
Assignment 1: Analyse what you consider to be the main problems involved in tax 

policy and tax administration in developing and transition countries. Discuss the 

possible solutions to these problems. 

 

Introduction 

The significance of problems and suitability of solutions depend upon the criteria 
being used for evaluation, and also the weight attributed to each criterion. To 
illustrate this, the assignment focuses on the trade-off between equity and efficiency. 
Both the large quantity of literature on the issue, and recent tax reforms, show that 
the problems of, and solutions to this trade-off, are given much importance. 

Equity 

If equity (defined here as fairness) is given greatest weight in decision-making then 
the main tax problems will be tackling unequal distribution of income, and regressive 
taxation.  
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The above map shows how inequality is highest in developing and transition 
countries. 

The principle of vertical equity states that those who have a higher ability to pay 
should pay higher taxes. Yet regressive taxation imposes a greater burden on the 
poor than the rich, relative to resources held/earned. The principle of horizontal 
equity states that those who are “the same in all relevant respects”2 should have the 
same treatment under the tax system. Unequal distribution of resources, wealth, and 
income threaten horizontal equity.  

                                                            
1 The ThinkQuest team; aDollaraDay: Finding solutions to Poverty; 
http://library.thinkquest.org/05aug/00282/gini.gif; Last Accessed on 03/05/2010 
2 Stiglitz, Joseph; Introduction to Taxation; Chapter 17 of ‘Economics of the Public  Sector, 3rd Edition’; New 
York: WW Morton; 2000; Pg 468‐469 



However, equity is open to subjective interpretation. It is debatable who is “the same 
in all relevant respects”3, and who should pay higher taxes. Assuming a Pareto 
efficient system, where no one can be made better off without making someone 
worse off, economists have used two methods to guide their interpretations and 
analyse equitable tax proposals: Utilitarianism and Rawlsianism. 

Utilitarianism is based upon the theory of diminishing marginal utility, which says that 
each extra pound earned gives a smaller fraction of utility than the previous one. 
Under such logic progressive taxes (which tax higher levels of income at progressive 
rates) are commonly used to combat both regressive taxation and unequal 
distributions.  

Rawlsianism sees social welfare as equal to the utility of the worst-off individuals. 
Hence although slightly more extreme, Rawlsianism also advocates progressive 
taxation.  

Progressive taxes limit regressive taxation through vertical equity. There is debate as 
to how effective they are in lowering inequalities. Writers like Hartman point to recent 
examples where tax increases have not increased equality4. Yet since their origins 
inequality has been greatly reduced, and some credit must be given to the tax 
system because it allows money taxed from the rich to be re-invested to help the 
poor. Livingston explains the recent anomalies by pointing out that the outcome of 
any tax reform will depend on a variety of political, economic and cultural factors5. As 
progressive taxes limit regression the poorest don’t have to spend a vastly higher 
percentage of their income than the rich, which itself fosters equality. 

There are various problems with progressive taxes, especially in a culture and 
environment where paying taxes can be avoided. Cobham estimates  

“The total cost to developing countries of these leakages [illegal tax evasion 
and legal tax avoidance] as US $385bn annually.”6 

Incentives to avoid and/or evade taxes increase with tax rates. In other words, as 
taxes rise voluntary compliance to pay these taxes declines. This is specifically a 
problem in developing and transition countries because compliance is already low, 
and tax enforcement is weak.  

One of the reasons why it is easier to avoid and evade taxes is because of the 
entrenched power of the elites. 

