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▪Why should developing countries raise more tax revenue?

▪What holds back tax revenue in developing countries?

▪ Economies characterised by high levels of informality, evasion

▪What can developing countries do to raise more tax revenue?

▪ Improving tax administration through third-party reporting and withholding

▪ Rethinking tax policy

This talk



Why should developing countries 
raise more tax revenue?

Taxation and Development



Tax % GDP is much lower

Source: UNU-WIDER Government Revenue Dataset



▪ Developing countries have a strong need to raise tax revenue

▪ Demands to fund poverty reduction; investments in infrastructure and human capital

▪ IMF (2019) estimates that low income countries will need to raise an additional 15.4% in 

GDP by 2030 to meet the sustainable development goals

▪ Reduced reliance on aid and resource revenues

▪ Taxation as a contributor to the development of the state

Urgent demands on tax revenue



Taxation and state development

▪ ‘No taxation without representation’ – historians have traced the growth of the 
state in Europe to the need to raise taxes (Tilly, 1992)

▪ Is there modern, robust empirical evidence for this?

▪ Field experiment in Kananga, DRC

▪ Randomised property tax collection amongst the 356 neighbourhoods of the 
city  

▪ In control neighbourhoods, property tax compliance was 0.1%

▪ In treatment neighbourhoods, property tax compliance rose to 11.6% 

▪ Citizens from treatment neighbourhoods were 31% more likely to attend a town 
hall meeting

▪ Attending a town hall meeting cost the equivalent of household daily 
income

‘The Participation Dividend of Taxation’, Weigel (2020)



How are developing countries 
different?

Taxation and Development



High levels of informality

Source: World Bank 

Informal economy % GDP▪ Informality: production which is completely 
out of the reach of the government 

▪ ~40% of the economy is in informal 
production (~90% of employment) in 
lowest income countries

▪ Note that informality ≠ criminality

▪ Some informality might also be 
evasion, but may also be exempted 
from taxation / under the 
registration threshold



High evasion within the formal economy

VAT evasion rate by firm size in Pakistan, 

evidence from randomised audits

Source: Best et al., 2021

▪ Even within the formal economy, high rate 

of evasion

▪ Evidence from randomised audits in 

Pakistan show that almost 60% of firms at 

the median are evading
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Improving tax administration

Taxation and development



▪With such high levels of evasion, the process of collecting taxes (tax administration) is often 

as or more important than the structure of the tax system (tax policy)

▪ Tax evaders are not irrational – they balance the benefits of evasion against the costs of 

evasion 

▪ Look at two studies with promising results

▪ Third-party information: increase the probability of detection

▪Withholding: reduce the amount a firm can evade (and the benefits of evasion)

Improving tax administration



▪ A VAT is theoretically robust to evasion for B2B transactions

▪ Firm A’s outputs are Firm B’s inputs; Firm B’s outputs are Firm C’s inputs

▪ Even with perfect B2B chains, tax authority cannot check whether Firm C’s output VAT is correct 

Third party information in the context of a VAT

Firm 

A

Firm 

B

Firm 

C
Consumer

Firm Sales Purchases Output 

VAT

Input VAT Net VAT 

A 100 0 20 0 20

B 300 100 60 20 40

C 900 300 180 60 120

Total 180



Third-party information

▪ Solution → incentive consumers to ask for, and send in, 

receipts

▪ Consumers in Sao Paulo, Brazil, who get VAT receipts for 

purchases are entered into a lottery (of varying size – some 

prizes as small as $5)

▪ Very popular – 15 million people participated

▪ Difference in difference: 

▪ Retailers are the treatment group

▪ Wholesalers are the control group – affected by similar 

macroeconomic factors, but not directly be the reform

▪ Increased reported tax liability by 26%, or 9.3% net of lottery 

rewards

‘Consumers as tax auditors’, Naritomi, 2019 

Impact of consumer lotteries in Sao Paulo on log 

reported revenue

Source: Naritomi, 2019. Revenue is reported in logs and rebased to the average before 

October 2007.



