Aki-Sawyerr, the reform
began in 2019 with a pilot project to implement the points-based valuation
method described in box 6.1. This method departs from both market-
based and surface area-based approaches to property valuation. The
market-based method can be subjective, especially where data on prop-
erty market values are not readily available. The surface area-based
method, though transparent, does not always pay enough attention to
qualitative property features, including location and the quality of struc-
tures. The points-based system is a simplified (and more progressive)
hybrid of the two methods and reflects both surface area and observable
characteristics of properties to estimate market value—and, subsequently,
to determine the appropriate mill rate.

Central to these reform efforts is a new information technology (IT)
system to facilitate the administration of property taxes, including
data collection, valuation, billing, payments, appeals, and enforce-
ment. Reformers have also used technology in simple yet effective
ways to build trust and improve the taxpayer experience. These
efforts include automating and providing more pertinent information
to taxpayers about their tax bills and liabilities, initiating electronic
communications with taxpayers, and allowing mobile payments to
reduce face-to-face interaction with officials. It also includes digital
town halls to improve two-way communication between taxpayers
and officials and facilitate participatory budgeting.

Freetown’s reform experiences emphasize both the importance of
political will and the benefits of situating tax reform efforts—and the IT
investments that often underpin them—within the local context, informed
by local expertise. The mayor’s political courage, coupled with sustained
engagement of FCC staff and local vendors, might have prevented reform
efforts from faltering in the face of significant administrative and political
constraints. Instead, after a successful pilot period, the project is now
expanding to the broader population and is expected to generate a five-
fold increase in revenue for the city of Freetown.

Source: Prichard, Kamara, and Meriggi (2020).
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informational resources in counterproductive ways, resulting in a silo mentality
and insufficient horizontal collaboration (Kangave et al. 2016, 25; World Bank
2016, 179). Tax administration and associated IT projects almost always require
collaboration and information sharing between various internal and external
stakeholders, often within the context of misaligned priorities, information
asymmetries, and competing or overlapping mandates (Prichard and Fish
2017, 3). Improving and automating internal and external data sharing is often
incredibly challenging because individual units or officials guard access to infor-
mation. After all, information can be a source of power, an enabler of collusion or
corruption, or a mechanism for protecting well-connected taxpayers from tax
enforcement (Kangave et al. 2016, 25; Ligomeka 2019, 5).

Lack of IT System Integration

A related but distinct barrier is the lack of integration between IT systems both
within revenue authorities and governmentwide. Revenue authorities may
operate several I'T systems, often with departments or units owning components
of a bigger system or running their own departmental IT systems (Ligomeka
2019; Moore 2020). This fact alone does not necessarily impede technology
investments. Some countries that benefit from a highly sophisticated digital tax
infrastructure also operate multiple systems (Awasthi et al. 2019). They may
have one payment system for processing value added tax (VAT) payments and
returns; a taxpayer portal to handle registration and collections; another system
to manage third-party information internally; and perhaps one overarching
integrated tax administration portal and data warehouse that allows staff to
access, query, and use data from all the component systems.

The profusion of systems reflects a few realities. The first is that tax adminis-
trations have multiple mandates and may require different I'T solutions, depend-
ing on the type of tax being collected or the nature of the taxpayers themselves.
It also reflects the trial-and-error nature of technology investments generally
and the need for government agencies, including revenue administrations, to
adopt flexible institutional and procurement approaches that respond to chang-
ing technologies and dynamics on the ground.

However, the problem in many low- and middle-income countries is that
these systems are often incompatible and do not speak to each other, either
because of technical barriers—including inconsistent data parameters, low
system integration capacity, or little to no scope for application programming
interfaces (APIs)—or because of a lack of basic horizontal cooperation. This lack
of integration reduces the usefulness of existing IT systems and increases the
complexity (and cost) of future technology investments. To improve the chances
of overcoming the lack of integration, technology investments should be pre-
ceded by assessments of business processes, with a view toward consensus
building, bridging departmental silos, and understanding the technical and
nontechnical drivers of weak system integration.

“Tech Solutionism” and the Allure of Big IT Projects

Donors and governments alike often prioritize investments in big, costly, and
sometimes overly ambitious IT projects that may not reflect on-the-ground
system requirements and user needs. Many donors are occasionally more
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concerned about the disbursement of funds than the impact and outcome of
the technical assistance projects they fund. Likewise, senior politicians and
governments may find it beneficial to prioritize grand, citizen-facing digital
technologies (such as taxpayer portals and registries) that capture international
attention, while investing less in essential back-end reforms that could improve
accounting, data sharing, and data management.

Moreover, tax administrations in low- and middle-income countries often
have added incentives to invest in technological solutions that improve their
scoring on international indexes—for example, the Tax Administration
Diagnostic Assessment Tool (TADAT)—even if these solutions may be cost-
ineffective or otherwise inappropriate to case-specific user needs and system
requirements (AlphaBeta and BMGF 2018; Moore 2020).

Decision-makers may also be moved by “tech solutionism,” whereby various
technological tools are presented as the solution to administrative and revenue
shortcomings that may or may not be technology-related. These decisions are
often driven more by the need to demonstrate the usefulness of technology than
by assessments of which interventions would be appropriate for or feasible
within the local context (Morozov 2013; World Bank 2016, 133). The success of
investments in technology by revenue authorities—especially in low-capacity
contexts where there may be less fiscal room to experiment with untested tech-
nologies—will depend on decision-makers adhering to a careful, continual
assessment of their tax administration’s technical and administrative require-
ments or risk committing resources to big IT solutions that are unsustainable or
entirely ill-suited to their needs.

Procurement Issues

The success of technology investments depends heavily on how the technology
is procured, but many administrations do not get procurement right. Government
IT projects often suffer from inflexible and linear procurement and develop-
ment procedures that are incompatible with local capacity. Decision-makers
also face several procurement options, each with benefits and drawbacks. Given
the importance of procurement arrangements to IT projects’ outcomes, this
section considers some of these alternatives and how making the wrong
procurement decision can limit the impact of technology investments.

International versus Local Vendors
When procuring IT systems, revenue authorities must often decide whether
to employ international vendors—which is typical for large donor-funded
projects—or local vendors. International vendors often provide technically
sound software solutions. However, these solutions tend to be expensive and
sometimes poorly suited to local contexts and needs because of their complexity,
high cost, and the broader challenges of ensuring sustained, long-term support.
They often require revenue authorities to remain dependent on vendors that
may be inaccessible or otherwise unable to provide the type of hands-on IT
development and change management support critical to success.