“The economic and political power of rich taxpayers often allows them to prevent 
fiscal reforms that would increase their tax burdens.”7  

                                                            
3 Stiglitz, Joseph; Introduction to Taxation; Chapter 17 of ‘Economics of the Public  Sector, 3rd Edition’; New 
York: WW Morton; 2000; Pg 468‐469 
4 Hartman, David; Does Progressive Taxation Redistribute Income?; Institute for Policy Innovation, Quick Study, 
The Road Map to Tax Reform; 2002; Pg 1‐4 
5 Livingston, Michael; Progressive Taxation in Developing Economies: The Experience of China and India; 
Accessible at http://taxprof.typepad.com/taxprof_blog/files/Livingston.pdf; Last Accessed on 03/05/2010; Pg 
15 
6 Cobham, Alex; Tax evasion, tax avoidance, and development finance; Queen Elisabeth House Working Paper 
No. 129; Finance and Trade Policy Research Centre, Queen Elizabeth House, University of Oxford; 2005; Pg 1 



Developing and transition countries often have a high level of inequality. Yet if key 
interest groups are entrenched in power they’re able to prevent reform of the tax 
system, maintain this inequality and get easy access to tax exemptions, which in turn 
lower efficiency. Unfortunately the power of the elites is often culturally embedded. 
Yet as they are forced to accept the necessity of tax reform they will become more 
likely to initiate it. 

Most developing and transition countries have weak economic structures, with a 
large informal (shadow) economy. The informal economies are dominated by 
subsistence farmers and small businesses, who operate using means that cannot be 
taxed e.g. using cash in hand and not keeping accurate records to be used for tax 
purposes. Cobham estimates that $285bn of the $385bn cost to the developing 
economies from tax leakages is due to the size of the informal economies8. Another 
estimate puts the average size of the informal economies in developing countries at 
36.7% of GDP9. Schneider links the problem of the large informal economy with 
progressive taxation and efforts to increase equity when he says that the main 
driving forces for an informal economy are: 

“an increased burden of taxation and social security contributions, combined 
with labour market regulation.”10 

With the declining importance of tariffs on international goods, most taxes are 
collected from the formal economy. Yet equitable policies may incentivise 
movements toward the informal economy. The resulting narrower tax base means 
lower revenue yields, and not taxing all those with a high ability to pay.  

Yet the main disadvantage of progressive taxes is the effect on efficiency. They 
utilise tax allowances that permit taxpayers on lower incomes to pay less of their 
income, hence increasing complexities. 

“These allowances, plus other deductions and tax breaks, do increase the 
complexity of the direct tax system.”11 

Complexity lowers administrative efficiency through increasing administrative and 
compliance costs. Hence although progressive taxation increases equity it trades off 
against decreased efficiency. 

 

 

                                                                                                                                                                                         
7 Tanzi, Vito & Zee, Howell; Tax Policy for Developing Countries; Economic Issues, No 27, March 2001, 
International Monetary Fund; Accessible at: http://www.imf.org/external/pubs/ft/issues/issues27/index.htm; 
Pg 2 (pg 326 in the Unit One readings) 
8 Cobham, Alex; Tax evasion, tax avoidance, and development finance; Queen Elisabeth House 
Working Paper No. 129; Finance and Trade Policy Research Centre, Queen Elizabeth House, University of 
Oxford; 2005; Pg 12 
9 Flynn, Norman & Allen, Tony; Unit 4 Tax Issues in Developing and Transition Countries; Public Financial 
Management: Revenue; 2010; Pg 5 
10 Schneider, Friedrich; quoted in Flynn, Norman & Allen, Tony; Unit 4 Tax Issues in Developing and Transition 
Countries; Public Financial Management: Revenue; 2010; Pg 4 
11 Flynn, Norman & Allen, Tony; Unit 1 Tax Issues in Context; Public Financial Management: Revenue; 2010; Pg 
8 



Administrative Efficiency 

Administrative efficiency means a low ratio of administrative and compliance costs 
relative to the amount of revenue raised by taxes. 

“How a tax system is administered affects its yield, its incidence and its 
efficiency.”12 

Wages, property costs, collection costs, enforcement costs, and the costs of 
managing the information system are some of the administrative costs borne by the 
tax system. Some compliance costs borne by the taxpayer include time spent 
completing tax forms, the costs of record keeping, and the costs of services offered 
by tax advisors, accountants and lawyers. If administrative efficiency is given 
greatest weight then administrative weaknesses, high costs, and a narrow tax base 
will be the main problems. 

Sandford suggested that compliance costs may be higher than administrative 
costs.13 Providing improved taxpayer service through reforms to the administration is 
one way to lower these costs, and hence broaden the tax base to facilitate greater 
revenue yields.  