Third-party information

▪ Third-party information appears to have been successful in this context

▪ Third-party information can also be generated through electronic payments (Das et al., 2022) and 

electronic billing (Mascagni et al., 2021)

▪ Note that third-party information does not work in isolation

▪ Almunia et al. (2019) find that tax authorities in Uganda do not use the existing third-party information 

to verify business-to-business transactions



▪Withholding: change who is legally responsible for paying the tax

▪ In almost all countries, personal income taxes are withheld by the employer

▪ Increasingly in developing countries, business taxes are subject to withholding (by 

designated large firms, government, credit card firms)

▪ Reduces the amount that small firms can evade

Withholding



Withholding  

▪ Assume that all small firms evade 50% of their taxes

▪ Assume that there is a sales tax of 20%

Small 

firm

Large 

firm

Firm Sales Purchases Sales tax 

owed

Sales tax 

paid

Small firm 100 0 20 10

Large firm 0 100 0 0

Small 

firm

Large 

firm

Firm Sales Purchases Sales tax 

owed

Sales tax 

paid

Small firm 100 0 0 0

Large firm 0 100 20 20

No withholding Large firm appointed a withholding agent



Withholding

▪ Studies the impact of withholding on sales tax in Buenos 
Aires

▪ Certain large firms are designated as withholding agents, 
and they have to collect the sales taxes made on sales by 
smaller firms to them

▪ Another diff-in-diff. Control: trading partners of firms that 
are required to withhold. Treatment: trading partners of 
firms that are not required to withhold

▪ Outcome: increase in tax paid by 5.5%

▪ Evidence withholding works from other contexts, in 
Pakistan (Waseem, 2022) and Costa Rica (Brockmeyer 
and Hernandez, 2019)

‘Firms as tax collectors’, Garriga and Tortarolo, 2022

Dynamic impact of sales tax withholding in Buenos 

Aires

Source: Garriga and Tortarolo, 2022



Rethinking tax policy

Taxation and Development



▪ Tax policy refers to the structure and design of the tax system

▪ Tax design in developing countries is often similar to those in high income countries, 

despite high evasion and informality

▪ Use VAT exemptions as an example of how tax policy in developing countries needs to 

be reconsidered given informality

Rethinking tax policy



VAT exemptions, equity and informality

▪ In both high and low-income countries, VAT exemptions / reduced rates on food are 

widespread, and justified on an equity argument 

▪ Poor tend to spend more as a % of income on food than the rich

▪ Achieving equity is a typical goal of the tax system

▪ VAT exemptions are very costly in developing countries (often foregoing 25-40% of VAT 

revenue)

▪ High informality in lower income countries means poor do not benefit from VAT 

exemptions

▪ Better to remove VAT exemptions and spend on public goods / cash transfers



VAT exemptions, equity and informality

▪ In poorer countries, food is 

overwhelmingly bought from the 

informal sector 

▪ Result holds true within countries as 

well

▪ Welfare-maximising VAT rates on food 

should be higher in lower income 

countries

▪ Redistribution via VAT constrained by 

informality

Share of food consumption 

in the informal sector, 

across countries

Optimal VAT rate across 

countries, accounting for 

informality 

Source: Bachas et al. (2021). Figure on right assumes zero pass 

through of prices from formal to informal sector. 



Conclusions

Taxation and Development



▪ Increasing tax-to-GDP is a key goal in developing countries

▪ High levels of informality, high levels of evasion make it difficult for developing countries to raise tax 
revenue

▪ Raising tax revenue requires: 

▪ Improvements in tax administration 

▪ Changing policy to account for high levels of evasion and informality

▪ Lots we haven’t had time to talk about: multinational taxation, taxation of high net worth individuals

▪ Tax and development: fascinating from a research perspective, challenging from a policy perspective!

Conclusion
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Appendix: employee share

Source: Jensen (2019)



Appendix: more taxes on goods and services, 
fewer taxes on personal income

Source: UNU-WIDER Government Revenue Dataset 2021. 