Although working with international vendors tends to come with specific
challenges, there are some notable exceptions. Over the past three decades, sev-
eral countries have successfully introduced the Automated System for Customs
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Data (ASYCUDA) for customs management and the Debt Management and
Financial Analysis System (DMFAS) for debt management. These noncommer-
cial systems developed internationally by the United Nations Conference on
Trade and Development (UNCTAD) have become global standards. In the
Philippines, a World Bank-supported computerization project in the 1990s
included development of the second-generation ASYCUDA++, and several
African countries now rely on this system—or the third-generation ASYCUDA
World—for customs management (Engelschalk 2000). Some equally unique
international commercial software solutions include Sogema Technologies’
SIGTAS system for integrated tax and income tax management. This system has
been deployed in dozens of countries in Sub-Saharan Africa and Latin America
and the Caribbean.

Despite the appeal of some internationally developed systems, at times
local private sector vendors may be better placed to meet the context-specific
IT needs and requirements of revenue administrations. Such vendors tend to
cost less, are more flexible and less “tied in,” and because of their proximity to
end users, they can better scope the scale of the technological gap and engage
with governments to ensure that the solutions can be sustained (Engelschalk
2000). However, their solutions may be less cutting-edge, and they may
otherwise lack the capacity to provide enterprisewide solutions for tax
administration.

The choice between international and local vendors is necessarily dependent
on revenue authorities’ resource constraints and realities. International vendors
are not inherently efficient, just as local vendors are not always convenient.
Where administrations are especially constrained by weak in-country capacity,
it may be prudent to contract international vendors with a proven track record
across various contexts. Likewise, where administrations benefit from a some-
what established IT sector, it may be just as prudent, and possibly much cheaper,
to contract local vendors and software firms to provide technology solutions.

The choice of option does not have to be binary. In Nigeria, SIGTAS provides
the core integrated tax administration system used by the Federal Inland
Revenue Service (FIRS) and several state revenue agencies, but a local software
firm, SystemSpecs, provides the most prevalent electronic payments system
(Remita) for business-to-government (B2G) and person-to-government (P2G)
payments.2

Commercial Off-the-Shelf versus Custom-Built Solutions

Whether to build solutions in-house (custom-built) or opt for commercial
off-the-shelf (COTS) solutions depends heavily on the technological maturity
and capability of the revenue authority. COTS solutions often face significant
implementation challenges in low- and middle-income countries with weak
foundational technological infrastructure. These countries’ processes and
capacities do not always adequately accommodate existing commercial solu-
tions. COTS systems tend to require significant customization and reengineering
of existing business processes, which can be cost-prohibitive in low-capacity
environments. Governments also encounter financial, political, and technical
difficulties when integrating a COTS solution into existing systems and may be
unable to mount the sustained effort required to implement a solution over
several years or possibly decades (OECD 2019, 5).
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Despite the drawbacks of COTS solutions, they are the most prevalent mode
of procurement among revenue authorities in low- and middle-income coun-
tries (figure 7.2). Although these solutions are more costly initially, the costs
often level out sooner than those for custom-built solutions, which may become
more expensive as maintenance and system requirements balloon. COTS solu-
tions are also more up-to-date with industry standards and best practices. They
are rigorously tested and have shorter implementation cycles, and they tend to
be fully integrated enterprise solutions capable of streamlining both back-end
and front-end functions. Nevertheless, many low- and middle-income countries
often do not reap these benefits either because of their inchoate institutional and
technological contexts or because of the high costs of customization.

By contrast, custom-built solutions can offer revenue authorities greater con-
trol and flexibility at lower initial costs while ensuring that solutions are locally
relevant. However, they require sizable internal expertise that may not be avail-
able or easily retained in many tax administrations. They also often do not yet
conform with best practices, take much longer than COTS solutions to reach full
development, and suffer system maintenance challenges of their own.

Ultimately, no one approach is inherently perfect, and tax administrations
often make these decisions based on unique budgetary, political, and circum-
stantial factors rather than just on specific technical merits. Many IT projects
necessarily arise from a hybrid of various procurement options. For example,
administrations may choose an international vendor or COTS system, which
provides a sophisticated technical backbone, but also increases investment in
either (1) developing local ownership and capacity to support the system or
(2) procuring versions of the system that can be simplified to reflect local realities
and constraints. Decision-makers should assess their own tax administration’s

FIGURE 7.2 Adoption of Tax Management Information Systems in Low- and
Lower-Middle-Income Countries, by Type, 2017
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capabilities and user needs, as well as the total cost of ownership of the alterna-
tive chosen, before committing significant resources to technology investments.2

Open-Source versus Closed-Source Software

Tax administrations must also decide between procuring and developing
open-source or proprietary closed-source software products. Again, there is no
one correct approach. Tax administrations and their IT vendors tend to follow
the traditional closed-source software development model, which often
requires rigorous coordination and sometimes lacks transparency about the
source code and how the system is built. Although closed-source software may
be more costly, rigid, and opaque, it also may be better standardized and
more reliable and secure. Tax administrations may find closed-source software
solutions more practical if their unique circumstances call for more standard,
rigorously tested, and established systems.

By contrast, open-source software (OSS) solutions may be practical for tax
administrations whose local contexts and system requirements demand more
cost-effective, flexible, and innovative solutions. OSS is developed and tested
openly, with transparent access to the source code, thereby improving oversight
and accountability about how the system is built (Joia and Vinhais 2017;
Paulson, Succi, and Eberlein 2004). It often requires no license fee, and its
quality can be evaluated and reviewed by a community of programmers—a fact
that may encourage innovation and reduce the costs of development for tax
administrations.

Limits of Rigid and Linear Procurement Processes

IT development and procurement are also limited by rigid and heavily bureau-
cratic procurement processes that prevent revenue authorities from engaging
with vendors flexibly and iteratively. Traditionally, vendors—whether local or
international—are selected based on requests for proposals (RFPs) with detailed
specifications and milestones that do not always reflect user needs or IT require-
ments and can be difficult to alter even when new information or requirements
surface (Bhatnagar 2009; Dunleavy and Carrera 2013; Fountain 2001; World
Bank 2016). This linear “waterfall” style of development is a common and reflex-
ive practice in government, owing mainly to the need for accountability and
control during the procurement process.