“Uganda’s weak tax administration is largely responsible for the poor tax 
revenues.”14 

Kangave is merely one of a growing number of supporters for improvements in 
administration that will lower costs and potentially increase revenue. Bird agrees that 
voluntary compliance is likely to be higher if the administration improves, but says 
that in addition the state should be accepted as legitimate and credible, the taxpayer 
treated as a client of the state, and there to be fear of noncompliance.15 
Strengthening the administration incentivises payment and at the same time 
discourages non-compliance. 

One method to strengthen administration is to give greater autonomy. Tanzi and Zee 
explain that the best tax officials are encouraged to work in the private sector due to 
higher wages, and hence that pay should rise. The establishment of Semi-
Autonomous Revenue Authorities (SARAs) can free the administration from Civil 
Service restrictions on hiring, dismissals and pay. Bird argues that the introduction of 
SARAs initially increased revenue and lowered corruption within Uganda, but that it 
was normal for this early success to slow. Yet Kangave explains that success was 
undermined by the lack of complete autonomy over recruitment, and unrealistic 
revenue targets16.  

                                                            
12 Bird, Richard M; Administrative Dimensions of Tax Reform; Asia‐Pacific Tax Bulletin International; Public 
Financial Management: Revenue; Readings Volume 2; University of London; 2004; Pg336 
13 Sandford, Cedric; Tax Compliance Costs: Measurement and Policy; UK: Fiscal Publications; 1995 
14 Kangave, Jalia; Improving Tax Administration: A Case Study of the Uganda Revenue Authority; Journal of 
African Law, 49, 2; School of Oriental and African Studies; UK; 2005; Pg 149 
15 Bird, Richard M; Administrative Dimensions of Tax Reform; Asia‐Pacific Tax Bulletin International; Public 
Financial Management: Revenue; Readings Volume 2; University of London; 2004; Pg 335‐351 
16 Kangave, Jalia; Improving Tax Administration: A Case Study of the Uganda Revenue Authority; Journal of 
African Law, 49, 2; School of Oriental and African Studies; UK; 2005; Pg 151 



Greater simplicity can also lower costs and widen the tax base. To this end Alm 
advocates proportional taxes on commodities: 

“Proportional tax rates reduce compliance costs and administrative costs 
because they eliminate the necessity of separate measurement of the tax bases. 
For similar reasons they lower the enforcement costs.”17 

Proportional taxes are simpler than progressive taxes because everyone is taxed at 
the same rate. Hence lengthy tax forms and administration that calculates 
outstanding taxes are not required. The table below demonstrates the growing 
popularity of such taxes.  
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Despite proportional taxes being regressive, and hence reducing equity, more 
countries are now seeking increased allocative and administrative efficiency in the 
hope that it can bring greater revenues. 

 

Allocative Efficiency 

Allocative efficiency is based on the belief in market economy efficiency for allocating 
resources to where they can be best used. An efficient tax system would minimise 
the extent to which taxation alters this allocation of resources. Discussing price 
elastic goods, Yamada says: 

“such taxes will distort resource allocation.”19  

                                                            
17 Alm, James; What is an “Optimal” Tax System?; National Tax Journal Vol. XLIX No.1; Public Financial 
Management: Revenue, Readings Volume One; University of London; 1996; Pg 129 
18 Mitchell, Daniel; The Global Flat Tax Revolution: Lessons for Policy Makers; Prosperitas: A Policy Analysis 
from the Centre for Freedom and Prosperity Foundation, vol. VIII, Issue 1; 2008; Pg 1 
19 Yamada, Masatoshi; Strong Substitutes and Tax Reform: A Further Interpretation; International Economic 
Review; Vol. 37, No.4, November 1996; Pg 997 



Taxes change relative prices and thus affect both what is consumed and produced. 
For example a consumption tax on chocolate could increase its cost from twice as 
expensive as a basic food group, to three times as expensive. Such taxes, especially 
if progressively calculated on the type and quantity of good purchased, are difficult to 
administer and create deadweight losses. The higher price elasticity of demand the 
more demand is receptive to changes in price, and hence the greater the deadweight 
loss.  

