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A They are numerous

A Little Revenue Yields

A It is easy not to comply
A Cash based
A Low audit probability
A Low cost to evade
A Fewer tax handles

A Imposing higher Compliance comes with
costs to both taxpayer and Tax
Administration

APoor Tax Educat ie é .
A Poor Tax Morale :
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Traditional focus of taxation: raising

revenue

- Cost of administering small taxpayers outweighs short
term r ev e n ujeS3malrtaxpagers deglected

But, taxation of small firms is critical why?:

- Long term revenue increase from wider tax base
(Productivity increases on formalization T up to 3 times)

- Growth potential of small firms (effects of formalization)
- Political economy implications (fiscal social contract)
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- Tax administratorsn usually cost of
traditional administration > revenues

- Enterprisesin cost of compliance >
perceived benefits
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- METR
- AETR

- AETR + measure of sub-national
taxes and fees

- Compliance Costs

To understand motives to remain
Informal & aid graduation into——
regular regime and growtr ;
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- METR/AETR studies of the impact of the
statutory tax package on sectors revealed that
SME tax systems bear the highest tax burden.

- Compliance cost surveys revealed that costs are
roughly size invariant, so SMEs bear the highest
compliance cost

-l nformal ity surveys show
have the capacity or the information to comply
with SME regi mes and thu

stay informal than to comply
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In percent

Small
Country Business
Sector Manuf | Tourism | AG Fin Min | (No VAT)
Zambia 5 5 10 30 0 25
Rwanda 29 14 7 38 15 34-51
Madagascar, 24 14 15 29 11 60
Tanzania 15 15 20 29 23 30-32
South A
Africa | 27 | 28 | 23 | 811 10 | 22a>
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Compliance Burden for preparation of tax returns as
a percent of turnover
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Size of firm (Turnover $) Overall average compliance
costs as percent of turnover

< 30,000 13.4

30,000 6 100,000 6.5

100,000 6 250,000 4.2

250,000 6 500,000 2.4

500,000 6 1 million 1.5

1 million @ 2 million 1.2

2 million 8 10 million 0.4

10 million & 50 million 0/09/\\

more than 50 million 003 L
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The role of Compliance cost on Investment

A Market Return on Capital (r)

T
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What the data imply for designing an
effective SME tax regime
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FI RST rul e, t hereds nao
practi ce, but weoOve |
not worked

SECOND rule, system must match capacity
both of the entrepreneurs and
administrator

THIRD rule, system should take into account
heterogeneity and be able to reach all
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For small firms, system has to be easy to comply
with

- Tax system has to encourage growth of business
(advantages to graduation)

Special regimes need to include safeguards
against abuses

Need to distinguish firms which have a lot to gain
from becoming formal from subsistence activities
(SMEs? 0 Micro vs. Small vs. Medium)

For the authorities, the system must-na Ire
excessive administration e
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SME Tax Admin v. SME Tax Policy

- SME Tax has focused on Tax Policy, Tax
Instruments, Presumptive regimes,
Thresholds, etc.

- SME Tax Admin has been paid little
attention
- Service v. Revenue focus
- Taxpayer education
- Sensitizing Tax Administrators (Training)
- Simple Accounts
- Simple forms
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- First, a clear definition of what is an SME
needs to be In place (usu by turnover,
asset size, or the capacity to keep
accounts)

- Dlagnostic needs to be done to
understand what types of firms would be
covered by the SME, includes capacity

- Clear explanation of goals of an SME
regime =
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- Disaggre atmg SMEs and setting adequate
threshol

: Determlnlng profit margins and setting
appropriate rates

- Building-in linkages between taxation,
licensing and business registration fees

- Linking costs and benefits of formalization i
offering carrots

- Integrating small firms into the reform process

- Including/excluding payroll taxes and social
contributions? =
7 T~
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Tax policy makers always face tradeoffs between
simplicity, fairness, efficiency and admin.
feasibility...




Thresholds Applied taxes

Large All firms administered by | General tax system
large taxpayer unit

Medium | Firms below LTU but General system (with some
above VAT thresholds (+ | simplifications, e.g. less
opt ins) frequent VAT payments)

Small Turnover below VAT A single presumptive tax
threshold based on turnover, replacing

all other fiscal levies

Micro Profit below income tax | One-time fee per year (option

exemption for several i ?)
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Sector based Optimal Tax Policy and Compliance under
Single Tax Rate
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Tax Schedule under Informality
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- The right balance between fairness and
simplicity

- Avolid skewed incentives and align SME and
standard tax system

- Linking costs and benefits of formalizationn
offering a carrot in addition to the tax stick

- Linkages between SME taxation and licensing
and business registration and even licensing

and fees
- Administrative burden of payroll taxes and
social contributi onse
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oThe idea of a single tax 1Is a
Increase inequity and encourage the unwillingness of small
taxpayers to graduate from the

Distortion of resource allocation (towards
low SME tax sector)

Small turnover does not necessarily imply
small 1 ncomeé

Special tax does not reduce evasion (SBT =
legalization of tax avoidance)?!

Does not work in practice 0 there are no
oObest practiceo ~&X%xampl

THE MULTI-DONOR INVESTMENT
CLIMATE ADVISORY SERVICE
OF THE WORLD BANK GROUP



- FIAS work on Tax Incentives

- Streamlining of Tax Incentives

- Compliance Cost of Tax Incentives

- Tax Expenditures

- Tax Competition 0 OECD/EU Model ?
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