However, given the complexity of tax information systems and the need to
secure buy-in from local staff, this style of development process often creates
systems that are not well aligned with users’ needs and over which users feel
little ownership. In fact, this approach runs counter to the nimbler, more
“agile” procurement and development procedures using RFPs that are not too
prescriptive in the early stages. This alternative approach reflects a rigorous,
adaptive, and continual requirements-gathering process; a clear-eyed assess-
ment of existing capabilities and needs; and a well-defined, long-term digital
strategy that accounts for potential economic, political, and technological
limitations.

Rigid procurement processes can also be counterproductive for ensuring
accountability and closing channels for corruption. The opaqueness of inflexible
IT procurement processes often plays into a status quo that incentivizes
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corruption and entrenches weak accountability. This dynamic remains the same
even when procurement and contract management systems have been auto-
mated or otherwise digitalized, suggesting that potential efficiency gains from
e-procurement systems will be elusive without concomitant reforms of the
processes that underpin the system (Kochanova, Hasnain, and Larson 2016).

Weak Project Management

IT projects are time-consuming and complex, even under ideal circumstances.
Influenced by the intense revenue pressures facing tax authorities, many
reform programs underestimate the complexity of IT projects and fail to
adequately plan for project management, change management, development
and testing, staff training, and taxpayer sensitization (Prichard and Fish 2017).
The length and complexity of IT projects (some taking up to 15 years) create
various project risks, including scope creep, cost overruns, and schedule delays
(Awasthi et al. 2019).

These risks were evident in a World Bank-supported tax computerization
project in Thailand. The 1992 project set out to overhaul Thailand’s tax IT
system, but it suffered from lack of strategic planning, fuzzy objectives, poor
project preparation and planning, insufficient and overprescribed technical
specifications, and inadequate procurement and project management (Barbone
et al. 1999). Without the proper project and change management protocols in
place—including adaptive, scrum-style development and sequencing; educa-
tion; marketing; engagement; and training—the inherent complexities of IT
projects are bound to multiply.

Reform Progress—and Future Options

Despite the enormous potential of technology to transform tax administration,
investments in IT have often yielded disappointing results, in part because of
some of the barriers mentioned. Findings on the performance of IT systems in
low- and middle-income countries are sparse not only because of the inadequate
evaluation of such systems but also because of the difficulty in measuring
and demonstrating impact. This section reviews the available evidence on the
various IT investments that revenue authorities in low- and middle-income
countries can make or have made to improve tax enforcement capacity, facilitate
compliance, and build trust.

Enforcement: IT for Audits, Data Sharing, and Access to Electronic
Transaction Data

Revenue authorities have long targeted their reform efforts at enforcement and
have developed increasingly sophisticated tools to deter tax noncompliance.
This focus on enforcement extends to IT projects aimed at monitoring taxpayers
and accessing the information—including third-party—needed to collect taxes
and detect and punish malfeasance.

In many countries, the emphasis on enforcement necessarily considers
wrongdoing not only by taxpayers but also by tax officials (for example, through
internal audits) for whom opportunities and incentives to engage in bribery
and corruption are rife. As a result, IT projects meant to bolster enforcement
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capacity often involve two types of investments. The first seeks to improve
automated data-sharing protocols, facilitate accessing third-party information,
boost audit and risk management capacity, and improve debt collection methods
for various types of taxes. The second seeks to enhance the transparency and
auditability of internal processes to incentivize good administrative perfor-
mance and reduce the scope for collusion and corruption.

Building Audit Capacity

Revenue authorities have employed various IT tools to improve their capacity to
assess the veracity of taxpayers’ self-declared returns. These efforts sometimes
include setting up risk-based audit protocols and improving automation to flag
inconsistencies in taxpayers’ declarations. Specifically, to better identify non-
compliant taxpayers and the riskiest returns, a sophisticated risk-based audit
procedure uses risk-scoring algorithms to create reference points with which to
quantify and compute risk for every taxpayer (Junquera-Varela et al. 2017).
These algorithms can be fed with information on taxpayers’ characteristics,
including age, profession, marital status, assets, and liabilities.

In Malaysia, as part of its Self-Assessment System (SAS), the tax authority
replaced its manual audit screening and selection processes with a comprehen-
sive audit management module, which was a more efficient risk-based audit
selection system. Similarly, Tanzania’s tax administration adopted a risk-based
audit management module to replace its manual system. In both countries, the
switch to risk-based audit management had positive effects on revenue collec-
tion and tax administrations’ ability to detect and penalize fraud, tax avoidance,
and tax evasion (Vellutini 2011).

In addition to the appropriate technology tools, improving auditing capacity
depends on efficient statistical and information processing capabilities, as well
as on having the appropriate audit selection systems and electronic historical tax
return data. Because of human capacity limitations and political constraints,
many countries struggle to either develop or make good use of audit manage-
ment software and therefore to implement effective risk-based audit systems
(Bird and Zolt 2008; Kangave et al. 2016).

This capacity gap inhibits revenue authorities from conducting advanced or
just basic analytical and data mining work, thereby limiting the scope for
enforcement even when the necessary data are being collected and shared
(Mikuriya and Cantens 2020). Analytical capacity also strengthens the deterrent
effect of auditing by increasing taxpayers’ expectations that avoidance or eva-
sion will be discovered and punished. Without the appropriate IT tools and
complementary human capacity, the revenue authorities in low- and middle-
income countries will continue to have difficulty obtaining and analyzing the
vast quantities of data necessary for tax enforcement (Awasthi et al. 2019).

Enhancing Data Sharing

In principle, digital technologies and IT can automate and facilitate data sharing
across departments, which can improve identification of tax noncompliance.
A key determinant of audit capacity is the extent to which revenue authorities
have access to multiple sources of information both within and outside the tax
administration. Outside, this access might involve commercial banks, customs,
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subnational authorities, or the central bank sharing data with the revenue
authority (Dogan 2011; Moore 2020). In practice, however, effective data sharing
requires more than a functioning IT system. It also depends on both conducive
administrative processes and a political commitment to ensure collaboration
between the relevant agencies and departments.