The chart below shows how both quantities demanded (red line) and quantities 
supplied (blue line) decline with rising prices. 
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As consumption taxes on price elastic goods rise, consumers can afford less (as 
their real income relative to the taxed goods has fallen) and demand falls, which 
leads to producers receiving less in payment. This ‘tax wedge’ between consumers 
and producers leads consumers to substitute their demand for other goods, while 
producers lower supply and diversify into other products. The deadweight loss (the 
light yellow section shows diminished consumer surplus and bright yellow shows 
diminished producer surplus) is the social loss caused by this substitution effect. 

There are two possible solutions to deadweight losses: either taxing price inelastic 
goods, or switching to proportional taxes, both of which are measures to increase 
efficiency.  

Proportional taxes charge one flat rate of tax and are therefore simpler than 
progressive taxes. This lessens the extent to which taxes distort allocation of 
economic resources. It means consumers and producers no longer substitute to 
other areas/goods, and hence there is no deadweight loss. 

                                                            
20 Wikipedia; http://en.wikipedia.org/wiki/Deadweight_loss; Last Accessed on 03/05/2010 



Lump Sum taxes are examples of proportional taxation that are termed ‘non-
distortionary’ i.e. nothing an individual or firm can do, will alter their tax liability. It is 
accepted that all taxes distort resource allocation. For example a head tax on people 
of all ages could affect decisions about whether to have children. However the 
allocation of resources is least affected with non-distortionary taxes. 

The chief problem with raising efficiency however, is the loss of equity. Proportional 
taxation is regressive, and any regressive taxation leads to increased inequalities. 

In China a “regressive taxation system increases the urban rural income gap 
and enhances overall inequality.”21 

It is unlikely that the proportion of income lost from taxes on the poor will be regained 
through benefits because higher progressive rates of tax are needed to finance this 
re-allocation. 

 

Trade-Off 

As the weight apportioned to each problem varies between countries so too must the 
solutions. Mitra and Stern argue that transition economies are uniquely different to 
developing economies in that they have a culture of mutual mistrust between 
taxpayers and authorities, and no tradition of voluntary compliance22. However 
similar circumstances exist in developing countries. Indeed shortly after the 
dissolution of the USSR the informal economies of the successor states formed 
between 7% and 43% of GDP, whereas figures in the developing world reached as 
high as 76% in Nigeria and Egypt23. Transition and developing countries are the 
majority, and cultural, political, and economic differences between them are huge. It 
is therefore not possible to adopt a universal approach to either group. Finding a 
feasible trade-off depends on the weight attached to equity, efficiency, and also 
revenue yields.  

In the graph below the black line depicts the taxpayer’s budget constraint before 
taxation, the blue line with a progressive tax and the red line with a proportional tax. 

 

 

 

 

 

 

                                                            
21 Wang, Xiaobing & Piesse, Jenifer; Welfare effects of regressive taxation and subsidies in China; BWPI 
Working Paper 108; University of Manchester; 2009; Pg 2 
22 Mitra P & Stern, N; Tax Systems in Transition; World Bank Working Paper 2947, Washington DC; 2003 
23 Fleming, Matthew & Roman, John & Farrell, Graham; The Shadow Economy; Journal of International Affairs, 
Spring 2000, 53, no.2; The Trustees of Columbia, University in the city of New York; Pg 403‐405 
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The logic of such constraints is that as taxes increase income declines, and this 
rotates the budget constraint in favour of leisure. The budget constraint is rotated 
further with a progressive tax as demand for employment theoretically declines at the 
higher rates of tax. 

The graph below is the same, with two indifference curves. These curves represent 
potential utility gained. 

Income 

   

 

 

 

  

 

 Leisure 

At any point along one curve the taxpayer is indifferent about which point is chosen. 
Optimal tax theory therefore says to choose a point along the budget constraint that 
touches the indifference curve furthest to the top and right, as this results in greater 
utility. However, as both blue (E) and red (E1) budget constraints touch the same 
indifference curve the judgement is a value judgement.  