On the process and technical side, effective data sharing requires linking
systems within and across government and having clear, unified identifiers and
parameters that permit data matching and interoperability. It also requires
developing information systems and processes capable of maintaining and dis-
tributing accurate and complete data about taxpayers. A vital consideration here
is building effective data-sharing procedures, while simultaneously protecting
taxpayers’ data and confidentiality.

On the political side, data sharing can undermine the interests of actors
within the relevant agencies or otherwise threaten the interests of those who are
avoiding taxes. As a result, there may be political resistance to authorizing the
level of data sharing that I'T systems can facilitate.

Moreover, a narrow focus on strengthening tax enforcement through
improved IT tools for data sharing can backfire. Although in Ecuador third-party
information resulted in businesses declaring more revenue, it also induced them
to claim larger deductions, thereby limiting the positive effect on tax revenue
and demonstrating the importance of complementary investments in facilitation
and trust (Carrillo, Pomeranz, and Singhal 2017).

Nevertheless, many countries have made notable progress in improving data
sharing and audit management, with vital lessons for other revenue authorities
in low- and middle-income countries. In the Philippines, customs and internal
revenue databases have been linked on the back end and used to verify VAT dec-
larations and imports successfully. In Peru and South Africa, sophisticated data
mining tools have been employed to reduce customs fraud and tax evasion by
up to 14 percent (Bird and Zolt 2008). In Chile, a randomized study of over
400,000 firms found that better access to and use of third-party information on
VAT compliance had positively altered VAT compliance and the firms’ audit
probability (Pomeranz 2015).

Meanwhile, evidence from a World Bank study in Madagascar demonstrated
that third-party information was somewhat effective in curbing customs
fraud but insufficient to counteract entrenched perverse incentives. The study
found that providing better third-party information to customs inspectors
increased the probability of inspection by 10.3 percentage points and fraud
detection by 21.7 percentage points (Chalendard et al. 2020). This improvement
was especially noticeable for inexpensive and lower-stake declarations that did
not offer lucrative opportunities for collusion. Even better, more precise infor-
mation also increased tax revenue sizably, by 5.2 percentage points.

However, this positive effect was neutralized because officials had greater
incentives to collude than to enforce taxes and use the available information.
The officials themselves were poorly monitored, and honesty was seldom
rewarded (Chalendard et al. 2020). Overall, Madagascar’s efforts to combat
customs fraud reinforces the importance of political economy factors
and behavioral incentives, in addition to direct technical or technological
interventions.
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Uganda’s experience further illustrates that even where technological solu-
tions have been put in place to facilitate data sharing, improvements in practice
are often more limited. The Uganda Revenue Authority (URA) developed an
in-house data warehouse, e-Hub, to facilitate data sharing and decision-making
between its two core systems: e-tax (for domestic tax purposes) and ASYCUDA
World for customs management (Mayega et al. 2019). E-Hub also manages
data from the URA’s temporary road user licensing database (TEVIES), its
e-procurement system, its fleet management system, and its enterprise resource
planning (ERP) system. Nonetheless, despite being a positive development,
the e-Hub platform has not necessarily improved the quality of data sharing
within the URA or its ability to use this information for enforcement purposes
(Mayega at al. 2019).

The URA has also invested heavily in other interagency data-sharing initia-
tives to enhance its capacity to tax high-net-worth individuals (HNWIs). It has
entered a tripartite arrangement—the Taxpayer Register Expansion Program
(TREP)—with the Kampala Capital City Authority (KCCA) and the Uganda
Registration Services Bureau (URSB) to improve data sharing between the
respective agencies. It has also automated internal and external services,
upgraded its electronic tax system’s functionality, established a Joint Compliance
Committee (JCC), and reengineered its business processes. These efforts have
yielded some successes: URA has better identified and taxed HNWIs, and work
is well under way to improve data sharing both within and outside the URA.
However, more evidence is needed to determine the effectiveness of these efforts
(Kangave et al. 2016).

Meanwhile, difficult political realities and challenges continue to curtail data
sharing internally and between the URA and other key organizations, including
the Bank of Uganda and the Ministry of Lands (Kangave et al. 2016). Various
URA departments have misaligned priorities and performance targets and
therefore compete in ways that create counterproductive silos and an inherent
unwillingness to collaborate. Furthermore, the URA’s ability to access third-
party information is still severely limited despite positive reforms. It struggles
to collaborate with commercial banks because of a combination of legal and
political factors, with the banks either refusing to share data or colluding with
customers. Even when structural barriers are less pronounced, such as between
the KCCA and the URA, information sharing is still constrained by incompatible
information systems, inaccurate or incomplete registries, and limited staff
capacity to analyze the available data (Kangave et al. 2016).

Relative to Uganda’s efforts, Turkey has successfully implemented several
digital tools for enforcement, compliance and risk management, data mining, data
sharing, and data warehousing—especially regarding the VAT. Its warehousing
system effectively collects information from both public and private organizations
(including commercial banks) to combat VAT fraud and misreporting,.

Turkey’s success stems, in part, from its ability to conduct extensive data-
matching exercises (often in real time) using the appropriate digital tools and
processes, as well as a permissive cross-agency administrative environment. The
results have been noteworthy. In June 2008, up to 140,000 registered taxpayers
had omitted credit card sales information from their VAT returns, with the sys-
tem flagging discrepancies in 20 percent of transactions from 60,000 taxpayers

The Tax and Technology Challenge

185



186

and in up to 5 percent of transactions from 100,000 taxpayers.2 But within only
two months of data matching and risk management facilitated through
the data warehouse, a substantial reduction in discrepancies occurred. By June
2009, fewer than 20,000 taxpayers had a discrepancy rate of greater than
20 percent (Dogan 2011). Turkey’s experience illustrates the potential of
IT-enabled risk management and data sharing to transform compliance man-
agement and tax enforcement more broadly.

Improving Access to Electronic Transactions Data

Many revenue authorities in low- and middle-income countries have invested
heavily in IT solutions that improve access to electronic transactions data but
with a minimal impact on revenue performance or administrative efficiency.
These efforts have often focused on VAT enforcement, which has been driving
revenue gains in many of these countries. For example, countries have invested
in technologies that enable customs authorities to track and monitor goods com-
ing through their borders. However, not much is known about the extent to
which these technologies are successful. Some evidence points to their positive
impact on VAT compliance, but a broader scan of the literature suggests that the
results are mixed (Ali et al. 2015; Pomeranz 2015).

Technologies such as electronic fiscal devices (EFDs), electronic billing
machines (EBMs), and electronic invoices have been introduced in several low-
and middle-income countries to simplify enforcement and compliance. These
devices automatically transmit business transaction information to revenue
authorities and are critical for curbing the shadow economy and informality and
for collecting and enforcing the VAT (Fjeldstad et al. 2018).

However, despite the advantages of even well-intentioned, well-conceived
efforts to propagate EFD use, such efforts are often hampered by high costs of
adoption, low levels of digital literacy, and broader administrative challenges
that prevent the productive use of data from EFDs. For example, evidence from
Tanzania indicates that the government’s introduction of EFDs did not improve
VAT collection as expected. The growth rate of VAT collection ranged from
13.5 percent in 2010 to 21.7 percent in 2017, and the average growth rate of
16.8 percent fell below the expected 18 percent during the same period
(Fjeldstad et al. 2018).

These results mirror those from other countries that have introduced EFDs,
and even when significant increases in VAT revenue were recorded, these gains
were almost always below expectations (Casey and Castro 2015). The Tanzania
study found that the “last-mile problem” of the VAT limits the effectiveness of
EFDs. Customers at the end of the supply chain have few incentives to request
VAT receipts, which, in turn, gives businesses and suppliers few incentives to
request VAT receipts themselves (Fjeldstad et al. 2018).

In Ethiopia, the Ethiopian Revenue and Customs Authority (ERCA) recorded
higher VAT and income tax revenue after the introduction of electronic sales
registration machines (SRMs). But these gains were limited by two factors:
(1) ERCA’s low capacity to use data from the SRMs to enforce tax laws and
(2) strategic adjustments in taxpayer behavior to evade enforcement (Mascagni,
Mengistu, and Woldeyes 2018).

More positively, the Rwanda Revenue Authority (RRA) introduced EBMs in
2012, and by 2014 close to 80 percent of all VAT-eligible firms had registered
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and activated an EBM, raising VAT payments by an average of 54 percent.
Nevertheless, other research found significant discrepancies in taxpayers’ VAT
declarations to the RRA (Mascagni, Mukama, and Santoro 2019). Many taxpayers
found the EBMs either challenging or simply too difficult to use, and they had poor
perceptions of the RRA’s capacity to process information and discover discrepan-
cies. These challenges also reflect more general administrative constraints within
the RRA, especially regarding record keeping and information management.

The experiences in Tanzania, Ethiopia, and Rwanda demonstrate the limita-
tions of enforcement capacity in many low- and middle-income countries as well
as the broader complexities of even well-conceived IT projects.¢ They also high-
light the importance of situating otherwise isolated technology investments—
such as EFDs—within comprehensive tax compliance and enforcement reforms.
An International Monetary Fund (IMF) study of 19 tax administrations that
introduced EFDs concluded as much: EFDs were successful in contexts where
they were aligned with broader compliance improvement strategies and com-
plementary investments in developing the administrative capacity to act on
EFD-generated data (Casey and Castro 2015).

Beyond EFDs and indirect taxes, many revenue authorities are increasingly
availing themselves of sophisticated data analytics tools to detect income tax
evasion (for more on new and emerging technologies, see box 7.2). For example,
in 2016 India initiated Project Insight, a robust data analytics and compliance
management system provided in collaboration with Larsen & Toubro Infotech,
an Indian IT firm. The program combines data integration, warehousing, man-
agement, and analytics with extensive data exchange arrangements between
the Income Tax Department and other government departments and agencies.
Project Insight also provides a centralized compliance processing center and
portal to support taxpayers, encourage voluntary compliance, and inhibit non-
compliance. Although the project is still in its early stages and thus little is
known about its effectiveness, it embodies the ever-growing role of advanced
data analytics for enforcing taxation (Economic Times 2019).

BOX 7.2
The Promise of New and Emerging Technologies

The onset of new technologies such as digital identification (ID), artificial
intelligence, big data, and blockchain present many new opportunities—
and challenges—for e-government and domestic resource mobilization.
What are the promises and limitations of some of these technologies,
especially in low- and middle-income country contexts?

Digital ID systems could change the way revenue authorities and
national identification agencies handle the identification and registration
of taxpayers, enabling people to access taxpayer services who otherwise
could not. In many middle- to high-income countries—including Albania,
Belgium, Estonia, France, India, the Republic of Korea, Moldova, Pakistan,
and Singapore—digital ID technologies have all but replaced legacy phys-
ical ID systems and are being used to support social welfare programs,
human resources, and election administration.

(Continued)
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BOX 7.2
The Promise of New and Emerging Technologies (continued)

In many lower-income countries, however, adoption remains low. Only
18 percent of these countries have a digital ID scheme for identification
alone. Fifty-five percent have some form of digital ID system for specific
services such as voting, cash transfers, or e-health. Only 3 percent have
functional and cross-governmental digital ID systems that enable citizens
to access a wide variety of public services. To capitalize on the potential
of digital ID, the revenue authorities and governments of low- and
middle-income countries will need enabling legal and regulatory frame-
works and a clear strategy for interconnectivity and interoperability
across various government agencies and databases.

Big data and advanced analytics could improve the way revenue
authorities process and analyze the data at their disposal. These technol-
ogies can enhance governments’ capacity to provide real-time informa-
tion to taxpayers, improve audit selection criteria and execution, and
better target specific taxpayer needs to improve service delivery and
guide tax compliance. Ultimately, big data and advanced analytics could
enable revenue authorities to extract greater value from existing informa-
tion, while providing new tools to augment enforcement and detect tax
avoidance, evasion, and fraud.

So far, low- and middle-income countries have been unable to capital-
ize on this promise. Revenue authorities must, then, invest in their data
processing, automation, and data management capacity. They also must
invest in building a data-driven administrative environment (backed by
improved horizontal collaboration within the tax administration) and
training staff to build the necessary analytical capacity.

Blockchain and other distributed ledger technologies also offer much
potential for e-government generally and tax administration specifically.
Blockchain use has emerged across government services, including
information security, land registration, evidence and identity validation,
transfer payments, voting, and tax administration and tax compliance. By
providing immutable distributed ledgers, blockchain could reduce trans-
action costs, mitigate fraud and security risks, and speed up information
sharing and transaction processing.