Optimal tax theory explains that despite the taxpayer’s indifference proportional 
taxes are preferable. This is because E1, where the indifference curve touches the 
proportional tax budget constraint, is higher than E, where the indifference curve 
touches the progressive tax budget constraint. Proportional taxes hence tax a higher 
level of income and receive higher revenues.  

“All taxpayers end up worse-off with a progressive tax.”24 

                                                            
24 Flynn, Norman & Allen, Tony; Unit 2 Tax Incidence and Optimal Taxation; Public Financial Management: 
Revenue; 2010; Pg 23 
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Progressive taxes utilise higher marginal tax rates for higher earners, and cause 
deadweight losses through the substitution effects that are not present with 
proportional taxes.   

Norregaard and Khan highlight the growing emphasis on efficiency over equity, seen 
largely in the replacement of progressive direct taxes with more proportional indirect 
taxes e.g. VAT25.  

“In developing countries, tax policy is often the art of the possible rather than 
the pursuit of the optimal.”26 

With informal economies sometimes accounting for up to 80% of a country’s GDP, 
taxation must focus on what the administration is able to collect rather than what 
would be most fair. The declining importance of tariffs also means that more revenue 
has to be raised from domestic sources; hence broadening the tax base becomes 
necessary. 

However the evidence does not support the view that proportional taxation is 
universally better. Progressive taxes are less regressive and more equitable, as can 
be seen in the above graphs, where those with the maximum leisure time i.e. 
unemployed, still receive a living wage. And in addition proportional taxes don’t 
guarantee higher revenue. Proportional taxes of 25% in Latvia, and 21% in Lithuania 
and Estonia failed to raise the predicted increases in revenue, which contributed to 
huge subsequent budget deficits. The revenue-yield depends upon the tax rate, the 
size of the tax base and administrative capabilities in collecting the tax. Progressive 
taxes charge higher rates, and limit regressive taxes, yet efficient reform would cut 
administrative costs and use proportional taxes broaden the tax base. 

A truly optimal tax system would seek to balance tax equity and efficiency. 
Therefore, locating the main problems and appropriate solutions depends upon the 
extent of inequality, the size of the tax base, the strength of the administration, and 
the perceived ability for positive reform. 

 

 

 

 

 

 

 

 

                                                            
25 Norregard, John & Khan, Tehmina; Tax Policy: Recent Trends and Coming Challenges; 2007; Pg 1‐15 
26 Tanzi, Vito & Zee, Howell; Tax Policy for Developing Countries; Economic Issues, No 27, March 2001, 
International Monetary Fund; Accessible at: http://www.imf.org/external/pubs/ft/issues/issues27/index.htm; 
Pg 2 (pg 326 in the Unit One readings) 



Conclusion 

The main problems faced by each state differ, and hence so too do the solutions.  

“The search for a general scheme that specifies, for all countries and all 
times, the details of an optimal tax system is certain to fail.”27 

Despite the similarities between developing and transition countries there are 
widespread differences in political, social, administrative and economic 
circumstances, which shape the value judgements made. As highlighted by the 
examples of Latvia, Lithuania and Estonia, pursuit of efficiency over equity does not 
always increase revenue. Hence within the Pareto efficient tax system the question 
of what the problems and appropriate solutions are is subjective, and can only 
depend upon value judgements made within each country.  

No state will pursue efficiency entirely at the expense of equity for the effect had on 
inequality. Yet recently there has been increased interest in efficiency at the expense 
of equity, and therefore an increase in proportional taxation and attempts to 
decrease administrative costs. Where these trends apply, a narrow tax base, 
administrative costs, and distortions created by equitable tax policies, are seen as 
the main problems. Proportional taxes combined with administrative reform are seen 
as the appropriate solutions. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                            
27 Alm, James; What is an “Optimal” Tax System?; National Tax Journal Vol. XLIX No.1; Public Financial 
Management: Revenue, Readings Volume One; University of London; 1996; Pg 131 
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