For tax administration, this could have specific implications for filing,
refunds and payments, registration and identity management, auditing,
third-party data sharing, and value added tax enforcement, among other
functions. However, evidence on the utility of blockchain for revenue
administration, particularly in low- and middle-income countries, is scarce.
It is also unclear whether blockchain offers any benefits to tax authorities
beyond those of a centralized, traditional database.

Sources: Baisalbayeva et al. (2019); OECD (2016); World Bank (2016).

Facilitation: Better Digital Services to Reduce Compliance Costs

Even though enforcement remains the bedrock of reform strategies, revenue
authorities have committed significant reform resources to facilitating tax
compliance. This is a shift in thinking from the last two decades that now rec-
ognizes taxpayers as customers and revenue authorities as service providers.
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Compliance reforms tend to involve initiatives to simplify filing, refund, and
payment procedures and provide taxpayers with better information about the
tax system and their tax liabilities. These efforts often aim to (1) reduce the
costs to taxpayers of meeting their tax obligations; (2) manage administrative
burdens for revenue authorities; and (3) limit the scope for corruption and
harassment of taxpayers.

Digital technologies have been at the forefront of compliance facilitation
initiatives. Most notably, many revenue authorities, including those in low- and
middle-income countries, have invested heavily in taxpayer portals that enable
electronic registration, automated tax management, and e-filing and e-payment
services. Thirty-two percent of low- and middle-income countries had intro-
duced e-filing by 2015, and many more have done so since then (figures 7.3
and 74), while 84 percent of countries globally have automated tax management
systems. E-filing and e-payment systems are the most characteristic feature of
tax reforms in low- and middle-income countries (Kochanova, Hasnain, and
Larson 2016; Okunogbe and Pouliquen 2018; World Bank 2016).

Introducing E-filing and E-payments

Moves toward greater automation in several countries indicate that e-filing and
e-payment platforms do indeed improve revenue performance across various
types of tax (IMF 2020):

e Kenya introduced its iTax system in 2014, fully integrating and automating
the Kenya Revenue Authority’s domestic tax functions and providing new
electronic avenues for settling tax liabilities. By some metrics, Kenya’s iTax
has been a success. It has reduced revenue collection costs and has enabled
real-time revenue and audit monitoring (Ndung’u 2019).

FIGURE 7.3 Diffusion of E-filing and E-payment Services in Low- and
Lower-Middle-Income Countries, 2017
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FIGURE 7.4 Global Diffusion of E-tax Systems, by Type, 1984-2017
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e South Africa introduced e-filing and improved automation, which reduced
red tape and temporal expenses related to tax assessments and customs eval-
uations (CIAT 2020; IMF 2020).

e Guatemala initiated BancaSAT, an e-filing and payment system, in 2001 with
support from the World Bank. Within a year, BancaSAT accounted for 84 per-
cent of Guatemala’s tax revenues, while also reducing its revenue authority’s
administrative burden and improving overall service delivery (Jacobs et al.
2013).

* Georgia and the Republic of Korea (box 7.3), among other countries, have also
successfully implemented e-registration, e-filing, and e-payment platforms
(Awasthi et al. 2019; Bukia 2019).

And yet despite significant investments in taxpayer-facing services such as
e-filing and e-payments, many low- and middle-income countries have yet to
realize many of the purported benefits, reflecting broader institutional, infra-
structural, and technological challenges (Kochanova, Hasnain, and Larson
2016). In the Philippines, a study found that prior offline experiences with the
revenue authority, trust in government broadly, and underlying trust in the
technology itself had significant effects on taxpayers’ propensity to enroll in
the country’s e-filing and e-payments platform. Propensity was also deter-
mined by the quality of information on the platform; the quality of both the
system and the service being provided (e-filing, e-payments); and the overall
usefulness of—and user satisfaction with—the interface (Bhuasiri et al. 2016;
Jengchung et al. 2015).
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BOX 7.3
HomeTax Service: Getting Taxpayer Services Right in the Republic of Korea

The Republic of Korea’s National Tax Service (NTS) initiated its HomeTax Service (HTS) in
2002, enabling taxpayers to file, report, and pay their tax liabilities via the internet. HTS was
born out of user discontent with its predecessor, the Tax Information System (TIS). Korea’s
experience with the HTS illustrates the challenges and benefits of integrated taxpayer por-
tals and, more important, the role they can play to improve tax enforcement capacity,
facilitate quasi-voluntary compliance, and build trust between taxpayers and government.

The NTS began drawing up plans for the TIS in 1994. Between 1994 and 1996, it conducted
various feasibility studies and gathered user and system requirements, and in 1997 it launched
the TIS with a mandate to improve enforcement efficiency and the accuracy of taxpayer
information. Introduction of the TIS was accompanied by significant regulatory and legisla-
tive reforms, most notably the nationwide Framework Act on Informatization Promotion
(1995), the national information and communication technology (ICT) strategy, and the
National Informatization Promotion Plan (1996).

The NTS also embarked on various organizational reforms and business process
reengineering efforts to improve professionalism, efficiency, and transparency within the
agency. Despite these efforts, the TIS and its accompanying reforms were met with
strong opposition. The most salient push-back came from tax officials themselves. They
were not happy with the TIS’s requirement that they manually file and process taxpayer
payments by entering information into a terminal. They found this work to be monoto-
nous and beneath their level of skill and expertise.

In response to the TIS’s shortcomings, the NTS initiated the HTS in 2002, phasing in
discrete modules and components with a small number of taxpayers before rolling it out
to the wider population. The HTS completely digitalized taxpayer services (including fil-
ing, reporting, payments, and notices) and made other improvements to administrative
protocols and service quality. The NTS also committed resources to outreach, sensitiza-
tion, and taxpayer education, both during the pilot stage and after the final rollout.

With the HTS, the NTS shifted its focus from enforcement only to providing good
taxpayer services and easing compliance costs for individuals and businesses. Korea
also produced legislation—the Act on Submission and Management of Taxation Data
(2000)—compelling local governments, other government agencies, financial institutions,
and various businesses to provide the NTS with 92 types of taxation data. Although the HTS
provided the technological portal to automate and process information, it was this legisla-
tive change, coupled with a uniform national ICT strategy, that set the stage for improved
data sharing and accuracy of taxpayer information.

The results have been positive. Although uptake was slow in the beginning, over
90 percent of taxpayers now file and report their taxes through the HTS. By 2008,
74. percent of value added tax returns were filed through the HTS, and annual user expe-
rience surveys reveal that up to 80 percent of users are satisfied with the system. Notably,
the HTS has improved administrative efficiency, reduced tax compliance costs, reduced
tax noncompliance, and eased the administrative burden on the NTS and its staff.

The HTS’s success is attributable to a few factors:

e The NTS’s ICT goals and strategy were well defined and scoped at a national level and
aligned with the central government’s ICT policies.

e This approach created room for senior NTS leadership to support the process and
enabled a whole-of-government approach, along with early, sustained outreach and
engagement efforts.

» Korea’s relatively mature foundational IT infrastructure (internet, electricity, and digital
literacy) also played an important role in providing a strong basis for the NTS’s IT
reform efforts.

Source: Awasthi et al. (2019).

The Tax and Technology Challenge 191



192

An experimental study in Tajikistan highlights the complicated relationship
between e-filing, e-payments, and corruption. It found that the degree of adop-
tion of the technology was reliant on firms’ risk profiles, prior relationships with
tax authorities, and the depth of training and logistical support they received. If
firms had been more likely to collude with tax officials (via face-to-face contact),
the e-filing system disrupted that behavior, resulting in higher payments from
such firms. However, these firms were also more likely to stop using the e-filing
system. At the same time, those firms less likely to collude with tax officials actu-
ally paid less in taxes after signing up for e-filing because they no longer had to
deal with extortionary tax officials who were prone to hiking firms’ tax liabilities
outside due process (Okunogbe and Pouliquen 2018).

Some research points to the importance of jointly implementing a compre-
hensive filing and payment program. E-filing systems implemented without also
introducing e-payment functionality do not significantly reduce tax compliance
costs in the short to medium term. By contrast, systems initiated with e-payment
functions lessen both the frequency of tax payments and the time required to
prepare returns and pay taxes (Kochanova, Hasnain, and Larson 2016). Although
it may seem self-evident, many tax administrations have introduced e-filing
systems without embedding accessible e-payment solutions (see figure 7.4).

Other studies have also emphasized the steep costs and learning curve that
taxpayers—uniquely individual taxpayers and small businesses—must over-
come before using various electronic taxpayer services. This finding suggests
that many of the benefits of technologies such as e-filing may remain elusive in
the short to medium term (Yilmaz and Coolidge 2013). It also suggests that
increasing the adoption of these technologies is likely to require concrete
investments in building taxpayers’ trust of and competence in using the system,
in addition to providing direct incentives to encourage uptake (Bhuasiri et al.
2016; Mas’ud 2019).

Addressing E-registration Issues

The difficulties with taxpayer-facing digital services extend to e-registration. In
theory, e-registration should substantially reduce the registration costs for both
taxpayers and revenue authorities and simplify the process of bringing informal
vendors and taxpayers into the formal tax net. However, although evidence is still
limited, increasingly compelling findings suggest that these e-registration initia-
tives have been mainly unsuccessful, especially in Sub-Saharan Africa. The hyper-
focus on registration, which stems from the belief that the informal sector is to
blame for revenue shortfalls, often leads to bloated registries with inaccurate or
incomplete information and a high number of inactive taxpayers (Moore 2020).

Fostering Taxpayer Engagement

Revenue authorities in low- and middle-income countries have also invested in
technology aimed at improving taxpayer education and creating new avenues
for communication between government and taxpayers. Singapore’s tax author-
ity uses short messaging service (SMS) notifications to provide taxpayers with
enhanced services and nudges, reminding them of their tax obligations and pro-
viding pertinent information about the tax system. Of the 6 million taxpayers
who signed up for these SMS notifications, 96 percent reported that the service
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was timely and met their needs (OECD 2016). Evidence from Rwanda suggests
that electronic communication modes can be highly effective in increasing tax
compliance (Mascagni, Nell, and Monkam 2017).

The World Bank’s Mind, Behavior, and Development Unit (eMBeD) has con-
ducted several randomized trials in various countries looking into the effects of
email and SMS reminders on tax compliance (World Bank 2021a):

» In Costa Rica, a study of 50,000 nonfilers found that email reminders alone
improved tax compliance by 20 percentage points within five weeks, with
sizable increases in both firms’ filing rates and the likelihood they would file
third-party reports about other firms with which they do business.

e In Latvia, email messages sent to purported noncompliant shadow economy
taxpayers led to sharp increases in tax declaration submission rates.

» In Kosovo, emails and SMS reminders increased personal income tax (PIT)
revenue by 2-4 percentage points within just one month of transmission.

Although electronic reminders alone are unlikely to transform tax adminis-
tration, they are relatively low-cost and offer good value for money. A World
Bank field experiment in Madagascar demonstrated this cost-effectiveness.
Researchers selected over 15,000 late income tax filers and sent a series of SMS
reminders to a sample of them. The intervention resulted in 9.9 percent of late
filers in the treatment group filing a tax return before the deadline, compared
with only 7.2 percent in the control group, which did not receive SMS reminders.
Although this difference may appear small, every dollar spent sending the SMS
reminders yielded US$329 in revenue, with an overall return on investment of
32,800 percent—a staggering figure (Peixoto et al. 2019).

Expanding Mobile Money Technologies

Many low- and middle-income countries, especially in Sub-Saharan Africa, have
made remarkable progress toward mobile communication penetration, which
has given rise to a proliferation of mobile e-government portals and a rapidly
growing mobile money ecosystem. Overall, the number of countries that devel-
oped mobile e-government portals doubled from 25 in 2012 to 48 in 2014 (World
Bank 2016). In Africa, mobile phones, not the internet, drive connectivity. A sur-
vey of 12 African countries revealed that, although only 5 percent of individuals
used the internet to interact with government, over 60 percent used their mobile
phones to do so (IMF 2020; World Bank 2016). Meanwhile, mobile money plat-
forms have the potential to expand financial inclusion and bring large swaths of
the informal sector into the formal financial system, with conceivably significant
implications for tax administrations (Logan 2017).

Several governments have begun capitalizing on the potential of the mobile
money system by using mobile payments to facilitate government-to-business
(G2B), government-to-person (G2P), B2G, and P2G transactions (GSMA 2014).
Mobile money payments could reduce the scope for fraud, increase transpar-
ency, and reduce the tax compliance costs associated with settling tax liabilities,
especially in countries with high mobile penetration rates:

e In Tanzania, the Tanzania Revenue Authority recorded decreases in tax
avoidance one year after enabling mobile money payments for property taxes
and personal income taxes (GSMA 2014).
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e In Mauritius, the Mauritius Revenue Authority, in collaboration with the
State Bank of Mauritius, enabled mobile money payments for income
taxes, resulting in a 12 percent increase in returns filed within one year
(GSMA 2014).

e In Cambodia, a GSM Association (GSMA) study found that the introduction
of mobile money as a payment option increased the Ministry of Public Works
and Transport’s revenue from US$14.8 million to US$37 million in 2019
(Fichers and Naji 2020).

* In Kenya, the Philippines, Rwanda, and Uganda, among other countries,
mobile money payments were enabled for one or more types of taxes (GSMA
2014; Wasunna and Frydrych 2017).

Although evidence about the link between mobile money payments and tax
compliance is still limited, there is reason to be cautiously optimistic. Coupled
with complementary institutional and process reforms, mobile technology could
considerably ease the collection difficulties that revenue authorities in low- and
middle-income countries face.

Trust: Digital Technologies and IT Solutions to Engender Trust
Technology can, in theory, play a vital role in bridging the gap in trust between
taxpayers and tax authorities, yet evidence of its usefulness remains relatively
thin. Moreover, technology can even undermine trust and is ultimately subordi-
nate to the broader political, administrative, and socioeconomic determinants of
trust and tax morale (Lindgren et al. 2019). To maximize the impact of technol-
ogy on trust-building, IT projects should be situated within wider, whole-of-
government coordination that adequately addresses fairness, equity, reciprocity,
and accountability. This section discusses how revenue authorities in low- and
middle-income countries can use technology to improve trust and provides an
overview of existing research on why these efforts may or may not succeed.

Trust of tax administrations’ use of technology has two distinct but related
dimensions. The first is taxpayers’ trust in and acceptance of the government-
sanctioned technology tools and services with which they interact. This
dimension covers, among other things, the user-friendliness of taxpayer
portals; taxpayers’ perceptions of the accuracy and utility of information
provided electronically; and their sense of how robust the security and privacy
safeguards are on the electronic platforms through which they interact with
the tax administration.

The second dimension is more broadly concerned with taxpayers’ trust of
their tax administration and of government. Tax administrations are often only
able to influence this dimension of trust to the extent that they can reduce the
compliance burden on taxpayers, administer the tax system competently and
impartially, and ensure that tax burdens are distributed equitably.

Increasing Perceived Transparency

In many countries, revenue authorities use various digital communication
tools—harnessing social media, mobile technologies, and ever-rising internet
penetration rates—to bolster taxpayers’ comprehension of their tax liabilities
and the tax system. The effect of digital communication depends on the quality
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and usefulness of the information being provided and on the depth of transpar-
ency. Used well, digital communications could both facilitate compliance and
enhance the trustworthiness of the tax system. For example, evidence from
Rwanda found that SMS messages to taxpayers about public services led to sub-
stantial increases in taxes declared, and they were a cost-effective mode of
engaging with taxpayers for whom mobile technology is the prevailing mode of
communication (Mascagni, Nell, and Monkam 2017).

Other efforts to improve transparency—such as by digitally linking revenue
collection to service delivery, using digital tools to facilitate participatory bud-
geting, and systematically publishing open data to encourage civil society
engagement—could potentially have sizable effects on all four elements of trust:
fairness, equity, reciprocity, and accountability. Many low- and middle-income
countries now routinely publish national budgets and other financial informa-
tion online and through open-data portals. In Nigeria, such digital data disclo-
sure has given birth to civil society platforms such as TrackaNG and BudgIT,
which provide and analyze information about public finances and expenditures.

Several governments (both national and subnational) in low- and middle-
income countries are also members of the multilateral Open Government
Partnership, although it is unclear to what extent this has improved transpar-
ency or accountabilityZA study of the open-data initiatives of several Organisation
for Economic Co-operation and Development (OECD) countries—including
those that regularly publish budgetary information—concluded that although
the government-published information did increase perceptions of transpar-
ency, it did not affect public participation levels (Pina, Torres, and Acerete 2007;
Pina, Torres, and Royo 2010).

When implementing IT projects, revenue authorities could benefit from
investing in various e-participation platforms to facilitate taxpayer education
and encourage greater taxpayer involvement in decision-making processes,
policy development, and service design (IMF 2020). To build trust, these trans-
parency initiatives need to meet taxpayers wherever they are in terms of both
the content of the information shared and the platforms and methods used to
share the information. Information shared with taxpayers should be accessible,
interactive, and citizen-friendly rather than one-dimensional and authoritative
(van den Boogaard et al. 2020).

Building Trust in Taxpayer Services

Anticorruption potential of digitalized systems. As noted earlier, investments in
digital taxpayer services could minimize face-to-face interaction between tax-
payers and tax officials, thereby limiting opportunities for harassment and cor-
ruption. A recent IMF study on taxation, corruption, and trust in Sub-Saharan
Africa found that higher digital adoption lessened taxpayers’ perceptions of cor-
ruption by 4.2 percentage points and notably increased their confidence in tax
officials by 2.5 percentage points. However, this effect was significantly damp-
ened when governments shut down the internet or limited social media use
(Ouedraogo and Sy 2020).

Digitalized taxpayer services can also create greater clarity within the tax
administration about who pays taxes and whether tax officials administer
the system according to the rules. For example, in manual systems it can be
challenging to determine whether wealthy individuals are paying taxes at all.
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Digitalized systems make it much easier to find information about individual
taxpayers, nil-filers,2 nonpayers, and nonfilers. Similarly, it is easier for corrupt
officials to artificially reduce (or increase) the tax liabilities of a given firm or
individual in a manual system than in an automated system with a digital paper
trail.

Portals that boost accountability and reciprocity. Digital technologies may fur-
ther enable revenue authorities to provide real-time information to taxpayers
about their tax acc